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THE SERVICE REVOLUTION IN SOUTH ASIA:
AN OVERVIEW

Ejaz Ghani and Homi Kharas*

A. INTRODUCTION

1. The story of Hyderabad—the capital of the Indian state Andhra Pradesh—is truly
inspiring for late-comers to development. Within two decades, Andhra Pradesh has been
catapulted straight from a poor and largely agricultural economy into a major service
center. It has transformed itself from a lagging into a leading region. Fuelled by an
increase in service exports of 45 times between 1998 and 2008, the number of
information technology companies in Hyderabad increased 8 times, and employment
increased 20 times.

2. Service-led growth has mushroomed in other parts of India and South Asia as
well. Indeed, growth in the services sector has enabled South Asia to grow almost as fast
as East Asia in this century, with growth of just under 7 percent annually between 2000
and 2007. Growth rates in South Asia and East Asia have converged. The two fastest
growing regions in the world, however, have very different growth patterns. While East
Asia is a story of growth led by manufacturing, South Asia has thrived on service-led
growth.

3. The South Asian experience of growth in the 21st century is remarkable because
it contradicts a seemingly iron law of development that has held true for almost two
hundred years since the start of the Industrial Revolution. This law—which is now
conventional wisdom—says that industrialization is the only route to rapid economic
development. It goes further to say that as a result of globalization the pace of
development can be explosive. But the potential for explosive growth has until now been
distinctive to manufacturing (UNIDO 2009). This is no longer the case. The South
Asian experience suggests that a Services Revolution—rapid growth and poverty
reduction led by services—is now possible. This can fundamentally change the pattern of
development for many developing countries.

4. What is this Services Revolution and what has led to it? Can services be a driver
of growth, job creation, and poverty reduction? What are the location and spatial
characteristics of services? Is there a role for exports in sustaining service-led growth
over the long run? What kind of infrastructure, including education, do developing
countries need to sustain service-led growth? This volume is all about answering these
questions based on a fresh look at what has happened in South Asia over the last two
decades.

! We are grateful to Lakshmi lyer for her contribution to the overview, and to Saurabh Mishra for research
support. We would also like to thank a number of colleagues for useful comments at the review meeting
including S. Ahmed, R. Anand, P. Banerjee, D. Biller, C. Dahlman, S. Devarajan, P. Dongier, M. Engman,
M. Haddad, M. Kawai, Justin Yifu Lin, E. May, A. Mattoo, |. Nabi, M. Pigato, J. Sebastian Saez, S. Yusuf,
E. Lim, and G. Zannini. The views expressed here are not necessarily those of the World Bank. Any
remaining errors are our responsibility.



5. The Services Revolution could upset three long-held tenets of economic
development. First, services have long been thought to be driven by domestic demand.
They could not by themselves drive growth, but instead followed growth. In the classical
treatment of services, any attempt to expand the volume of services production beyond
the limits of domestic demand would quickly lead to a deterioration in the price of
services, hence a reduction in profitability, and hence the impulse towards expanded
production would be choked off.

6. Second, services in developing countries were considered to have lower
productivity and lower productivity growth than industry. It is hard to improve the labor
productivity of a symphony (or, as it turns out, of a government which increasingly
dominates service sectors). As economies became more service oriented, their growth
would slow. For rich countries, with high demand for various services, the slowdown in
growth was an acceptable consequence of the higher welfare that could be achieved by a
switch towards services. But for developing countries, such a trade off was thought to be
inappropriate.

7. Third, services jobs in developing countries were thought of as menial, and for the
most part poorly paid, especially for low skilled workers. As such, service jobs could not
be an effective pathway out of poverty.

8. It is these three beliefs that the Services Revolution that has started across South
Asia challenges. In this volume we show that growth has in fact been led by services,
that labor productivity levels in services in South Asia are above those in industry, and
that productivity growth in South Asia’s service sectors matches labor productivity
growth in manufacturing of successful East Asian countries. Furthermore, we suggest
that services-led growth in South Asia has been effective in reducing poverty.

9. South Asia’s experience offers hope that globalization can indeed be a force for
development in many more countries. The marginalization of Africa during a period
when China and other East Asian countries grew rapidly led some to wonder if late-
comers to development were not doomed to failure. The process of globalization in the
late 20" century led to a divergence of incomes between those who industrialized and
broke into global markets and a “bottom billion” of people in some 60 countries where
incomes stagnated for twenty years (Collier 2007). It seemed as if the “bottom billion”
would have to wait their turn for development, until the giant industrializers like China
became rich and uncompetitive in labor-intensive manufacturing.

10.  The promise of the Services Revolution is that countries do not need to wait to get
started with rapid development. There is a new boat that development late-comers can
take. The globalization of service exports provides alternative opportunities for
developing countries to find niches, beyond manufacturing, where they can specialize,
scale up and achieve explosive growth, just like the industrializers. The core of our
argument is that as the number of goods and services produced and traded across the
world expands with globalization, the possibilities for all countries to develop based on
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their comparative advantage expand. That comparative advantage can just as easily be in
services as in manufacturing or indeed agriculture. We do not argue for services and
against manufacturing or agriculture, but do argue against the long-held proposition that
industrialization is the only route to economic development.

B. THE SERVICES REVOLUTION

11.  Services have characteristics that differ significantly from goods. Goods are
physical things that can be put in a box and traded. They can be made anywhere, at any
time, and at any scale. More and more different goods are produced each year as firms
develop new products and as production processes are broken down into individual parts
and components. With a growing number of goods, productivity can rise because of
specialization (a finer division of labor) and scale (falling unit costs of production).
Trade in goods allows even small countries to find a niche in global markets where they
can be competitive. The East Asian countries are exemplars of countries which have
developed rapidly on the basis of this simple proposition.

12.  Services are difficult to place in a box because they are bound by time and
proximity. For example, eating in a restaurant, getting a haircut, having a medical check-
up, or seeking a loan from a bank, all require face to face transactions (Baumol 1967).
This makes it difficult to trade services. They are produced where and when demand is
present.

13. However, technological changes (telephone and internet) and what Bhagwati
(1984) has called splintering and disembodiment of services, have made many services
tradable, just like manufactured goods. These services, called modern impersonal
progressive services,” include communication, banking, insurance, and business related
services. They are being created by three global forces—technology, transportability,
and tradability—the 3Ts that are driving the Services Revolution.

14.  Technology, especially information and communications technology (ICT), has
given services a physical presence. They can be produced and stored as a series of ones
and zeros in digital format. Banking and loan transactions can now be conducted online.
A medical check-up may still require a meeting with a doctor, but the results of an X-ray
may be reviewed by a radiologist in a different country, the details of the examination
may be transcribed by a person working in a different time zone, and medical records
may be stored and updated on a remote server.

15.  Thanks to telephone lines and the internet, these modern services can also be
easily transported today over long distances with little or no degradation in quality
(Baumol 1986). This is the second T, transportability, which has meant that services are
no longer restricted by time and space. One indicator of the cost of transporting services
is the average cost of an international telephone call to the United States (Figure 1). For
most developing countries, this has fallen by 80 percent or more over the last decade, a

2 Baumol (1984).
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decline in cost which is much more rapid than the fall in transport costs for goods. Even
more significant is the decline in cost and increased access of broadband internet.
Perhaps as important as cost is the speed, clarity, and reliability with which information
can now be transported.

Figure 1: Average Cost of Telephone Call to the US ($ per 3 minutes)
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Source: World Bank 2009a.

16.  The third T, tradability, refers to the fact that many modern services, which are
transported digitally, face few government barriers when they are moved from one
country to another. There are no borders, customs, or tariffs on the international
exchange of most modern impersonal services.®

17.  The 3Ts have unleashed a Services Revolution riding on the wave of the internet
age. Service exports from developing countries almost tripled in the last ten years,
growing by 11 percent annually from about $240 billion in 1997 to $692 billion in 2007.
Service exports now account for 5 percent of developing countries GDP (total GDP of
developing countries was $14.3 trillion in 2007).

18.  We have only witnessed the tip of the iceberg (Blinder 2006). The internet age
will continue to transform more services into modern impersonal services. The range of
business processes that can be globalized and digitized is constantly expanding:

® United States Schedule of Specific Commitments under the General Agreement on Trade in Services
(GATS) shows that there are no 'tariff' barriers per se on trade in modern impersonal services. Pricing and
tax related measures may apply, but there are no ‘at the border' tariffs, because modern impersonal service
delivered electronically, are difficult to monitor, especially Mode 1 (cross-border) flow of services.
Traditional services (mode 2, 3, 4—see Chapter 1 for details) might have a tariff component, or a
regulatory related payment that can be considered to be equivalent to a tariff. For example, in air transport
services, foreign owned freight aircraft might have to pay a higher airport fee, and the difference between
airport fees for foreign and domestic providers can be said to be a tariff equivalent.
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processing insurance claims; desktop publishing; the remote management and
maintenance of IT networks; compiling audits; completing tax returns; transcribing
medical records; financial research and analysis. The list of possible activities is almost
endless.

19.  The globalization of services will continue to be a strong force for two reasons.
First, services account for more than 70 percent of global GDP, more than double in size
compared to the manufacturing sector. So, there is tremendous scope for services
globalization. Second, the cost differential in the production of services across the world
is enormous. In the past, the only option to narrowing such cost differentials was through
migration, but migration has been heavily regulated and global international migration
has remained steady at about 3 percent for decades. Now that service providers can sell
services without crossing national borders by making use of the internet (outsourcing),
the scope for exploiting cost differentials is much higher. What is more, it is very hard
for governments to regulate modern impersonal services, so prospects for rapid expansion
in service exports are good.

20. Modern impersonal services have many features in common with manufacturing.
Like manufacturing, they benefit from technological advances that generate productivity
growth year after year. They exhibit similar tendencies for scale and agglomeration
economies. Service producers can bring down unit costs by expanding operations. They
benefit from being in close proximity to one another as that creates a pool of well-trained
workers. They are labor intensive.

21. But there are also differences. Modern services are more skill intensive than other
types of economic activity. They require excellence in telecommunications. Whereas
traded goods move by ship, air, and road, globally traded modern impersonal services are
delivered using telephone lines or the internet.

22.  What the Services Revolution has done is open up many more niches for
countries through which they can leverage the global economy. Each country should try
its best to take advantage of these opportunities, whether in manufacturing or services,
exploiting comparative advantage. What the South Asian experience shows is that the
opportunities in modern services are sufficiently large to drive development of the whole
economy.

23.  As yet, modern impersonal services are only a small part of total services. The
sector is still dominated by traditional personal services which include trade, hotel,
restaurant, beauty shops, barbers, transport, and public administration. The only way for
these services to be traded is for the service providers themselves to move to where
demand is located. But migration faces many barriers. It is costly and subject to major
government regulation. Yet South Asia benefits handsomely from its ability to send
migrants abroad and receive remittances from them.
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C. SERVICES-LED GROWTH

24.  The modern service sector has become an important driver of growth in both
developed and developing countries. Figure 2 compares what has happened in some 136
countries between 2000 and 2005 in terms of real GDP growth, shown on the vertical
axis and service value added growth, shown on the horizontal axis. Each point represents
one country. The positive relationship between the two variables implies that countries
with high growth in services also tend to have high overall economic growth or
conversely that countries with high overall economic growth have high services growth.
One cannot identify causality from a regression like this. If services have a high income
elasticity of domestic demand, then we would expect higher overall growth to be
associated with higher services sector growth. But we will also show below that high
service growth is also associated with high service export growth. This suggests that it is
services that have been driving overall economic growth rather than vice versa.

Figure 2: GDP Growth and Service value added Figure 3: GDP Growth and Manufacturing value
growth (2000-2005) added growth (2000-2005)
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Source: Chapter 1, authors calculation using data from World Bank, World Development Indicators.

Note: Each point in the chart corresponds to 5 year growth during 2000-2005 for a specific country. GDP
growth rates control for level of initial income per capita. All values are in constant 2000 US$. Growth
rates are compounded annual averages. The sample consists of 134 countries.

25. Exactly the same exercise is shown in Figure 3 for the relationship between
manufacturing growth and overall economic growth. Again, there is a positive
relationship which probably runs from manufacturing growth to overall growth. This is
the relationship which has been reported to emphasize the importance of manufacturing
for growth (UNIDO, 2009). Comparing the two graphs, it is clear that the slope is
steeper in Figure 2. That suggests that the effect of services growth seems to be stronger
than the effect of manufacturing growth on aggregate economic growth.
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26.  The service sector has become particularly important in South Asia, growing from
less than 40 percent of GDP in 1980 to more than 50 percent of GDP in the region in
2005 (Figure 4). This is not limited to a specific country: the share of services in GDP
was more than 50 percent in India, Pakistan, Bangladesh, and Sri Lanka and 49 percent in
Nepal. The trend over time to a higher service sector share shows that higher real growth
in services has not been offset by price declines. Figure 4 also shows that South Asia has
a higher share of services, and more rapid service sector growth, than East Asia, although
the latter is richer and has grown faster over time. That suggests that services are not
simply responding to domestic demand (which would be higher in East Asia), but also to
export opportunities.

Figure 4: Service is the largest sector in South Asia (share of sectors in GDP)
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Source: World Development Indicators, 2008.

27.  Not only does the service sector form the bulk of the economy, services are the
largest contributor to GDP growth as well. The service sector accounted for more than
50 percent of GDP growth in all South Asian countries (Figure 5). Its contribution to
GDP growth is nearly twice that of industry. Further, the contribution of services to
overall GDP growth has increased over time in India, Pakistan, and Sri Lanka. This is in
sharp contrast to the East Asian countries shown in Figure 5 (China and Korea) where
industry contributes between 40-50 percent to GDP growth.

28.  The differences and similarities in service-led growth in South Asia and
manufacturing-led growth in East Asia are explored in Chapter 1 by Ghani. He shows
that while there is some evidence of convergence in growth patterns, there are also
significant differences between the regions. In East Asia, services are also growing
rapidly as a natural progression to improve the efficiency of inputs needed to sustain a
dynamic manufacturing base.  Finance, logistics, and trade services linked to
manufacturing exports have grown rapidly. But manufacturing demand has not been the
driver of growth in services in South Asia. India has a small manufacturing base and an
even smaller manufacturing export platform. Yet, its services have exploded. In fact,
India’s services growth has fuelled an expansion of manufacturing to satisfy the growing
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domestic demand for goods as incomes rise. Thus the difference between manufacturing
growth and services growth in both East and South Asia have narrowed, but the drivers of
growth remain distinct.

Figure 5: Service is the largest contributor to GDP growth in South Asia
(Sectoral contribution of service, industry, and agriculture to GDP growth, 1980-85, 2000-2007)
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Source: World Bank 2008a.

29. But how dynamic is the service sector in South Asia? Can services productivity
be as high as manufacturing productivity? Chapter 2 by Bosworth and Maertens
documents in detail the contribution of the service sector to economic growth and
employment generation in South Asia. Services were once thought of as stagnant and
low productivity growth areas, without the dynamic externalities attributed to
manufacturing. That was one reason why services were not thought of as a potential
leading sector for development. In fact, the finding is that absolute levels of labor
productivity are highest in the service sector for South Asian countries (Figure 6). Labor
productivity is higher in the service sector than in the manufacturing sector for India,
Nepal, Pakistan and Sri Lanka, in stark contrast to East Asian countries where the
industrial sector has substantially higher productivity levels. Only Bangladesh and
Bhutan in South Asia have higher labor productivity in industry than in services. Given
that the process of development is one of transferring resources (largely labor) from low
productivity areas to high productivity areas, it makes sense to interpret rapid South
Asian growth as one of moving labor from low-productivity agriculture to high-
productivity services.

30.  Along with high levels of labor productivity in services, South Asia’s growth
experience shows that the service sector displays significant productivity growth. In the
post-2000 period, labor productivity growth has been higher in the services sector than in
the manufacturing sector for India, Pakistan, and Sri Lanka (Figure 7). This is an
important finding, since there needs to be high and sustained productivity growth in order
for services to be a transformational growth engine for the whole economy.
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Figure 6: Labor Productivity Levels, by Sector, 2005 (PPP International Dollars per worker)
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Malaysia is included in services rather than industry.

Note: Labor productivity = Value added by sector / Employment in that sector.

Figure 7: Labor Productivity Growth is High in Service Sector, 2000-06
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31.  We should note that the relatively recent development of the 3Ts—technology,
transportability and tradability of services—means that the ability of services growth to
drive overall economic growth is also a relatively new phenomenon. Tradability in
particular means that there is a large global market available for services, and that prices
will not decline even if volumes rise rapidly. In one of the most careful studies of total
factor productivity growth (TFP) in China and India, Bosworth and Collins find that India
managed to record a TFP growth of 2.4 percent in services between 1980 and 2006—a
level that could sustain rapid aggregate growth and twice the level of TFP growth in
either agriculture or industry. By contrast, China, despite more rapid aggregate growth
over this period, managed a service sector TFP growth of only 2 percent per year, slower
than that in either agriculture or industry.
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32. One reason for rapid productivity growth in services in South Asia is that these
economies are starting from a low technological base compared to international best
practice. There can thus be rapid catch-up just like in manufacturing. Beyond this,
services also display potential for productivity gains from learning, networking, and
knowledge spillovers. Modern impersonal services tend to cluster together to take
advantage of scale economies and externalities.

33. It is easier for service firms to cluster than for manufacturing firms. Services
firms take up less space, do not cause traffic jams when shipping their goods, and pollute
less. This is not only true for developed countries, with notable tradable services hubs in
New York, London, Silicon Valley, but also in developing countries, like in Hyderabad.

34.  These issues are explored in Chapter 3 by Bosker and Garretsen. They show that
thick markets for services attract more service firms and workers. Service corridors arise,
just like manufacturing clusters. These benefit from externalities such as knowledge
spillovers between firms, workers, and universities. Productivity enhancing externalities
are far more prominent in service corridors compared to goods clusters, as services tend
to be “non-rival” goods.

D. SERVICE-LED GROWTH & POVERTY REDUCTION

35. Despite concentrated location, the benefits of service growth appear to be widely
distributed. Globally, there is cross-country evidence from some 50 developing countries
that poverty reduction is associated more strongly with growth in the service sector than
with growth in manufacturing or agriculture.

36.  Table 1 reports the cross-country regression results of change in poverty
headcount regressed on growth in agriculture, manufacturing, and services output.
Growth in services output is significantly associated with poverty reduction in developing
countries, whereas growth in agriculture and growth in manufacturing is not significant.
The regression controls for initial conditions. When countries are richer initially, the
speed of poverty reduction is lower (Row 1); when they have higher initial poverty, they
make faster progress in poverty reduction (Row 2). Controlling for all variables, South
Asian countries like India and Sri Lanka have, however, had lower rates of poverty
reduction than expected based on other countries’ experiences.

37.  Visually, we can plot the change in poverty between 1990 and 2005 against the
growth of services (Figure 8). The negatively sloped line indicates the strong association
between services output growth and poverty reduction for our sample of 49 developing
countries.
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Table 1: Cross-Country Results on Change in Poverty Headcount Regressed on Agriculture,
Manufacturing, and Services Output Growth, for 50 Developing Countries (1990-2005)

Sectoral output growth weighted by
initial shave gf sector in GDP
@ @ &) “@ > ©
Log GDP per capita initial 9 .99k O 8Dk 14 594 * 13 87 %%k
(3.07) (3.306) (3.84) (4.26)
Initial level of poverty -0.17%* -0.17%*
(0.08) (0.09)
Growth in agriculture output 0.55 0.58 0.51 0.55 0.02 0.02
(0.97) (1.04) (0.91) (0.97) (0.02) (0.02)
Growth in manufacturing output -0.06 0.08 -0.01 0.11 -0.03 0.001
(0.46) (0.44) (0.54) (0.53) (0.02) (0.02)
Growth in services output =2 .30k =2 11k -1.92%* -1.74%* -0.02%* -0, 0%k
(0.86) (0.89) (0.88) (0.91) (0.01) (0.01)
India indicator 9. 44%* 8.83** 10.63™**
(4.22) (3.71) (3.64)
China indicator -2 4Gk -23.0] Kk -27.51***
(5.48) (5.35) (8.84)
Bangladesh indicator -3.99 -4.24 -2.06
(4.19) (3.24) (3.72)
Sri Lanka indicator 4.51%* T.TeHE*E 9.25%**
(1.98) (2.35) (2.58)
Control for timeperiod Yes Yes Yes Yes Yes Yes
Observations 50 50 50 50 50 50

Source: Chapter 1.

Notes: Robust standard errors are reported in parenthesis.
*** Represents significance at 1%, ** represents significance at 5%, * represents significance at 10%.
Country size is measured by area in square kilometers. The dependent variable is percentage of population

below $1 (PPP) per day.

Figure 8: Change in Poverty and Growth in Service Output (1990-2005)
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38.  These results are further confirmed when we examine the impact of sectoral
growth patterns on poverty reduction within India, using a panel of Indian state data from
1994 to 2005. Our results show that the trend growth in the service sector among Indian
states is associated with a decrease in the trend of the headcount poverty rate of almost
1.5 points during the sample period. In fact, the service sector is the only sector showing
a statistically significant association with poverty reduction. Similar results are found
when differentiating into rural and urban poverty. Service sector growth is strongly
associated with a reduction in both urban and rural poverty rates. Some states like
Andhra Pradesh, Karnataka and Tamil Nadu, have experienced a significant decrease in
urban poverty that is associated with an increase in their service sector share. In contrast,
other states like Orissa that have experienced a weaker services growth have experienced
a more disappointing record of poverty alleviation (Figure 9).

Figure 9: Service output growth is a big contributor to poverty reduction in India
(Change in poverty and change in service outputs at the state level in India, 1994-2005)
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39.  Services have emerged as a key driver of poverty reduction in South Asia.
Historical evidence in India from the 1970s to the early 1990s has shown agricultural
growth to be a major factor in reducing poverty. Indeed for decades, poverty reduction in
India has been synonymous with rural, and in particular, agricultural growth. But since
the 1990s agriculture has lagged other sectors, shrinking in its contribution to GDP, while
the contribution of services to overall GDP growth has exploded. That poverty reduction
has continued despite a slowdown in agriculture points to the emergence of new drivers
of poverty reduction.

40.  Services are contributing to poverty reduction via two channels. Directly, they
provide the largest source of new job growth. Indirectly, they provide the income that,
when spent, drives further demand for goods and services and jobs to produce these.
Figure 10 shows that the service sector in India and Pakistan has had the fastest growth in
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the number of jobs created in recent years, while for Bangladesh and Sri Lanka job
creation in services is somewhat slower than in manufacturing. A recent World Bank
study on India also reported faster changes in employment away from agriculture and
into construction and trade, hotels and restaurants and transport and communications
(World Bank, 2009d): by 2006, 26 percent of all jobs in India were in the service sector.
Chapter 2 provides further details on the job creation trends in all South Asian countries.

Figure 10: Job Creation Rates in Agriculture, Industry and Services Sectors, 1990-2006
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Source: Bangladesh: Labour Force Surveys, in Key Findings of Labour Force Survey and Statistical
Yearbook, various editions. India: Sivasubramonian: The Sources of Economic Growth in India 1950-1 to
1999-2000 for earlier years, and Bosworth, Collins and Virmani (2007) for the more recent period Pakistan:
LABORSTAT, ILO, 2008 and Handbook of Statistics on Pakistan Economy, Sri Lanka: up to 1989: KILM,
from 1990 onwards Labour Survey Reports, various editions.

41. In addition to direct job creation, some estimates suggest that the indirect effect of
a growing service sector can be larger than the direct effect. For instance, India’s IT
industry association NASSCOM estimates that for every job created in the IT sector, four
additional jobs are created in the rest of the economy due to high levels of consumption
spending by professionals employed in this sector (NASSCOM and CRISIL 2007).

42.  Service jobs are good jobs. Wage growth has been higher in the services sector
than in manufacturing and agriculture in recent years in India (Figure 11). While
manufacturing wages fell in the early 2000s in both rural and urban areas despite rapid
economic growth, service sector wages in utilities, trade, transport, and even rural finance
improved. In fact, in many sectors, rural wages may have increased faster than in urban
areas, possibly reflecting the rising rural-urban migration over time that is taking place in
India.
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43. It is this internal rural-urban migration and links between rural and urban labor
markets that allows the modern impersonal service sector in India to contribute to overall
poverty reduction, even though modern services are concentrated in urban areas.

Figure 11: Growth in Average Daily Earnings (1999-2000/2004-05) India
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Note: Agriculture includes agriculture, forestry and fishing; Mining includes mining and quarrying;
Utilities includes electricity, gas and water supply; Trade includes trade, hotels and restaurants; Transport
includes transport, storage and communications; Finance includes financial intermediation, real estate and
business.

44.  Currently South Asia suffers from one of the lowest female labor force
participation rates in the world. Only around one-third of all women of working age in
India, Pakistan and Sri Lanka are actually working or looking for work. Internationally,
countries with high employment in services tend to have the highest participation of
women in the labor market. (Figure 12). The development of service industries,
therefore, brings new workers into the labor force, making the contribution to aggregate
growth even larger.’

45.  The employment of women has a special role in poverty reduction. Incomes of
households where women have jobs are significantly higher. Higher household incomes
and enhanced economic status for women in turn reduce the number of children per
household, drive higher levels of education and health care for those children, and
increase household savings and the ability to accumulate assets that generate additional
income.

46. In both India and Pakistan, women are going into service sector jobs at a much
faster rate than into manufacturing or agriculture (Figure 13). Between 1985 and 2002,
female employment in services in Pakistan grew by 7 percent per year, compared to 6
percent female employment growth in industry.

* In this, services play a similar role to labor-intensive manufacturing exports in East Asia. There, assembly
jobs in garments and electronics assembly have been largely filled by women moving out of low-
productivity self-employment on family farms.
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Figure 12: Female employment goes hand in hand with increased service employment
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Figure 13: Female Labor Force Participation by Sector
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47. Domestic jobs do not capture the full extent of the contribution of services to
poverty reduction. Many localities also benefit from remittances received from
international migrants (so-called Mode 4 service exports). These remittances are often
channeled directly to poor households and have become a major source of income and
asset accumulation for poor households across South Asia. In Nepal, between a fifth and
half of the decline in poverty between 1995 and 2004 has been attributed to increased
internal and international migration. In rural Pakistan, school enrollment rates increased
by 54 percent for girls in migrant households as opposed to only 7 percent for boys in
migrant households. Children of Sri Lankan migrant-sending households had higher
birth weight and spent more on private tuition, a possible contributor to better education
outcomes.

E. SERVICE EXPORTS—MODERN AND TRADITIONAL

48.  South Asia is not well integrated with the global economy but it has adopted more
liberal policies towards the service sector. All South Asian countries are more open to
trade in services than they were two decades ago. Liberalized services like business and
telecommunications services have attracted significant domestic and foreign investment.
In India, the majority of FDI inflows are concentrated in the service sector, and in
particular modern impersonal services (World Bank 2008b; Gordon and Gupta 2004).

49.  Service exports can be delivered in four different ways:

9 Services being provided remotely across borders, such as IT and IT-enabled
service exports (mode 1), which account for some 28 percent of global trade in
services;

9 Consumption abroad such as tourism and travel (mode 2) which account for some
14 percent of global trade in services;

1 Commercial presence through foreign direct investments (mode 3) which account
for some 57 percent of global trade in services;

1 Movement of natural persons which brings in remittances (mode 4) which
account for some 1 percent of global trade in services.

50.  For South Asia, however, not all four modes of service export delivery are
important. There are two important types of service exports. First is IT and IT enabled
service exports (mode 1), or modern impersonal service exports, where services are
exported electronically over long distance, without the provider of the service crossing
national borders. These are skill intensive sectors, and are mostly exported from India,
although it is picking up from other South Asian countries. The growth of the modern
service export or IT industry in South Asia is explored in detail in chapter 4 by Rafiq
Dossani.

51.  Service exports seem to be closely related to service sector growth (Figure 14).
The relationship in the recent past (2000 to 2005) is charted below. The strong positive
correlation shows that countries which have had faster service sector value added growth
have also had faster service sector exports over this period. This association suggests that
services cannot be viewed as responding principally to domestic demand. If that were the
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case, and if services were really non-tradable, as conventional wisdom suggests, then
there would be no relationship between services value added and services export growth.
Of course, just like is the case for manufacturing, the positive relationship does not imply
causality. It may be the case that countries with more successful, rapidly growing,
service firms end up exporting more, or it could be the case that because of specialized
service exports, the aggregate growth of service value added is raised. More
microeconometric evidence would be needed to identify this causality. But in both cases,
the fundamental point remains that the services sector should not be treated any longer as
a domestic demand-driven, non-tradables sector.

Figure 14: Service Value Added and Service Export Growth (2000-05)

[ ]
[ ]
8 |
e o °
o _ )
—
[ ] [ ] [ ]
%
hd ' 4
] .o :0.:0 Mil.aysia
¢ ° o ® Japan 4 (]
[ ] [ ]
o
= |
°
[ ]
& _
! T T T T T T
-10 0 10 20 30 40

Growth in service exports

Source: World Development Indicators.
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52. The second important type of service exports from South Asia involves
movement of natural persons across borders to provide services to a consumer (mode 4).
This has typically involved less skill intensive activities and is a key contributor to the
traditional service export from South Asia. Migration, and the resulting inflow of
remittances, is explored in chapter 5 by Mohapatra and Ozden.

53. Both types of service exports have been growing rapidly recently. Since the
1980s, the global trade in services has grown faster than the global trade in merchandise
goods. Figure 15 compares the trend in share of service trade in service value added for
developing and developed countries for the period 1985 to 2005. What stands out is that
the ratio of service trade in service output for developing countries has increased much
faster than for developed countries. This suggests that developing countries are more
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focused on production of services which can be traded, rather than for domestic
consumption. Modern impersonal service exports (computer and information services,
financial services, business services, communication, or mode 1) are growing much faster
than traditional personal service exports (migration, travel, and transport). However,
within developing countries, some regions have benefitted more than the others in
modern service trade.

Figure 15: Developing countries are reaping the benefits of globalization of services
Exports of services as a share of service value added (%0)
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Source: World Bank 2008a.

54.  South Asia has experienced an exponential increase in service exports at a rate
which exceeds even the rapid growth of East Asian manufactured exports (Figure 16).
This suggests that the service exports are a key component of service-led growth. Within
South Asia, the fastest growing segment of exports has been in the IT (information
technology) and ITES (IT enabled services) sectors.

55.  South Asia has exhibited a clear comparative advantage in services while East
Asia has shown a comparative advantage in goods. A comparison of revealed
comparative advantage (RCA) in service and goods exports for South Asia and East Asia
is shown in Figure 17. It shows that South Asia’s comparative advantage in service
exports has exploded while its comparative advantage in goods exports has declined
slightly.
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Note: Exports are in current US$ terms. Modern services are communication, insurance, financial, computer,
information and other business services. The remaining services such as travel, transport, royalities, licence fees,
construction, personal, cultural, recreational and government services are traditional services. East Asia includes
developing countries such as Cambodia, China, Indonesia, Malaysia, Philipenes, Thailand and Vietnam. South Asia
includes Bangladesh, India, Maldives, Nepal, Pakistan and Sri Lanka.

Figure 17: Revealed comparative advantage — A comparison of East Asia and South Asia in service
and goods exports
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remaining services such as travel, transport, royalities, licence fees, construction, personal, cultural, recreational and
government services are traditional services. Data is in current US$ terms.
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56. In the last few years, South Asia (predominantly India) has increased its
comparative advantage in modern impersonal service exports, while losing comparative
advantage in traditional service exports like tourism (Figure 18). This is perhaps not
surprising.  The infrastructure requirements for traditional services—moving people
around the country—are similar to those required for moving goods, something which
South Asia, and India in particular, is notoriously poor at doing. But India has an
excellent telecommunications network, and so its modern impersonal service export
sector has boomed. The exact reverse is seen in East Asia. There, the region had a slight
comparative advantage in modern services exports in 1997, but this quickly eroded after
the crisis, perhaps because much of the East Asian service sector exports, like finance,
transport and logistics, were linked to trade in goods. Traditional service exports, like
tourism, have shown a gradual decline in East Asia’s revealed comparative advantage.
Many East Asian countries still lack the educational and language skills, broadband
connectivity and clustering of firms that has helped Indian firms exploit the new global
niches in modern IT-enabled impersonal service exports.

Figure 18: South Asia has a strong comparative advantage in Modern Service Export
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57. Chapter 4 by Rafig Dossani examines the growth of the software industry in
detail. It presents an overview of the region’s growth in IT and IT—enabled services. The
chapter includes an analysis of Pakistan, Bangladesh, Sri Lanka and Nepal which is of
interest since typically the focus has been on India because of its large absolute size.
This allows a regional comparison of why some countries succeeded in modern service
exports, while others floundered.

58.  Chapter 4 reports that the modern service industry took root in South Asia due to
a combination of idiosyncratic factors: the presence of qualified engineers and returning
engineers from abroad. However, the subsequent growth of software exports depended
crucially on the supply of qualified workers, and the lowering of communication costs,
and improved business environment. In this respect, policies such an encouraging private
participation in the education sector, and telecom deregulation were helpful to the growth
of the IT industry, while other targeted initiatives such as tax breaks were not particularly
helpful.

59.  While India has shown an explosive growth in IT and IT-enabled services, other
South Asian countries have lagged behind. Sri Lanka was held back by education policy
which disallowed private provision. Bangladesh was held back by restrictive bandwidth
policy. Pakistan and India followed similar policies but had different political/business
environments leading to lower trust levels for work done in Pakistan. South Asian
countries would benefit if they were to change higher education policy, bandwidth policy,
and business environment in a way that encourages multinational entry, protects
intellectual property rights, and lowers initial establishment costs. India's currently
restrictive labor laws have not adversely affected the high-end service industry because
employees mostly belong to the managerial class owing to their relatively high wage
rates, and IT industries have been exempted from restrictive labor laws.

60.  While modern impersonal service exports are important to India, traditional
personal service exports are even more important to other South Asian countries. Many
countries in South Asia, notably Bangladesh, Sri Lanka, Nepal and, to a lesser extent,
India and Pakistan are increasingly relying on manpower exports as a strategy for
addressing the unemployment problem at home and at the same time generating large
foreign-currency flows of remittances. Decreasing dependency ratios in several countries
are expanding the size of domestic labor markets. Lower transactions, transportation, and
communication costs are facilitating the formation of migrant networks and channels for
labor mobility across borders.

61.  Chapter 5 by Mohapatra and Ozden examines migration and remittances in detail.
Traditional service export has increased rapidly, as measured by remittance inflows
(Figure 19). It is estimated that over 22 million people, or 1.5 percent of the South Asian
population, live outside their country of birth in 2005. Intra-regional migration (34.5
percent) covers the largest share of international migration movement in South Asia,
while high-income non-OECD countries (25.3 percent) and high-income OECD countries
(20.3 percent) are the second and third largest destinations. Bangladesh - India, and India
- United Arab Emirates are the top two migration corridors in the region. South Asia also
has a large immigrant population (about 11.2 million).
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Figure 19: Remittances in South Asia, 2007

30 -~

25

20 A

15 -

10 -

0.0 0.2

India Bangladesh Pakistan Sri Lanka Nepal Maldives

B USS$ billion B % of GDP

Source: World Bank.

62.  Remittances are the largest source of external fund flows in South Asia. In 2006,
remittances in South Asia were almost twice as large as private debt and portfolio equity,
three times as large as foreign direct investment (FDI), and seven times as large as
official development assistance. Compared to other regions, remittances in South Asia
are a far more important form of external fund flows than FDI. The official remittance
inflows to South Asia have been increasing continuously over the past decade from $5.6
billion (1.4 percent of GDP) in 1990 to $43.8 billion (3.2 percent of GDP) in 2007. In
2007, the top recipient countries of recorded remittances in South Asia were India ($27.0
billion), Bangladesh ($6.4 billion), and Pakistan ($6.1 billion), collectively making the
South Asia region the third largest regional recipient of remittances in the world after
Latin America and the Caribbean and East Asia and Pacific. As a share of GDP,
however, Nepal receives the largest formal remittance inflows (16 percent), followed by
Bangladesh (9.0 percent), and Sri Lanka (8.7 percent). The true size, including
unrecorded flows through informal channels, is believed to be significantly larger.

63. Remittances improve a countries’ access to capital. By generating a steady
stream of foreign exchange earnings, remittances can improve a country’s
creditworthiness and enhance its access to international capital markets. The ratio of debt
to exports, a key indebtedness indicator, increases significantly when remittances are
excluded. While capital flows tend to rise during favorable economic cycles and decline
in bad times, remittances tend to be counter-cyclical relative to recipient countries'
economic cycles. They are likely to rise when the recipient country suffers an economic
downturn following a financial crisis, natural disaster, or political conflict as migrants
transfer more funds during hard times (and when home currencies depreciate) to help
their families and friends. In addition to bringing the direct benefit of higher wages
earned abroad, migration, therefore, helps households diversify their sources of income
and thus reduce their vulnerability to risks.
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64.  There are also downsides to remittances. At a macroeconomic level, large and
sustained remittance flows may lead to currency appreciation with adverse consequences
for exports. Households receiving large amounts of remittances may become dependent
on this source of income, and may prefer to reduce work efforts. Remittance channels,
particularly the so-called hawala and other informal channels, may be misused for money
laundering and the financing of terrorism.

65. In terms of policy, Mohapatra and Ozden find that lowering the cost of sending
remittances can have several beneficial effects (cost of sending remittances to South Asia
remains high compared to the cost of sending remittances to Philippines and Mexico),
and that South Asian countries are also developing innovative ways to leverage the
presence of the large diaspora abroad, such as the issuance of diaspora bonds. Similarly,
more can be done to improve the earnings potential of migrant workers such as setting up
migrant welfare funds (as several South Asian countries have already done) to
negotiating labor standards and transparent employment contracts for migrant workers.
The leading country in improving migration conditions has been the Philippines, which
also provides pre-departure training and facilities for re-integration of returning migrants.

F. SERVICE INFRASTRUCTURE

66. In order for service-led growth to work, countries need an appropriate
infrastructure. As identified by various chapters, the key inputs for service-led growth
are education, telecommunication, aviation, and connectivity. A series of chapters
evaluates the status of these key factors across South Asian countries, examines their
evolution over time, and provides policy recommendations.

67. Education: The service sector is more skill intensive than industry or agriculture
in all South Asian countries. This makes higher education a critical input into the growth
of the modern service sector. Chapter 6 by Carl Dahlman provides an in-depth look at
the education sector in South Asia.

68.  The dramatic success of modern service exports from India illustrates the
importance of education with depth and talent, and which can be easily scaled up. India
has benefitted from globalization of services because it has a large number of highly
skilled graduates. India is known for its Indian Institutes of Technology (11Ts) and for the
English language ability of its service workers.

69. The demand for skilled engineers and other higher education graduates is
immense in India. Since the formal education sector is not able to provide the number of
quality graduate needed, the private IT sector in India took their own initiative. The IT
industry has been working with the government to establish 20 new IITs based on a
public-private partnership model. The government is also expanding the number of
Indian Institutes of Technology and Indian Institutes of Management and other high
quality higher education institutions.
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70.  The dramatic success of service exports from India illustrates the potential for
creating a dynamic virtuous circle of higher education leading to the growth of service
exports, leading back to faster growth and more investments in higher education.
Nevertheless, the example of the Indian modern service industry also illustrates the need
to reform and update antiquated and dysfunctional educational systems.

71.  There are many problems in the higher education sector in South Asian countries.
These include access, quality, relevance, financing, and governance. Policy makers
should note that higher education has a long gestation period. Countries need to invest
both in expanding higher education as well as in expanding access to and quality of basic
education. South Asian governments should consider charging higher tuitions for elite
public higher education such as at the Indian Institutes of Technology and Indian
Institutes of Management. Government also has to develop alternative funding
mechanisms, including developing a more effective student loan system.

72.  Telecommunication: South Asia is well known for its poor infrastructure. But
the infrastructure that matters to service trade is in better shape. For South Asia in the
1990s, there has been faster growth in service-relevant infrastructure such as personal
computers and telecommunications, compared to manufacturing-relevant infrastructure
such as roads (Figure 19). The telecoms sector has experienced major investment and
competition and this has improved electronic delivery of services tremendously. The
telecom sector is explored in chapter 7 by Cecot and Wallsten.

Figure 20: Service-relevant infrastructure is growing fast in South Asia
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73.  Telecommunications growth is the most powerful symbol of the vitality of the
services sector, and at the same time is critical for the further development of other parts
of the economy. While there has been a dramatic transformation of this sector, some
policy issues remain. A key issue in the region is the design of universal access regimes
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to provide better connectivity and greater competition at a regional level. The policy
priorities at the national level, with varying emphasis in each country, should be to
reform the incumbent operator; strengthen the regulator and enhance its independence
from both the incumbent and the government; eliminate barriers to entry other than those
dictated by scarcity of spectrum; and establish an effective universal access scheme that
widens access to services in poor and remote areas.

74.  Civil aviation: A few years ago, a passenger who wanted to travel from Colombo
to Karachi had to go via Dubai, and a passenger who wanted to travel from Colombo to
Dhaka had to go via Bangkok. In recent years, deregulation and the resulting competition
in the airline market, has spawned the emergence of low cost carriers, making air travel
more direct and less expensive. Chapter 8 by Zhang and Findlay documents the many
barriers still remain in the civil aviation sector, and the extent of liberalization varies
from country to country.

75. India is leading aviation reform in South Asia, initiating deregulation as early as
the 1980s, especially on international routes. Landlocked countries may be victims of
geography but their isolation is sometimes deepened by their own policies, as well as
those of their neighbors. Nepal’s unquestioned comparative advantage in tourism is
being eroded by the poor state of international and domestic aviation. Sri Lankan
Airlines has benefited since it was privatized.

76.  There are three obvious priorities for policy. The first political challenge is to
prepare national airlines for a more competitive environment. Drawing upon the
transforming experiences of Sri Lankan Airlines (joint venture with Emirates), serious
consideration should be given to a possible joint venture with a foreign airline, which
could inject the necessary capital as well as technological and managerial improvements.
At the same time, countries should push for more liberal Bilateral Air Service
Agreements which do not restrict capacity or flight frequency and grant fifth freedom
rights, or even opt for more open sky agreements. Finally, there is a need for regulatory
reform, in particular to enhance both the independence and capacity of the departments of
civil aviation.

F. ORGANIZING FOR SERVICES

77.  South Asia presents an unusual growth pattern, with a large share of the economy
devoted to the service sector, and the service sector providing much of the economic
growth in the last decade. The result has been rapid economic growth accompanied by
significant reduction in poverty. This pattern stands in sharp contrast to conventional
wisdom in development thinking. That conventional wisdom holds that labor-intensive
manufacturing is the only sustainable way to promote rapid, sustained growth.

78. So is South Asia’s growth pattern sustainable? We argue that it is because of a
global Services Revolution that has altered the characteristics of services. Thanks to the
ICT revolution, there is now a much wider array of new products that can be produced
and exported at low cost. This array of products increasingly includes modern,
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impersonal services, and South Asia has taken advantage of these possibilities, with India
establishing a clear comparative advantage in service exports. India’s experience may be
particular, but it points to a rapid change in the world that has important implications for
all developing countries—namely the globalization of services. Other countries may or
may not also have a comparative advantage in some service sectors. What is certain is
that the old idea of services as being non-tradable and non-scalable because of inelastic
demand no longer holds for a host of modern impersonal services. Instead, it seems that
under the right circumstances the service sector can demonstrate significant labor and
total factor productivity growth.

79. It is perhaps surprising that modern, high-skilled service exports could be
beneficial for poverty reduction. Indeed, there seems to be suggestive evidence across
countries and across states within India that services growth is even better for poverty
than manufacturing growth. This is a topic on which more work is required, but the
evidence explored in this volume suggests where further research might focus. Service
sector wages appear to have risen faster than wages in other sectors. Also, services
disproportionately provide job opportunities for women, encouraging greater labor force
participation among this group. Rapid services growth might also tighten labor markets
within a state, leading to more rapid urbanization in search of jobs. The precise channel
is as yet unclear, but each of the preceding effects seems to be present in India.

80.  The link between service output growth and service export growth also appears
robust, at least in the 21% century. That suggests that services are now also part of the
broad trend towards globalization. It also suggests that service sector development
typically goes hand in hand with service export development. In this, there is no
difference in pattern between services and manufacturing.

81.  This pattern of growth and poverty reduction has important implications for
policy. In the case of South Asia, luck and history may have played a part in the
development of services. South Asia’s English language heritage, its strong traditions of
higher education, its computer savvy diaspora, and its embrace of modern
telecommunications infrastructure provided a basis for service exports. Perhaps as
important, its notorious problems with infrastructure, like power and transport, its
complex logistics and heavy licensing regimes militated against development of industry.
It was natural for comparative advantage to shift towards services.

82.  That said, the policy discussion in the region can now usefully be expanded to ask
how to build on this comparative advantage. Until now, it was assumed that the critical
task was how to organize for industrial growth. Growth diagnostics, business
environment assessments, competitiveness studies, innovation audits and product space
analyses have become standard tools for policymakers, but these all focus exclusively on
how to improve conditions for manufacturing firms. The experience of South Asia
suggests that there may be other issues that need attention to support the service sector,
and these issues should not be neglected. Education, telecommunications, and
connectivity are the keys to ignite a service-led growth revolution.
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PART I: ROLE OF SERVICE IN DEVELOPMENT






1. IS SERVICE-LED GROWTHA MIRACLE FOR

SOUTH ASIA?
Ejaz Ghani'

AiServices represent the fastest growing sector of the global economy and account for
two- thirds of global output.0 World Trade Organization, 2009

A. INTRODUCTION

1.1  South Asia, land of curry, cricket, and the Taj Mahal, has come of age. It is the
new kid on the block in the area of development. Over the last 25 years, South Asia has
grown twice as fast as the world economy. It is the second fastest growing region in the
world after East Asia.? India has consistently ranked in the top 10 percent of all countries
in growth performance since the 1980s. While India has attracted global attention, the
other South Asian countries, including Bangladesh, Pakistan, and Sri Lanka, have also
done well. South Asian countries have maintained high growth rates, despite episodes of
natural disasters, crises, and conflicts in the region.

1.2 Although both South Asia and East Asia are rapidly growing economies, their
growth patterns are  Figure 1.1: Service is the Largest Sector in South Asia, 2005
dramatically different.
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countries are above the regression line in Figure 1.1, which means that they have a much
bigger share of service in GDP relative to their level of real GDP per capita. All East
Asian countries are below the line i.e. have a smaller service sector in GDP, despite
higher real GDP per capita. South Asia resembles the growth patterns of Ireland and
Norway, rather than that of China and Malaysia. Despite being a low income region,
South Asian countries have adopted the growth patterns of middle/high income countries.

1.4 In addition to being the largest contributor to GDP levels, services are also the
largest contributor to GDP growth in South Asia. Figure 1.2 compares the sectoral
contribution of service, industry, and agriculture, to GDP growth in South Asian
countries with that of China and Korea for the period 1980 to 1985 and 2000 to 2007.
The contribution of services to GDP growth in South Asia is twice that of industry. The
contribution of services to GDP growth has also increased over time in India, Sri Lanka
and Pakistan. In China, the contribution of industry to GDP growth is much higher than
the contribution of services to GDP growth.

Figure 1.2: Service is the largest contributor to GDP growth in South Asia
(Sectoral contribution of service, industry, and agriculture to GDP growth, 1980-85, 2000-2007)
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1.5 The manufacturing sector presents a contrasting picture.  South Asia’s
manufacturing sector has remained small, despite several policy efforts to unshackle the
sector (Rajan 2006). South Asia’s share of manufacturing in GDP was only 16 percent
(in 2005) compared to 31 percent for East Asia. South Asia’s share of service value
added in GDP was 52 percent (in 2005), compared to 41 percent for East Asia.

1.6 The South Asian experience of growth in the 21st century is remarkable because
it contradicts a seemingly iron law of development that has held true for almost two
hundred years since the start of the Industrial Revolution. This conventional wisdom
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says that industrialization is the only route to rapid economic development. It goes
further to say that as a result of globalization, the pace of development can be explosive.
But the potential for explosive growth has until now been distinctive to manufacturing
(see UNIDO 2009). This is no longer the case in the most recent years.

1.7  Figures 1.3 and 1.4 plot the relationship between GDP growth on the y-axis and
manufacturing growth and service output growth on the x-axis for 134 countries,
controlling for initial GDP per capita. As expected, both sectors are positively associated
with GDP growth. But the relationship between GDP growth and service output growth is
steeper in comparison to the relationship between GDP growth and manufacturing output
growth. Clearly, manufacturing is not the only route to development as assumed by
conventional development economics. In particular, South Asia’s development
experience has shown that service-led growth is an alternative route to development.

Figure 1.3: Relationship between GDP Growth Figure 1.4: Relationship between GDP Growth
and Service value added growth (2000-2005) and Manufacturing value added growth (2000-
2005)
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Source: Authors calculation using data from World Bank, World Development Indicators.

Note: Each point in the chart corresponds to 5 year growth during 2000-2005 for a specific country. GDP
growth rates control for level of initial income per capita. All values are in constant 2000 US$. Growth
rates are compounded annual averages. The sample consists of 134 countries.

1.8 A cross-country growth regression shows that both the service and manufacturing
sectors are important to GDP growth, but that the service sector has a stronger association
with overall growth than the manufacturing sector. Table 1.1 reports the cross-country
estimate of GDP growth against manufacturing value added growth and service value
added growth, controlling for initial real GDP per capita. The coefficients on both
manufacturing and service output are statistically significant. But the coefficient on
service output is nearly double the coefficient on manufacturing output. Thus, the service
sector is more important for GDP growth. A statistical test to examine the null
hypothesis that the coefficients on service and manufacturing output are not different
from each other is rejected.
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Table 1.1: Contribution of Manufacturing and Service Growth to GDP Growth

GDP Growth (2000-2005)

Manufacturing Output Growth 0.21***

(0.05)
Service Output Growth 0.63***

(0.09)
Controlling for Initial GDP per Capita Yes
Test Manufacturing Growth = Service Growth
F-stat 10.41%**
Country Observations 134

Source: World Bank 2008a.

1.9  The unconventional growth patterns of South Asia have attracted a lot of attention
and been hotly debated and discussed in the context of India’s growth spurt.> Some have
labeled India’s growth pattern as idiosyncratic and unique (Kocchar et al. 2007), while
others have suggested that South Asia should not give up its capabilities in the service
sector “in a blind attempt to follow the East Asian path of unskilled, labor-intensive,
manufacturing” (Rajan 2006; Pack 2008).

1.10 The more important question, however, is not whether South Asian growth
patterns are idiosyncratic and paradoxical, but how robust and sustainable is South Asia’s
service-led growth? This is the focus of this chapter.

1.11  This chapter compares the growth patterns in Bangladesh, India, Pakistan, and Sri
Lanka, with 100 other developing and developed countries, over the last quarter century.
The focus is on comparing growth patterns in South Asia with East Asia, with an
emphasis on distilling stylized facts on growth, export, job creation, and poverty
reduction rather than identifying fundamental causes of growth and poverty reduction.
This chapter addresses four questions:

1 First, how different are the growth patterns in South Asia from that of East Asia?

Are these growth patterns converging or diverging?

Second, in what ways is South Asia’s export performance distinctive?

Third, how pro-poor is service-led growth? Have services or manufacturing

contributed more to job creation, poverty reduction, and gender equality?

9 Finally, can service-led growth and service exports be sustained in the face of
institutional bottlenecks and the global downturn?

T
il

1.12 The rest of the chapter is organized as follows. Section B discusses the factors
behind the globalization of services in the past two decades. It compares the similarities
and differences between the globalization of services and the globalization of
manufacturing. Section C examines the contribution of services and manufacturing
sectors to GDP growth in South Asia and East Asia, and Section D analyzes South Asia’s
export growth patterns. Section E explores the contribution of service-led growth to

® See Bosworth, Collins and Virmani (2007). Some have called India’s growth pattern a “paradox”
(Banerjee 2006), others have labeled it “idiosyncratic” (Kochhar et al. 2006), and there is an emerging
consensus that India’s growth is a service revolution (Gordon and Gupta 2004; Banga 2005).
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poverty reduction. Finally, Section F examines factors that encouraged service-led
growth in South Asia, and Section G concludes with policy messages for late-comers to
development.

1.13 South Asia’s experience offers hope that globalization of service can indeed be a
force for development in many more countries. The marginalization of Africa during a
period when China and other East Asian countries grew rapidly led some to wonder if
late-comers to development were doomed to failure. The process of globalization in the
late 20" century led to a divergence of incomes between those who industrialized and
broke into global markets and a “bottom billion” of people in some 60 countries where
incomes stagnated for twenty years (Collier 2007). It seemed as if the “bottom billion”
would have to wait their turn for development, until the giant industrializers like China
became rich and uncompetitive in labor-intensive manufacturing.

1.14 The promise of the services revolution is that countries do not need to wait to get
started with rapid development. There is a new boat that development late-comers can
take. The globalization of service exports provides alternative opportunities for
developing countries to find niches beyond manufacturing where they can specialize,
scale up and achieve explosive growth, just like the industrializers. It suggests that
industrialization is not the only route to economic development.

B. THE SERVICES REVOLUTION

1.15 Service-led growth and manufacturing-led growth share many common features.
What contributes to growth, how growth takes place, and where it takes place, have been
extensively discussed in recent empirical literature on endogenous growth, economic
geography, trade, industrial organization, and urban economics (Duranton and Puga
2004; Burgess and Venable 2004; Fujita, Krugman and Venable 1995; Stewart and Ghani
1991; Hausmann, Rodrik and Velasco 2005; Henderson 2003; Pack and Westphal 1986;
Wolfl 2005; Young 1991). There is strong evidence that higher economic
density/population density,* low distance/low transportation costs, and less division/more
trade—popularly labeled as the 3Ds in WDR2009 (World Bank 2009a)—contribute to a
virtuous cycle of growth, with initial growth leading to more growth. However, the 3Ds
apply more to goods and less to services. The 3Ds fail to capture important differences in
the characteristics of services and goods, and how these differences could potentially
impact what, how, and where, services grow.

The 3Ts—Technology, Transportability, and Tradability

1.16 The service sector is a late-comer to globalization. This is because services are
difficult to transport and store. They are bound by “time” and “proximity” (for example,
eating in a restaurant, getting a haircut). They are difficult to measure, monitor, and tax
(Deardorff and Stern 2006; Griliches 1992). Services thus entail a higher “cost of

* Unlike the rest of the world, where both economic density and population density are in the leading
regions, South Asia suffers from population density in lagging regions and economic density in the lagging
regions.

43



transaction,” and often require face to face interaction. These characteristics tend to
reduce the relevance of the 3Ds in explaining service growth dynamics, and increase the
importance of 3Ts—technology, transportability, and tradability.

1.17 Technology, in particular information communication technology (ICT), has
“disembodied” and “splintered” services (Bhagwati 1984a, 1984b, 1987, 2004). Personal
services, which required face to face transaction, have been transformed into impersonal
services which can be delivered electronically over long distances with little or no
degradation in quality. The location, proximity, and time requirements that inhibited
service trade earlier are made redundant by technology. Technology has also reduced the
cost of trading or “cost of transaction”, as services can be more easily measured,
exchanged, and outsourced.’

1.18 The second T, transport, has benefitted services as cost of transporting services
has come down. A key difference between globalization of service and globalization of
goods is the means by which services are traded. Whereas imported goods arrive by ship,
air, and road, globally traded services are often delivered using telephone lines or the
internet.

1.19 Services can now be easily transported internationally through satellite and
telecom networks. This is most visible in the speed with which international exchange of
business services have increased. Transportation of goods has become cheaper in the
past eighty years, but the cost of transporting services that could be digitized has fallen
even more dramatically. Telephones and the internet have contributed to global supply
chains being formed in service, just as they have been formed in manufactured goods,
and enabled service firms and workers to benefit from specialization and economies of
scale (Blinder 2006; Dasgupta and Singh 2000, 2005; Dossani and Kenney 2004).°

1.20 The third T, tradability, refers to the fact that unlike goods, many modern services
face few government barriers when they are moved from one country to another. There
are no borders, customs or tariffs on the international exchange of most modern
impersonal service trade.” Services are more widely traded thanks to a more liberal trade
regime in services. The 3Ts have made more services tradable now.

> Google is an example of increased tangibility of advertisement service products, as its “pay-per-click”
business model has made advertisement service tangible.

® The IT software enabled technological unbundling of complex service processes (which codifies,
standardizes and digitizes knowledge) allowed division of certain services into components requiring
different levels of skills and interactivity, thereby allowing certain portions of the erstwhile non-tradable
services to be splintered into smaller jobs and farmed to outside providers for enhanced efficiency and
exploring new opportunities for supply-chain management in services.

" United States Schedule of Specific Commitments under the General Agreement on Trade in Services
(GATS) shows that there are no 'tariff' barriers per se on trade in modern impersonal services. Pricing and
tax related measures may apply, but there are no ‘at the border' tariffs, because modern impersonal service
delivered electronically, are difficult to monitor, especially Mode 1 (cross-border) flow of services.
Traditional services (mode 2, 3, 4--see chapter 1 for details) might have a tariff component, or a regulatory
related payment that can be considered to be equivalent to a tariff. For example in air transport services,
foreign owned freight aircraft might have to pay a higher airport fee, and the difference between airport
fees for foreign and domestic providers can be said to be a tariff equivalent.
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1.21  The world is in the early stage of the third industrial revolution—the information
age (Blinder 2006). The internet age will continue to transform personal into impersonal
services. The 3Ts are contributing to the globalization of service at a dizzying pace.®
The range of business processes that can be globalized and digitized is constantly
expanding: processing insurance claims; desktop publishing; the remote management and
maintenance of IT networks; compiling audits; completing tax returns; transcribing
medical records; financial research and analysis. The list of possible activities is almost
endless.

Box 1.1: Growth of the Global IT Service Industry in India

Half a century ago most firms kept their management offices close to their production locations and
factories. Reductions in transport and communication costs have now greatly facilitated managing
production from a distance. Headquarters are increasingly co-locating with other headquarters to share
business services, as business services tend to exhibit greater economies of agglomeration, are less land
intensive, and employ high skilled employees valuing amenities, and are located in larger cities. Industrial
production facilities increasingly co-locate with other production plants in smaller and more specialized
towns and not in big cities. This partly explains why small towns have grown faster in China than in India,
as China has followed a manufacturing-led growth which benefits from production being shifted away from
large cities into small towns. The urbanization pattern in India is different as India has relied more on
service-led growth.

Most ICT service firms in India provide support to global business services. They, in turn, are concentrated
in cities. Bangalore is an example of this. There are other emerging cities (for example, Hyderabad) where
service export has exploded.

Bangalore is a concentrated service center, as it accounts for about one-third of India's software exports and
nearly one-third of total employment in IT services and business processing services. The IT firms in
Bangalore have built huge campuses, some of which are as modern and efficient as anything in Silicon
Valley. Abundance of high skilled labor and firms in Bangalore has attracted even more high skilled
workers and more firms to the city. The spectrum of providing business service support from Bangalore is
wide—ranging from low-skill functions (e.g. data mining and call centers) to high-skill functions (e.g.
accounting support and software programming).

Service firms and workers are more productive in concentrated markets (see Puga 1999, 2002; Deardorff
1985, 2001; Deardorff and Stern 2006; Duranton and Puga 2005) such as Bangalore because:

9 Sellers can cluster within reasonable distance, but both buyers and sellers in ICT do not have to cluster
within reasonable distance, as long-distance infrastructure allows the benefits of such an agglomeration
to be reaped.

Concentration allows for a more efficient sharing of local infrastructure.

A thick market allows for a better matching between employees and employers.

A larger market facilitates networking, learning, and internalization of knowledge spillovers.

= =] =

1.22  Services are now a high productivity area. Service firms and service workers tend
to cluster to take advantage of scale economies and externalities, just like the
manufacturing sector. They tend to be geographically concentrated, for example, finance
in New York and Mumbai, insurance in Hartford, IT services in Silicon Valley, and in
Bangalore in India (Box 1.1). Clustering in service can potentially be more persistent and
concentrated as service is less land intensive and it benefits more from knowledge

# No company can function without a telephone, internet, and finance, nor get its goods to a market without
transportation. No modern enterprise can work efficiently without access to telecommunication, legal,
accounting, computing, and other business services.
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spillovers. A large-scale call center in India is run more like a factory, reaping economies
of scale. The contracting for services from specialist providers is a way to achieve
economies of scale and specialization in providing services. All in all, technological
change has digitalized commerce, made services tangible, transportable and tradable. So,
are there some services which are benefitting more than the others from the 3Ts.

Modern and Traditional Services

1.23  Services can be divided into two broad categories--modern impersonal services
and traditional personal services. Modern impersonal services include what Baumol
called in 1984 “progressive impersonal services.” The use of the 3Ts has enabled
personal services to be delivered impersonally and electronically. These include
communication, banking, insurance, and business related services. These services take
advantage of ICT, globalization, scale economies, and benefit from higher productivity
growth rates. The definition of modern services can change as ICT enables more personal
services to be delivered electronically. For example, medical services (transcription,
radiology) have the potential of being globalized. E-government initiatives can be
outsourced. Modern impersonal services have experienced rapid growth because they are
more intensive users of ICT capital equipment which have made the modern service more
dynamic.

1.24  Traditional personal services includes what Baumol has called “stagnant personal
services” such as trade, hotel, restaurant, beauty shops, barbers, education, and health,
which often require face to face interaction, and where use of ICT is limited. Traditional
services also include “stagnant impersonal services” such as transport, government, and
public administration services. Stagnant personal and stagnant impersonal services
benefit less from ICT and technological changes, although there is scope to improve their
productivity (e.g., increased use of ICT in retail and wholesale trade and government
services) with the use of technology. In general, traditional personal services have
benefitted less from the 3Ts. They have not grown as rapidly as modern impersonal
services.

1.25 As a result of the 3Ts, services have become the fastest growing sector in global
trade. Since the 1980s, global trade in services has grown faster than global trade in
merchandise goods (see WTO 2009). More interestingly, developing countries appear to
be accessing these forces of globalization more than developed countries. Figure 1.5
shows service exports as a share of service value added for developing and developed
countries, over the period 1985 to 2005. What stands out is that this ratio has increased
much faster for developing countries than for developed countries. This suggests that
developing countries are focusing on the production of services which can be traded. An
example of this is the IT and IT-enabled services (ITES) sector in India which is mostly
export driven, with little domestic market.

1.26 A disaggregation of global service exports into modern impersonal service

exports (computer and information services, financial services, business services,
communication) and traditional personal service exports (remittances from migrants,
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travel and transport) shows that the former is growing much faster than the latter, in both
developing and developed countries. It is also striking that modern service exports from
developing countries have grown much faster than those from developed countries. This
is despite the fact that many modern services are skill intensive.

Figure 1.5: Developing countries are reaping the benefits of globalization of service
(service export as a share of total services value added, percentage)
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Source: World Bank (2008a).

Note: Developing countries are defined as middle and low income countries. Developed countries are high
income OECD countries.

1.27 South Asia, in particular, is a global leader in service exports, having experienced
an exponential growth after starting from a low base. The pace at which the share of
service exports has grown in South Asia has exceeded the growth rate in the share of
service exports and goods exports from East Asia during the last decade (Figure 1.6).
Global trade in services has increased productivity and enabled service-led growth to be
sustained in South Asia over the last two decades. The shift of resources from low
productivity (agriculture, and some manufacturing goods in South Asia) to high
productivity (modern and impersonal services that can take advantage of technology) has
been a key driver of accelerated growth in South Asia.
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Note: Exports are in current US$ terms. Modern services are communication, insurance, financial,
computer, information and other business services. The remaining services such as travel, transport,
royalities, licence fees, construction, personal, cultural, recreational and government services are traditional
services. East Asia includes developing countries such as Cambodia, China, Indonesia, Malaysia,
Philipenes, Thailand and Vietnam. South Asia includes Bangladesh, India, Maldives, Nepal, Pakistan and
Sri Lanka.

C. IS SERVICE AN ENGINE OF GROWTH?

1.28 This section examines four different aspects of service-led growth in South Asia.
First, how distinctive is South Asia’s service-led growth? Second, are growth patterns in
South Asia and East Asia converging or diverging? Third, which types of services are
driving service growth—modern impersonal service or traditional personal service?
Fourth, what has been the contribution of services to productivity growth?

1.29 There are two distinctive features of South Asia’s growth pattern. First, as
mentioned earlier, South Asian countries have not followed the traditional development
path of “agriculture to manufacturing to services.” The second feature of the region is
that growth rate in service value added has far exceeded the growth rate in GDP during
the last decade for the region as a whole. The decadal growth in service output for South
Asia is significantly higher than the growth rates in other developing countries,
developed counties, and the world average.

1.30 How big is the service sector in South Asia? We can check whether South Asia’s
share of service in GDP is too big or too small compared to other developing and
developed countries by regressing the service share of GDP on the level of per capita
income, non-linearities in development (captured by the square of per capita income), and
country size (proxied for by land area), and including dummy variables for the different
South Asian countries. These regressions are similar to the ones reported in Kochar et al.
(2006). We report these regressions for 1981, 1991 and 2005 in Table 1.2.
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Table 1.2: South Asia and China in the cross section: shares of manufacturing and services in GDP

Panel A
Share of cutput Share af output
Semices Muarsfacturing
1981 1991 2005 1981 1991 2005
Log GDPF per capita 33.20% 10.86 24 20%* 207748k CEN Ui 18.80%%+
(15.52) (1274 (12.00) (12.42) (1045 (6.85)
Log GDP per capitaz -4.00 0.32 -1.60 -3 74k -4 3%k -2.38%*
(3.10) (1.92) (177 (1.81) (1.58) (1.03)
India indicator -0.58 4R 580 6.73FHE 2.971%FF 327w
(2.06) (1.58) (1.52) (1.54) (1.23) (0.78)
China indicator -16. 677 -6 T2¥* -G nGwkE 24 FnEr 18.04%%* 18.51*%*
(4.96) (3.52) (341 (5.86) (2.38) (1.52)
Bangladesh indicator 6. 48F*F B 45%Fx FAC R 5.93%%% 1.76% 5.11%%*
(177 (1493 (143 (1.15) 1.013 ©73)
Pakistan indicator 3.40%% 6 2E*E 3 Bk 4 BFw* 2.65%k G pa¥*
(1.31) (122 (129 (0.85) 0.95) ©.73)
S1i Lanka indicator -0.46 381k 6 57H** 5. Z7% -0.47 5.5k
(1.25) (127 (134 (0.85) (1.0% 083
Control for size Tes Tes Tes Tes Tes Tes
Test India=china, F-value 20 50%** 35 0%+ 15.03%%* 58.80%** 210.06%**
Observations 125 158 161 100 136 155
Panel B
Change in share af output in seivices Change in share af eutout in manufacturing
1981-2005 1991-2005 1981-2005 1991-2005
1) )] @) )
Log initial GDP per capita 6. 9474 1.45 S2TEE -0.78
(1.52) (1.28) (1.32) (0.83)
Average annual GDP growth -0.11 -l.4gwr* 0.57 0.80%%*
(0.66) (0.33) (0.54) (0.25)
India indicator 12.35%%* 860 -351w* 0.22
(2.42) (1.60) (1.72) (1.04)
China indicator 15.27%%* 12.775%%*F -10.30%%* -2.20
(4.68) (2.38) (3.80) (1.78)
Bangladesh indicator 5. 14%%% 3.8 0.93 4. 11+
(2.06) (1.56) (1.27) (0.54)
Pakistan indicator 3.p3w* 0.12 1.80 334k
(1.96) (1.28) (1.28) (0.75)
S1i Lanka indicator 11.53%%* B4k 2.22Ww* 6.2
(1.70) (1.22) (1.05) (0.73)
Observations 113 145 83 122

Note: Robust standard errors are reported in parenthesis.
*** Represents significance at 1%, ** represents significance at 5%, * represents significance at 10%.
Country size is measured by area in square kilometers.

1.31 In 1981, India had a negative coefficient when one compares its share of service
in GDP to other developing and developed economies, but it was not a significant outlier.
The other South Asian countries had a larger relative size of services in GDP in 1981.
Both Bangladesh and Pakistan were large significant positive outliers in 1981 compared
to the norm. China had an unusually small share of the service sector in GDP in 1981.

1.32 By 1991, India had become a significant positive outlier in its share of service
output in GDP, compared to the norm. China remained a negative outlier, but less so in
1991 (6.7 percentage point below the norm) compared to 1981 (16.7 percentage point
below the norm). The other South Asian counties remained significant positive outliers
compared to the norm in 1991.
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1.33 By 2005, India and other South Asian countries had emerged as even bigger
positive outliers compared to the norm, while China remained a negative outlier. Thus, a
divergence in growth pattern can be clearly seen between India, on the one hand and
China, on the other. South Asia has indeed witnessed a service-led growth which is very
different from the manufacturing-led growth in China.

1.34 What about the manufacturing sector? Is South Asia a huge negative outlier in
manufacturing compared to the norm? Table 1.2 reports similar regressions for the
manufacturing sector as well. The regression results show that compared to the norm,
China was a massive positive outlier in manufacturing in 1981. Its share of
manufacturing in GDP was 24 percentage points greater than the norm, controlling for
other factors. Bangladesh, India, Pakistan and Sri Lanka were also significant positive
outliers in manufacturing in 1981. But they were small outliers compared to China. By
1991, and 2005, South Asia became less of an outlier compared to the norm. While
remaining a large positive outlier compared to the norm, China’s share of manufacturing
in GDP dropped to 18.5 percentage points above the norm in 2005.

Are Service-led and Manufacturing-led Growth Converging?

1.35 As business conditions change, the distinction between services and
manufacturing is becoming increasingly blurred. This blurring between manufacturing
and service would suggest that the growth patterns in South Asia and East Asia should be
converging. The manufacturing sector is taking on characteristics of the services sector,
with a growing share of services occupations and more revenues being derived from
services; whereas services are becoming more like manufacturing as they have growing
impacts on other sectors of economy (OECD 2005). Firms’ business models are evolving
from “make it, sell it” to “make it, sell it, and service it.” An example of this is Rolls
Royce in the UK, which traditionally relied on manufacturing jet engine goods, but is
now as much a service firm, as it makes more profit from service, repair, and
maintenance. Will India’s “idiosyncratic” growth pattern finally turn out to be no
different from that of China, as India catches up in manufacturing, and China catches up
with India in services?

1.36 South Asia and East Asia indeed appear to be converging in their growth patterns.
The cross-country regressions results for changes in sectoral shares of service in GDP for
the periods 1981 to 2005 and 1991 to 2005 are reported in Table 1.2. China’s share of
service sector in GDP has increased at a more dramatic pace compared to the norm. It
increased by 19 percentage points more than the norm during the period 1981 to 2005,
and 12.79 percentage points more than the norm during the period 1991 to 2005. India
has also experienced rapid growth in service share, but its growth is less dramatic.
India’s service share in GDP increased by 12 percentage points compared to other
countries during the period 1981 to 2005, and 8.6 percentage points more than the other
countries during the period 1991 to 2005.
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1.37 China’s service sector started from a small base, and it has therefore experienced
a faster growth rate. Bangladesh, Pakistan, and Sri Lanka are also positive outliers in
changes of service share in GDP compared to the norm, but they have grown at a slower
rate than India and China. The more rapid growth rate in China compared to India would
suggest that the growth patterns in China and India are indeed converging over time.

1.38 Their growth patterns are also converging when we compare the change in share
of manufacturing in GDP. In China, this has grown at a significant negative rate
compared to the norm. India has also experienced a negative growth rate in its share of
manufacturing in GDP compared to the norm, but less so than China. While India
remains the laggard in manufacturing, Bangladesh and Pakistan have performed well in
manufacturing compared to norm.

1.39 In conclusion, the cross-country regressions on sectoral growth patterns suggest
that South Asia has experienced a service-led growth and East Asia has experienced a
manufacturing-led growth over the last three decades. Service is a large sector in South
Asia compared to the norm after controlling for the stage of development. It is not only
India but other South Asian countries that are large positive outliers in service when we
compare their share of service value added in GDP with the rest of the world. But their
growth patterns are converging. The growth in share of service output in GDP has
increased faster in China compared to the norm. Thus, India and China appear to be
converging when we compare the growth in size of service share in GDP.° More
importantly, India has experienced a rapid growth in service despite a small
manufacturing sector. This suggests that manufacturing is not a pre-requisite to services
led growth.

Which Services are Growing Faster?

1.40 Has growth in modern impersonal services outperformed growth in traditional
personal services in South Asia? Figure 1.7 compares the growth in modern impersonal
service output and traditional personal service output. It shows that the 3Ts have enabled
much faster growth in modern service output.”® Modern impersonal service output, which
includes business service, communication, banking, and insurance, have seen an average
annual growth rate of more than 10 percent per annum in Bangladesh, India, and Sri
Lanka during the period 2000 to 2006. Pakistan and Nepal have experienced lower
growth rates in modern service output. Traditional personal services, which include
migration and remittances, tourism, and transport, have grown at a slightly lower growth
rate.

® What are the limits to either pattern of growth? The differences in growth patterns can persist because of
hysteresis, specialization, and because service is generally more “independent” than the manufacturing
sector (Pilat and Wolfl 2005). Services can thrive, even if the manufacturing sector remains stagnant, if
service growth depends on export rather than domestic markets. But a dynamic manufacturing sector will
be difficult to sustain if the services that supports modern manufacturing enterprises (for example, telecom,
banking, transport) are not well developed.

1% Unlike India, China has seen a faster growth in traditional services. In the recently approved 11th five-
year plan (2006-2010), “Promoting Modern Services Industry” has been given a prominent position for the
first time. This emphasis on services confirms China’s determination to expand from traditional into
modern services.
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Figure 1.7: Modern service has grown faster than traditional service output in South Asia, 2000-06
(average annual growth, percent)
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Source: India: CSO- INDIA STATS; Pakistan: 1975-2004: Handbook of Statistics on Pakistan Economy
2005; Bangladesh 1979-84: Statistical Yearbook of Nepal 2005. Economic Report Nepal Rastra Bank
2005/2006. Sri Lanka: Economic and Social Statistics of Sri Lanka

Note: Modern services include Banking, Insurance, Financial and Communication related services.
Traditional services include Trade, Hotels and Restaurants, Personal, Cultural and Recreational and
Community and Social, Transportation, Storage, Real estate dwelling, government and public
administration services. In the case for Nepal and Bangladesh, where national accounts data has
transportation, storage and communication as one category this services category has been included under
traditional services.

1.41 In OECD economies, several modern impersonal service industries are
characterized by strong productivity growth. These growth rates are comparable to some
high-growth industries within manufacturing.  Moreover, modern services have
consistently shown strong positive growth rates over the past 20 years. High productivity
growth rates in services are attributed to trade, increasing returns to scale, strong uptake
of information and communication technology equipment, and competitive pressures
(Triplett and Bosworth 2004; Baily and Gordon 1988).

1.42 Table 1.3 reports total factor productivity growth rates for China and India for
different sectors and for different periods (Bosworth and Collins 2008). India has
experienced much higher total factor productivity growth rates in the service sector
compared to manufacturing and agricultural sectors. India’s total factor productivity
growth rate in the service sector has increased at twice the rate compared to industry.
India has also performed better than China when we compare its total factor productivity
growth rates in the service sector with that of China. China has experienced a much
higher productivity growth rate in manufacturing compared to India.
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Table 1.3: Sources of Growth in Output per Worker in India and China: Total Economy and Major
Sectors, 1980-2006

Total Economy Agriculture Industry Services
1980- 1990- 2000- 1980- |1980- 1990- 2000- 1980- |1980- 1990- 2000- 1980- |1980- 1990- 2000- 1980-
Component 1990 2000 2006 2006 | 1990 2000 2006 2006 | 1990 2000 2006 2006 | 1990 2000 2006 2006
India
Output Per Worker 35 41 45 40 22 13 14 16 34 33 27 31 |28 49 46 41

Contribution of Capital 11 18 2 16 02 05 05 04 |15 24 09 16 |04 13 23 13
Contribution of Education 0.3 04 0.4 04 03 03 04 03 |03 04 02 03 |03 04 04 04
Contribution of Land 1 o0 01 01 -01 -01 04 02 00 00 00 00 j0O 00 00 00

TFP 22 18 21 2.0 19 07 09 12 15 06 16 12 |21 31 19 24
China*
Output per Worker 55 89 90 78 47 46 42 45 27 102 104 78 |55 47 60 54

Contribution of Capital 24 38 42 3.5 18 22 17 19 15 28 34 2.6 18 34 38 30
Contribution of Education 04 03 0.3 0.0 03 02 02 0.3 04 03 03 03 |04 03 03 03
Contribution of Land 01 01 00 0.3 03 03 00 0.0 00 00 00 00 |00 00 00 00
TFP 27 45 44 3.9 29 18 22 2.3 08 69 64 47 132 11 18 20
Source: Bosworth and Collins 2008.

Note: Time periods used for China ends at 2004.

Figure 1.8: The service sector is the largest contributor to national labor productivity in South Asia
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Source: World Bank 2008a.

Note: Labor Productivity is calculated as average annual growth in real output per worker. The contribution
from resource reallocation is calculated by subtracting each sector's growth rate, weighted by the sector's
share in value added at the outset of each sub-period, from the total economy's growth rate. The figure is
restricted to only positive contributions to labor productivity growth.

1.43 Figure 1.8 compares the contribution of service, industry, agriculture, and
resource reallocation to national labor productivity growth rates for the 1990s and 2000-
2006 for China, India, Bangladesh, Pakistan, Sri Lanka, and USA. It shows that the
sectoral contribution of the service sector to aggregate labor productivity growth has
increased over time in India, Bangladesh, Pakistan and Sri Lanka. The contribution of
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service to national labor productivity growth is far greater than the contribution of
industrial labor productivity growth in South Asia. China’s labor productivity growth
pattern is different. In China, industrial labor productivity has contributed more to
aggregate labor productivity growth, and its contribution has increased over time. In the
US, the contribution of sectoral labor productivity growth rates to national labor
productivity growth rate is evenly balanced across sectors.

1.44 A striking feature of Figure 1.8 is that the increase in national labor productivity
growth rate from the re-allocation of labor across sectors is much higher in South Asia
compared to China and USA. This is expected as agriculture still accounts for a large
share of the labor force in South Asia. Labor productivity in agriculture is low. Given the
large size of agricultural sector in South Asia, there is huge scope for sustaining a
service-led growth in South Asia, as resources reallocate from low productivity to high
productivity sectors.

1.45 A comparison of cross-country regression results in growth rates in total labor
productivity, service labor productivity, and industrial labor productivity further confirms
the miracle of service-led growth in South Asia and manufacturing-led growth in East
Asia. Table 1.4 shows the results of cross-country regressions in growth in total labor
productivity, service labor productivity, and industrial labor productivity, for some 100
countries, controlling for initial GDP per capita, and average annual GDP growth rate for
the period 1991-2005.

1.46 From the cross-country regression results it is clear that service is not a stagnant
sector. Column 1 in Table 1.4 reports cross-country results of growth in national labor
productivity regressed on initial GDP per capita to control for stage of development, and
average annual growth rate in agriculture, manufacturing, and service output.
Agricultural output growth has a negative and significant coefficient. The coefficients on
growth in manufacturing output and service outputs are both positive and significant.
However, the size of the coefficient on service output growth is more than double
compared to the coefficient on manufacturing output growth. The larger coefficient on
service output growth compared to manufacturing output growth would suggest that
service is a bigger source of labor productivity growth.

1.47 Column 2 in Table 1.4 shows the coefficients on country indicators for the same
regressions. China has experienced a much higher total labor productivity growth rate
compared to other developing and developed countries. India is also a positive outlier in
total labor productivity growth rate compared to the norm, but is less of an outlier
compared to China. The other South Asian countries including Bangladesh and Sri
Lanka are also significant positive outliers on national labor productivity growth
compared to the norm. Pakistan is an exception in South Asia, as it has a significant
negative coefficient.

1.48 Column 6, Table 1.4 shows the results for growth in industrial labor productivity.
The lack of availability of data on industrial employment has reduced the number of
country observations dramatically, and we limit country indicators to China and India.
We use industrial labor productivity growth in the regression as data on manufacturing
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employment is not available. When we compare their industrial labor productivity
growth with other countries, and control for stage of development and average annual
GDP growth, the coefficient on China indicator is positive and significant. This is
consistent with China being a global power house in manufacturing. The coefficient on
India indicator is also positive but small.

Table 1.4: India and China in the Cross Section: Growth in Labor Productivity, 1991-2005

Growth in Growth in Growth in
total labor productivity services labor productivity industrial labor productivity
@) @ 6) 0 ©) )
Log initial GDP per capita 0.0004 0.001 0.007*** 0.009*** 0.01%** 0.01%**
(0.002) (0.002) (0.002) (0.004) (0.003) (0.004)
Average annual GDP growth 0.60%** 0.45%** 0.81%** 0.51%**
(0.10) (0.28) (0.20) (0.17)
Average annual growth in agricultural output -0.24%* -0.22%*
(0.10) (0.10)
Average annual growth in manufacturing output 0.18*** 0.16%**
(0.05) (0.06)
Average annual growth in services output 0.48*** 0.45%**
(0.07) (0.07)
India indicator 0.009*** 0.03*** 0.01*
(0.003) (0.006) (0.006)
China indicator 0.03%** 0.02%** 0.06™*
(0.004) (0.01) (0.01)
Bangladesh indicator 0.009***
(0.002)
Pakistan indicator -0.008***
(0.002)
Sri Lanka indicator 0.004*
(0.002)
Observations 101 101 44 44 44 44

Note: Robust standard errors are reported in parenthesis.
*** Represents significance at 1%, ** represents significance at 5%, * represents significance at 10%.
Country size is measured by area in square kilometers.

1.49 The results for growth in service labor productivity are reported in columns 3 and
4 in Table 1.4. Once again, lack of data availability has limited the use of country
indictors to China and India. When we compare their service labor productivity growth
with other countries, and control for stage of development and average annual GDP
growth, the coefficient on India indicator is positive and significant. This is consistent
with India emerging as a global power house in service. The coefficient on China
indicator is also positive.

1.50 Figure 1.9 plots the service labor productivity against the industrial labor
productivity, after controlling for initial GDP per capita and GDP growth. It shows that
there is as much potential for developing countries to gain from a service-led growth as
they have from following a manufacturing-led growth. India is way above the line and it
shows much higher labor productivity in the services sector compared to industry. China
shows much higher labor productivity in industry compared to services. There are two
tipping points that are driving higher service labor productivity growth rates. First, low
income countries that have the benefit of low wage rates, like India, are catching up with
the global production possibility frontier in services. Second, high income countries like
Singapore, Sweden, United Kingdom, and United States are pushing the global
production possibility frontier in services through innovation.
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151 To summarize, GDP growth in South Asia has benefitted from an expanding
service sector which, in turn, has benefitted from higher labor productivity growth rates.
In essence, the service sector in South Asia has behaved like the manufacturing sector in
East Asia.

Figure 1.9: Comparing Service Labor Productivity Growth and Manufacturing Labor Productivity
Growth over 1991-2005
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Note: The vertical axis is growth in service labor productivity after controlling for initial income per capita
and GDP growth whereas the horizontal axis is industrial labor productivity growth controlled for initial
income per capita and GDP growth, for the time period 1991-2005. The line represents a linear regression
line.

1.52 There is as much scope for catch-up through productivity growth in services as
there is in manufacturing. As the service sector is much larger in relative size than
manufacturing, both regionally and globally, heeding the needs of services growth is
important for policy makers.

1.53 Because of tradability, the demand curve for many services has become much
more elastic. This permits services to be a source of sustained growth (absent this, growth
is choked off by declining prices when the demand curve slopes down). The demand for
service increases disproportionately with increasing income. Services have huge potential
for productivity gains because of trade, income elasticity, economies of scale and
specialization, and externalities from learning, networking, and knowledge spillovers.
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D. How DISTINCTIVE IS SOUTH ASIA’S EXPORT PATTERN?

1.54 A distinctive feature of South Asia is that it is emerging as a major service
exporter. Modern impersonal service export is growing faster than traditional personal
service export in all South Asian countries. India has the highest decadal growth rate in
modern service export (Figure 1.10).**

Figure 1.10: Modern impersonal service export has grown faster than traditional personal service
export in South Asia
(Average annual growth in modern and traditional exports, 1995-2005, percentage)
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Source: IMF. 2008.
Note: Modern service include exports in telecommunications, computer and information services, other
business services, financial services, insurance, royalties and license fees. Traditional services include
travel, transportation, construction and personal, cultural and recreational service exports. * Data for China
is from 1995-2007.

1.55 Figure 1.11 compares the share of IT and IT-enabled service, the fastest growing
modern impersonal service, in total service export against real GDP per capita for South
Asia, East Asia and OECD countries. We see that India is a huge outlier in the sense that

! Trade in services takes place through four main channels, and the World Trade Organization (WTO)
distinguishes four different modes of services delivery. These include cross-border trade in service, such as
IT and IT-enabled service exports (mode 1), consumption abroad such as tourism (mode 2), commercial
presence through foreign direct investments (mode 3),movement of natural persons which brings in
remittances (mode 4). Mode 1 is equivalent to modern impersonal service export. Modes 2,3, an d 4 are
equivalent to traditional personal service export. The WTO estimates that the shares of Mode 1, Mode 2,
Mode 3, and Mode 4, in global trade in service, are 28 percent, 14 percent, 57 percent, and 1 percent
respectively. The share of mode 1 is on the rise compared to other modes of delivery. Remittances are not
counted as exports in Balance of Payments statistics (they are reported separately). Remittances are only a
small portion of the value added by immigrants abroad—their full earnings from providing services are not
counted in a country’s exports.
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its service exports mainly consist of IT/ITES exports. The export patterns for other South
Asian countries are also dominated by modern service exports, compared to China for
example. The share of IT and IT enabled service exports in total service exports for
South Asia resemble the export patterns of more developed economies like USA. This is
remarkable given that South Asia is still at an early stage of development.

Figure 1.11: India has the highest share of 1T-enabled services exports
(IT and IT-enabled service export as a ratio of total service export, 2006)
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Note: IT and IT-enabled services is measured by adding the computer and information services plus miscellaneous
business services category in the Balance of Payments.

1.56 Table 1.5 reports cross-country level regression results for the share of total
service exports in total exports of goods and services, and the share of modern
impersonal service export (IT and IT-enabled service exports) in total exports. In 1982,
South Asian countries were negative outliers, when we compare the share of their service
export in total exports with other countries, and control for stage of development, non-
linearities in development, and country size. Only India had a positive coefficient, but it
was not significantly different from zero. In 2006, India was a significant and large
positive outlier. Its share of service export in total exports was 18.38 percentage points
greater than the norm. China also had a positive coefficient but it was not significantly
different from zero.

1.57 A good measure of modern impersonal service export is IT and IT-enabled
services. Cross-country data for IT exports is available only from 2000 onwards. In
2000, India stands out as a significant and positive outlier when we compare its share of
IT and IT-enabled exports in total exports of goods and services with the rest of the
world, and control for real GDP per capita and non-linearities in development (see Table
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1.5). The other South Asian countries including Pakistan and Sri Lanka also have
significant positive coefficients. Bangladesh is the only country in South Asia whose
modern service export is no different than the norm.

Table 1.5: South Asia in the cross section--Share of Service Exports and Modern Service Exports
(computer and information service exports) in Total Exports of Goods and Services

Panel A
Share of service exports in total exports Share of computer, information services
1982 1982 2006 2006 2000 2000 2006 2006
Log GDP per capita -7.2 -9.3 -141 -3.01 -2.01** -1.94* -3.17* -3.21*
(27.09)  (29.95) (26.37) (27.1) (1.06) (1.08) (1.90) (1.89)
Log GDP per capita® 0.83 11 0.59 0.81 0.35** 0.35** 0.53* 0.57*
(3.99) 4.3 (3.82) (3.9 (0.18) (0.18) (0.30) (0.30)
India indicator 0.87 18.3%** 7.98*** 14.74%**
(4.73) (3.3 (0.09) (0.16)
China indicator -1.37 8.03 0.38 0.68*
(7.6) (8.4) (0.28) (0.41)
Bangladesh indicator -6.3 -17.6%** 0.04*** 0.10
(4.4) (2.8) (0.01) (0.07)
Pakistan indicator -1.1 -9.2%** 0.25%** 0.34%**
(3.2) (2.5) (0.04) (0.09)
Sri Lanka indicator -5.1* -9.7x** -0.0004 0.99***
(2.7) (2.6) (0.04) (0.09)
Control for size Yes Yes Yes Yes Yes Yes Yes Yes
Observations 109 109 125 125 137 137 116 116
Panel B
Change in share of service exports Change in share of computer, info services
1982-2006 2000-2006
(@) 2 @) 4
Log initial GDP per capita 1.40 1.27 0.20 0.28**
(2.73) (3.09) (0.14) (0.14)
Average annual GDP growth -0.69 -0.77 5.73 4.01
0.71) (0.87) (3.77) (0.20)
India indicator 14.9%** 6.59***
(4.95) (0.09)
China indicator 2.44 -0.22
(7.48) 0.17)
Bangladesh indicator -11.61*** 0.11
(4.51) (0.08)
Pakistan indicator -8.27** 0.08
(4.11) (0.06)
Sri Lanka indicator -3.45 1.00***
(3.70) (0.05)
Observations 93 93 94 94

Note: Robust standard errors are reported in parenthesis.
*** Represents significance at 1%, ** represents significance at 5%, * represents significance at 10%.
Country size is measured by area in square Kilometers

1.58 How important are traditional service exports to South Asia? The movement of
natural persons which brings in remittances (mode 4 according to WTO) is an important
component of traditional personal service export from South Asia. However, remittances
are not counted as exports in Balance of Payments statistics (they are reported
separately).

1.59 It is estimated that over 22 million people, or 1.5 percent of the South Asian
population, live outside their country of birth. Intra-regional migration (34.5 percent)
covers the largest share of international migration movement in South Asia, while high-
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income non-OECD countries (25.3 percent) and high-income OECD countries (20.3
percent) are the second and third largest destinations.

United Arab Emirates are the top two migration corridors in the region.

have become increasingly prominent in South Asia.

Bangladesh - India and India -

Remittances

Table 1.6: South Asia and China in the Cross Section on Traditional Service Export
Remittances as a ratio of GDP and imports

Panel A

Share of remittances in GDP

Share of remittances in imports

1982 2006 1982 2006

Log GDP per capita 0.18** 0.07 0.36** 0.25***
0.07) (0.08) (0.16) (0.13)

Log GDP per capita2 -0.02** -0.01 -0.05** -0.04**
(0.01) (0.01) (0.02) (0.01)
India indicator 0.02*** -0.02** 0.16*** 0.02*
(0.009) (0.008) (0.02) (0.01)
China indicator 0.03 -0.008 0.07** -0.02
(0.01) (0.01) (0.03) (0.02)

Bangladesh indicator 0.03*** 0.02* 0.20*** 0.22%**
(0.008) (0.01) (0.02) (0.01)

Pakistan indicator 0.08*** -0.01* 0.37%** 0.04***
(0.006) (0.009) (0.01) (0.01)

Sri Lanka indicator 0.05%** 0.01** 0.11%** 0.07***
(0.006) (0.008) (0.01) (0.02)

Nepal indicator 0.08*** 0.34%**
(0.01) (0.02)
Control for size Yes Yes Yes Yes
Observations 97 114 99 114

Panel B

Change in share of

Change in share of

remittances in GDP

remittances in imports

1982-2006 1982-2005
@Y 2
Log initial GDP per capita -0.03*** -0.04**
(0.01) (0.01)
Average annual GDP growth -1.49%** -0.009**
(0.40) (0.004)
India indicator -0.002 -0.10***
(0.01) (0.03)
China indicator 0.04 0.001
(0.02) (0.06)
Bangladesh indicator 0.02 0.04
(0.01) (0.02)
Pakistan indicator -0.06*** -0.30***
(0.01) (0.02)
Sri Lanka indicator -0.01 0.01
(0.01) (0.03)
Observations 53 58

Note: Robust standard errors are reported in parenthesis.
*** Represents significance at 1%, ** represents significance at 5%, * represents significance at 10%.
Country size is measured by area in square kilometers.
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1.60 Table 1.6 shows that South Asian countries were significant and positive outliers
when we compare their remittances as a ratio of GDP with the rest of the world, and
control for stage of development, country size and non-linearities in development. India,
Bangladesh, Pakistan, and Sri Lanka were all significant positive outliers compared to the
norm in 1982. China was not a significant outlier compared to the norm. Thus
remittances are an important source of service export for South Asia. However, its
importance as a source of foreign exchange earning has declined over time in India and
Pakistan. Bangladesh, Sri Lanka and Nepal, remained significant and positive outliers in
2005, when we compare their share of remittances in GDP with more than 100 countries.
These results hold when we compare their remittances as a ratio of imports. Bangladesh,
Sri Lanka and Nepal are major exporters of man made traditional personal service
exports.

1.61  The other traditional services include tourism and transport. However, they are
not as important for South Asia. Table 1.7 reports the share of transport service export in
total export, and share of travel service export in total export. India’s coefficient on
transportation service is no different than the norm. Its coefficient on travel service was
negative in 2006.

Table 1.7: South Asia and China in the Cross Section: Share of Transport and Travel Service
Exports in Total Export of Goods and Services

Share of transportation service exports Share of travel service exports
1991 1991 2006 2006 1991 1991 2006 2006
Log GDP per capita -0.08 -0.08 0.008 0.008 | 0.45%*%% () 45%** () 54%%% () 54%*%
(0.13)  (0.13) (0.07) (0.07) (0.14) 0.14) 0.17)  (0.17)
Log GDP per capita’ 0.01 0.01 -0.0004 -0.0003 |-0.06*** -0.06*** -0.07*** .0.07***
(0.01) (0.01) (0.01) (0.0D) (0.02) (0.02) (0.02)  (0.02)
India indicator -0.01 -0.007 0.05%** -(0.05%**
(0.01) (0.008) (0.01) (0.01)
China indicator -0.003 -0.001 0.10%* -0.007
(0.01) (0.01) (0.05) (0.03)
Bangladesh indicator
Pakistan indicator
Sri Lanka indicator
Control for size Yes Yes Yes Yes Yes Yes Yes Yes
Observations 134 134 142 142 134 134 142 142
Change in share of transportation service exporis Change in share of travel service exports
1991-2006 1991-2006
5 (6) (@] ®)
Log initial GDP per capita 0.008 0.008 | -0.04%%* J0.04%%%
(0.008) (0.008) (0.01) (0.01)
Average annual GDP growth -0.10 -0.10 -0.62% -0.61%*
(0.12) (-0.13) | (0.32) (0.33)
India indicator 0.01 -(), (7 %%*
(0.009) (0.02)
China indicator 0.007 -0.01
0.01) (0.02)
Observations 114 114 114 114

Note: Robust standard errors are reported in parenthesis. *** represents significance at 1%, ** represents
significance at 5%, * represents significance at 10%. Country size is measured by area in square kilometers.
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Do Exports Matter?

1.62  Although modern impersonal service exports have grown rapidly, their overall
size as a share of GDP is small. The small size of service export and the knowledge
intensive nature of service export have raised doubts about the viability of service export-
led growth. What is more important—how much you export or what you export—is a
subject much debated in the growth literature (Hausmann, Hwang and Rodrik 2005).

1.63 There is increasing evidence that countries that specialize in the types of goods
that rich countries export are likely to grow faster than countries that specialize in goods
that low income countries export. That is, specializing in knowledge service exports may
sustain higher growth rates than specializing in low skill goods. South Asia’s IT and IT-
enabled service exports have more in common with exports of developed countries* than
with the export of East Asia and other developing countries. India and other South Asian
countries have a ratio on IT service exports to total exports which is much higher than
what would be predicted based on their income levels. This bodes well for sustaining the
service export-led growth in South Asia.
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Source: NASSCOM. For 1997, 2002, World Bank staff estimates from Mattoo and Mishra (2004) For later
years World Bank staff estimates from NASSCOM, 2008.

Note: BPO services comprising data entry, data conversions, medical transcriptions, insurance claims, call
centers, database services etc. Information Technology services (ITS) like custom application development,
application outsourcing, packaged software installation and support, network infrastructure management,
IT training and education, network consulting and integration.

1.64 The “spillover” effects of ICT exports on the domestic economy can be immense.
First, it can lead to the development of other export-oriented service industries, creating
more jobs. This can be most clearly seen in the case of India, which began with skill

12 The share of a country’s IT exports to total export is highly correlated with its per capita GDP.
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intensive software exports (custom application development, packaged software
installation, network infrastructure management, network consulting integration) and has
now expanded to less skill intensive service exports, such as business processing
outsourcing (BPO) (Figure 1.12).

1.65 The spillover effects of the rapidly expanding modern service sectors are also
being felt across countries. Service exports have expanded from India to other countries
in the region; IT-enabled and BPO services are becoming a focus in Bangladesh, Sri
Lanka, and Pakistan, as they try to enter or establish themselves in particular segments of
the BPO space, such as in transcriptions, data entry and conversion, and call centers.

How Vulnerable are Service Exports to the Global Economic Downturn?

1.66 The sustainability of service-led growth will depend on both global factors
beyond South Asia's control (for example, the global financial crisis and economic
downturn, the potential threat of protectionism) as well as the ability of South Asian
countries to take advantage of the opportunities arising from the increasing globalization
of service.

1.67 How volatile is service trade compared to goods trade? Figure 1.13 shows annual
growth in GDP, goods import, and service import for USA. The figure shows that
growth in both goods imports and services imports turned negative during the last two
economic downturns in USA in 1991 and 2001. However, the decline in services imports
was less than the decline in goods imports. This continues to be true of the current global
crisis as well.

Figure 1.13: Services are less volatile compared to goods

(USA’s annual GDP growth, annual growth in imported goods in to USA, and annual growth in service
imports, percent)

%
25 7

20 A

15 A

10 A

(8,1 o
1985
1986
1987
1988
1989
1990
199£_{
1992
1993
1994
1995
1996
1997
1998
1999
2000
2002
2003
2004
2005
2006
2007

-10 -

——GDP growth (annual %) —— Growth in goods imports = Growth in service imports

Source: World Bank 2008a.

1.68 There are several reasons why modern service exports are likely to be relatively
resilient to the current downturn. First, modern service IT exporting firms require less
trade credit, and hence they are less likely to be affected by the global credit crunch.
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Several global IT companies like Infosys and TCS have sufficient cash reserves on hand,
and no debt. Service firms also do not suffer from inventory-driven collapses of demand,
since most high-tech services cannot be stored.

1.69 Some evidence for this is provided by the following cross-country regressions,
where manufacturing and service growth over 1995-2005 is regressed on investment (as a
percentage of GDP), financial development (proxied for by percentage of domestic credit
provided by banks), openness (proxied for ratio of exports and imports to GDP), initial
level of development (proxied for by initial GDP per capita) and demographic features
(proxied for by population growth). We see that growth in manufacturing and service
both depend positively on investment rate. However the interesting and striking feature is
that the coefficient on investment rate is much higher for manufacturing than for service.
It suggests that manufacturing growth is much more dependent on investment rate than
service growth.

Table 1.8: Investment is more important to manufacturing compared to services

Average Manufacturing growth ~ [1995-2007| [Average Service growth 1995-2007
Investment (as ratio of GDP) 0.74%xx Investment (as ratio of GDP) 0.16***
Initial GDP per capita 0.000 Initial GDP per capita 0.000
Openness (trade as % of GDP) 0.01 Openness (trade as % of GDP) 0.003
Credit (% of GDP) -0.08*** Credit (% of GDP) -0.01
Population growth 0.94** Population growth 0.04
Control for size Yes Control for size Yes
Observations 157 Observations 161

Source: WDI, 2008.

Notes: Robust standard errors are reported in parenthesis.

*** Represents significance at 1%, ** represents significance at 5%,* represents significance at 10%.
Country size is measured by area in square kilometers.

1.70 Traditional service exports, such as migration and remittances, although not
immune to the global financial crisis, are also much less volatile compared to other
capital inflows such as portfolio and FDI inflows. Figure 1.14 shows that the bulk of
capital inflows into the South Asian economy consist of remittances followed by FDI in
2007, both relatively stable forms of capital flows.** While remittances amount to almost
6 percent of GDP, FDI inflows amount to one-third of this. Portfolio and other
investment inflows only account for a small portion. During the period from 1982 to
2007 remittances were significantly less volatile than the other types of inflow.

3 Countries included into this average are India, Pakistan, Sri Lanka, and Bangladesh.
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Figure 1.14: Capital inflows into South Asia—Remittances are less volatile compared to portfolio

and FDI investment flows
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1.71

In conclusion, there are many reasons to believe that the service sector will

continue to be an engine of growth in South Asia.

1

E.

1.72

First, South Asia has a large agricultural sector with low productivity. The
reallocation of labor from low productivity to high productivity modern service
sectors will sustain growth for a long time. The scope for this reallocation is
bigger for South Asia compared to East Asia, given the large size of its
agricultural sector.

Second, the conventional wisdom that manufacturing is dynamic and service is
stagnant is no longer valid. The dynamism of service has strengthened because of
3Ts. Total factor productivity growth in services is higher than manufacturing in
India. Modern impersonal services reflect the same scope for economies of scale
and specialization that we have found in manufacturing.

Third, despite the global financial crisis, there remains huge potential for growth
in South Asia through catch up. There is a huge gap in labor productivity between
India and USA for example. The global financial crisis has not diminished the
benefits of technological spillovers, as the stock of knowledge in USA and other
advanced economies have not been diminished by the global crisis.

|s SERVICE-LED GROWTH PRO-POOR?

Growth is inclusive when it reduces poverty, creates jobs, and reduces gender

inequality. These features of economic growth are also popularly known as pro-poor

growth.
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1.73  There are different meanings attached to pro-poor and inclusive growth in the
academic literature and policy debates (McKay and Aryeetey 2004). This debate revolves
around a distinction between the absolute and relative concepts of inclusive and pro-poor
growth. The absolute concept is that growth is inclusive and pro-poor when it reduces
poverty (see Ravallion 2001). The relative concept of pro-poor growth focuses on job
creation, and reduction in inequality and gender inequality. Job creation and reduction in
gender inequality are better measures than income inequality, as the growth dynamic
changes from “race to the bottom” to “race to the top”.

1.74 1t is well known that rapid growth has contributed to poverty reduction in South
Asia (Ahmed and Ghani 2009). However, what is less well known is how differences in
growth patterns impact the pace of poverty reduction. If the bulk of growth occurs in
places and/or sectors of the economy where the poor are not concentrated, then poverty
will not decline significantly. If service-led growth is more skill intensive than
manufacturing-led growth, it is likely that the pace of job creation will be low. The
geography of public spending, restrictions on factor mobility, and lack of market
integration can also make it harder for people in lagging regions to escape poverty.

1.75 There are three reasons why conventional wisdom has considered service-led
growth not to be pro-poor. First, conventional wisdom says that services are stagnant
while manufacturing is dynamic and, therefore developing countries should opt for the
manufacturing sector. We have already shown that the service sector has a higher labor
productivity compared to manufacturing for South Asia.

1.76 The second potential objection is that the service sector is more skill intensive
compared to manufacturing. Since education is in limited supply in developing countries,
it has been argued that service-led growth cannot be sustained. Table 1.9 compares the
average years of schooling of employees in agriculture, industry, and services in
Bangladesh, China, India, Korea, Nepal, Malaysia, Pakistan, Sri Lanka, and Thailand.
Services are indeed the most skill intensive sector in South Asia, as measured by the
average years of schooling of employees. In India, the average years of education for
service employees is more than twice that of agriculture and also much higher than in
industry. Given that skills are a scarce resource in South Asia, will the limited supply of
education (and unequal access to education)™® put a brake on service-led growth and
poverty reduction? Not so.

1.77 India’s service-led growth story shows that the supply of education has increased
in response to service-led growth. In particular, high school enrolment has increased in
precisely those areas where IT-related growth was concentrated (Shastry 2008). Indeed,

 In India, a youngster from Maharashtra is 1.7 times more likely attend tertiary education than a peer from
Madhya Pradesh. An equitable expansion of secondary education is necessary for fundamental
improvement in equity in tertiary education; in particular for low-income families, girls, Muslims,
disadvantaged groups (SCs, STs, and OBCs), and rural areas. The inequality of participation in tertiary
education risks jeopardizing a more inclusive Indian society. See Azam and Blom (2009).
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a service-led growth has generated a virtuous circle of service growth and education
growth, as higher wages for skilled workers has increased the rate of return to higher
education, thus increasing the demand for education. This in turn has increased the
supply of private education, and induced more service-led growth.

Table 1.9: Educational Attainment by Sector of Employment, 2002-2006

Wears of 3chooling - Employed Persons
Literacy
oty Fate (%) T otal Sgriculture  Industry  Bervices

Bangladesh 44 4.4 29 4.6 6.3
India i1 47 32 52 79
Maldives P96 6.0 HA HA HA
Mepal 40 37 25 52 5E
Pakistan 50 43 23 4.6 7.1
Sri Lanka 91 24 6.5 B8 o7
Chita 71 1.0 6.0
Eorea HE 11.4 T3 12.1 113
Mlalayaia 89 0.6 59 06 10.6
Thailatid &3 20 f.2 8.5 0E

Source: Bosworth and Maertens 2009.

1.78 The third reason why service is considered not to be pro-poor is because a
service-led growth is likely to be geographically concentrated, in large cities and leading
regions. There is some evidence to support this view. Figure 1.15 shows the share of
modern tradable services in total service value added for the leading and lagging states in
India. The leading states, with a higher per capita state level GDP, have a much higher
share of modern service output in their service value added. These leading states have
experienced accelerated growth and have benefitted from globalization of service, as they
have the critical levels of skill endowments and types of infrastructure that are important
to service export led growth. The lagging regions have a smaller share of modern
tradable service in their service value added.

1.79  However, we should note that a geographically concentrated growth pattern is not
unique to service-led growth. It is also common to manufacturing-led growth, as in East
Asia (see WDR 2009; World Bank 2009a). Growth tends to concentrate in regions that
are close to the market, so that firms and workers can benefit from technology, factor
mobility, trade, and scale economies. Geographic concentration of economic activity has
long been identified as a region’s export base (Krugman 1980, 1991; Krugman and
Venable 1995). In China, manufacturing economic activity is concentrated in the leading
coastal regions and helped sustain long-run growth and reduce poverty. Likewise, a
geographically concentrated growth should help also help sustain a service-led growth in
South Asia and reduce poverty.™

1> See World Bank (2009c).
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Figure 1.15: Modern tradable service is concentrated in the leading states of India, 2005
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Note: Modern services include banking, insurance and telecommunication services. Business service has
been lumped together with Real Estate and ownership of dwellings, so it has not been excluded in the
modern services category.

What is the Contribution of Service Growth to Poverty Reduction?

1.80 We find that growth in the service sector is more correlated with poverty
reduction than growth in agriculture and manufacturing for a sample of 50 developing
countries. Figure 1.16 shows the relationship between the change in poverty in the 1990s
(on the y-axis) and growth in the agricultural, manufacturing and service sectors (on the
x-axis), after controlling for the initial level of poverty. We see that the change in poverty
is negatively related to growth in both the service sector and manufacturing sector i.e.
higher growth rates in either of these sectors is associated with a higher reduction in
poverty. It is interesting to note that the slope for the service sector growth is steeper than
for manufacturing, suggesting that service sector growth is associated with a faster
reduction of poverty. On the other hand, agricultural growth is associated with increases
in the poverty level.

1.81 We document these relationships using regressions in Table 1.10. While these
regressions do not necessarily establish a causal relationship, this is an interesting
stylized fact to keep in mind. There could of course be reverse causality in the sense that
service growth picks up in those areas where, for other reasons, poverty is declining
rapidly. However, these results do rule out the possibility that a focus on the service
sector might slow down overall growth. In particular, it is especially interesting that
growth in manufacturing and agriculture do not show a statistically significant correlation
with poverty reduction in the 1990s. Another interesting stylized fact is that, even after
accounting for faster service sector growth, India is reducing poverty at a slower pace
than other countries. Sri Lanka also lags behind the norm, while China has achieved
poverty reduction at a faster-than-normal pace.*®

18 These results do not change whether we use weighted or unweighted sectoral growth rates, and control
for initial stage of development either using initial real GDP per capita or initial poverty rate.
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Figure 1.16: Poverty reduction is strongly associated with service sector growth
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Note: Change in poverty (1991-2205) after controlling for initial level of poverty, and growth in agricultural output,
manufacturing output and service output. For more information on the regression, please see Poverty Regression, Table
1.10 column (1). Poverty is defined as percentage of population below $1 (PPP) per day.
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Table 1.10: South Asia and China in the Cross Section: Change in poverty headcount (1990-2005)

Sectoral output growth weighted by
inttial share gf sector in GDP
@ @) ) “) &) (6)
Log GDP per capita initial 9. 9Qkkk 9 g2kkk 14 59%k* 13 g7k
3.07) (3.36) (3.84) 4.26)
Initial level of poverty -0.17%* -0.17%*
(0.08) (0.09)
Growth in agriculture output 0.55 0.58 0.51 0.55 0.02 0.02
(0.97) (1.04) (0.91) (0.97) (0.02) (0.02)
Growth in manufacturing output -0.06 0.08 -0.01 0.11 -0.03 0.001
(0.46) (0.44) (0.54) (0.53) (0.02) (0.02)
Growth in services output =230 k* -2 11%* -1.92%* -1.74% -0.02%* -0.04HH*
(0.86) (0.89) (0.88) (0.91) (0.01) (0.01)
India indicator 9 gk 8.83%* 10.63™*
(4.22) 3.71) (3.64)
China indicator -24 . 48%H* =230 *** -27.51%
(5.48) (5.35) (8.84)
Bangladesh indicator -3.99 -4.24 -2.06
(4.19) (3.24) (3.72)
Sri Lanka indicator 4.51%* 7. ToHEE 9.25%
(1.98) (2.35) (2.58)
Control for timeperiod Yes Yes Yes Yes Yes Yes
Observations 50 50 50 50 50 50

Note: Robust standard errors are reported in parenthesis.

*** Represents significance at 1%, ** represents significance at 5%, * represents significance at 10%.

Country size is measured by area in square kilometers.

1.82 We observe a similar relationship between service sector growth and poverty
reduction within India using state level data (Figure 1.17). We note that Andhra Pradesh,
which has made special efforts to attract IT investment to the state, has also achieved one
of the most impressive rates of poverty reduction. Box 1.2 documents these relationships

using regressions similar to the cross-country regressions reported earlier.

Figure 1.17: Service output growth is a big contributor to poverty reduction in India
(Change in poverty and change in service outputs at the state level in India, 1994-2005)
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Source: World Bank, 2008.
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Box 1.2: The Role of Services in Poverty Reduction in India

Growth in the service sector has been associated with reduction in poverty. Economic literature on poverty
and growth has shown that geographical and sectoral composition of growth matters for poverty reduction.
But not a single growth pattern maximizes poverty alleviation in all circumstances. Initial conditions,
including the macroeconomic environment, state of human development, quality of institutions and
legislation have also an important influence in the dynamics of poverty.

Services have played an essential, though not uniform, role in the rapid development and the reduction of
poverty in South Asia. Growth in the services sector in Indonesia, in particular in the urban service sector,
has recently proven to be the most beneficial for the poor.

The contribution of the service sector to poverty reduction can be examined using a simple specification for
a panel of Indian state data from 1994 to 2005.

Pi= lo+ BSqit Yaic + BSoit Yair + 3%t Yait + Uit

Where i denotes the state and t the year; Pj; is the growth rate of the poverty ratio; s;= Y;i/Y;; denotes the
output share of the sector; and yj; is the growth rate of the sector. b measure the sectoral contribution to the
poverty rate alleviation. Poverty is calculated using the official headcount ratio by the Planning
Commission for the periods 1993-94, 1999-00, 2004-05. GDP data are provided by the World Bank
Country Regional Office. A state fixed effect control is included.

Our results show that trend growth in the service sector among Indian states is associated with a decrease in
the trend of the headcount poverty rate of almost 1.5 points during the sample period. In fact, the service
sector is the only sector showing a statistically significant association with poverty reduction. Similar
results are found when differentiating into rural and urban poverty. Service sector growth is also strongly
associated with a reduction in the rural and urban poverty rate. However, some precaution should be taken
since the comparability of the figures of some of the official consumer expenditure surveys by the National
Sample Survey Organization (especially results in 1999-00) has been contested by some academics.

Some states like Karnataka, Tamil Nadu, Andhra Pradesh, and West Bengal have experienced a significant
decrease in urban poverty that may be associated with an increase in their service sector share (probably
due to the attraction of a significant bulk of IT investment translated in an increase of urban employment).
Contrary, other states like Orissa that have experienced a weaker sector performance and a more
disappointing record of poverty alleviation.

Sector Growth Change in poverty rate Change in rural poverty rate Change in urban poverty rate
Agriculture 0.285 [0.429] 0.137 [0.613] 0.009 [0.427]

Industrial 0.159 [0.198] 0.132 [0.283] -0.147 [0.197]

Services -1.458** [0.442] -1.522* [0.632] -1.055* [0.440]

R-squared 0.448 0.313 0.458

+ significant at 10%; * significant at 5%; ** significant at 1%

States included: Andhra Pradesh, Assam, Bihar, Chhattisgarh, Gujarat, Haryana, Himachal Pradesh, Jharkhand,
Karnataka, Kerala, Madhya Pradesh, Maharashtra, Orissa, Punjab, Rajasthan, Tamil Nadu, Uttar Pradesh,
Uttaranchal, West Bengal.

Source: Author: Pilar Garcia Martinez (DECRG).

1.83  While these associations between service-led growth and poverty reduction are
important, it is useful to consider how service-led growth might translate into lower
poverty levels. We now turn to examining the role of the service sector in job creation
and wage growth. For services to be a sustainable source of growth, it must generate
productive jobs to absorb the young and growing South Asian workforce. More than 150
million people will enter the prime working age population over the next decade. Labor
supply growth is 2.3 percent per annum in South Asia, above the global average of 1.8
percent.
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Job Creation

1.84 There is evidence that the service sector has created the largest number of jobs in
South Asia in recent years (Figure 1.18). The effect is not uniform across countries: for
India and Pakistan, the service sector has created jobs at a faster pace than agriculture or
industry, while for Bangladesh and Sri Lanka, job creation in services is substantially
higher than in agriculture, but somewhat slower than in the manufacturing sector. A
recent World Bank study on India also reported faster changes in employment away from
agriculture to construction and trade, hotels and restaurants and transport and
communications for India (World Bank 2009d).

Figure 1.18: Job Creation Rates in Agriculture, Industry and Services Sectors, 1990-2006
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Source: Bangladesh: Labour Force Surveys, in Key Findings of Labour Force Survey and Statistical
Yearbook, various editions. India: Sivasubramonian: The Sources of Economic Growth in India 1950-1
to 1999-2000 for earlier years, and Bosworth, Collins and Virmani (2007) for the more recent period
Pakistan: LABORSTAT, ILO, 2008 and Handbook of Statistics on Pakistan Economy, Sri Lanka: up to
1989: KILM, from 1990 onwards Labour Survey Reports, various editions.

1.85 There is some concern that service sector growth in India has been geared more
towards "high-tech™ and modern services which employ fewer people than "low-tech™
and traditional services. It is difficult to generalize whether modern and impersonal
service is more skill intensive compared to traditional and personal service (see Blinder
2006). Feenstra and Hanson (1996) have argued that developed countries typically
outsource production of less skill intensive intermediate goods to developing countries.
However, these intermediate goods are relatively more skill intensive in developing
countries. Hence, globalization and outsourcing increase the relative demand for skilled
labor in both developed and developing countries, thereby increasing the skill premium.

1.86 We find that, consistent with the greater role of growth and productivity increases
in the modern services compared to traditional services, the modern service sector created
jobs faster than the traditional sector over the past two decades (Figure 1.19). More
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encouragingly, the job creation rates are faster than the rate of growth of the labor force
as a whole. If this trend can be sustained, then service growth can help to absorb a larger
proportion of the growing workforce.

Figure 1.19: India: Job creation in modern service sector is growing faster than in traditional
services (1983=1)
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Note: Traditional services employment encompass the following sectors Trade, Hotels and Restaurants;
Transport, Storage and Communications; Personal, Business and Cultural services. Modern services
include Financial, Insurance Real Estate and Business services. Compounded annual growth is calculated
for year 1983-2005.

1.87 In addition to direct job creation, some estimates suggest that the indirect effect of
a growing service sector can be larger than the direct effect. For instance, India’s IT
industry association NASSCOM estimates that for every job created in the IT sector, four
additional jobs are created in the rest of the economy due to high levels of consumption
spending by professionals employed in this sector (NASSCOM and CRISIL 2007).

1.88 We should note further that wage growth has been higher in the services sector
than in manufacturing and agriculture in recent years (Figure 1.20 for India). This
suggests that the indirect channels stimulated by higher consumption are more likely to
operate, since the service sector is creating high-wage jobs.

1.89 How does South Asia compare with other developing countries in the rate of
service job creation? Table 1.11 reports cross-country level regressions on share of
employment in service and manufacturing sectors in total employment for 1991 and
2005. In 1991, India was a significant negative outlier, when we control for stage of
development, non-linearities in development and country size. It became an even bigger
negative outlier in 2005. The share of service sector employment in total employment for
India is some 19 percentage points below the norm, controlling for other factors. China
is an even bigger negative outlier compared to the norm.
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Figure 1.20: Growth in Average Daily Earnings in India(1999-2000/2004-05)
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Agriculture includes agriculture, forestry and fishing; Mining includes mining and quarrying; Utilities
includes electricity, gas and water supply; Trade includes trade, hotels and restaurants; Transport includes
transport, storage and communications; Finance includes financial intermediation, real estate and business.

Table 1.11: India and China in the cross section: employment shares of industry and services in
total employment, 1991, 2005

Panel A
Share of employinent in I Share of employment in
Service Industry
1991 2005 1991 2005
Log GDP per capita 22.5 258 64.5% 65T HFE
(32.8) (21.4) (34.9) (15.6)
Log GDP per capita® -0.76 -1.2 -8.04%* -8 gk
(4.4 (2.9) (4.6) (2.0
India indicator -14.2%* -19 2k** 4.4 3.6%
7.1 (3.2) (6.6) (1.9)
China indicator -25 3k -23 TRk 13 .2%* 5. 1%F*
(3.5) 5.4 (1.6)
Pakistan indicator -7 . 2%* 2.7 4. 5%*
(3.0) (4.9) (1.9
Control for size Yes Yes Yes
Observations 56 57 56 57
Panel B
Change in sharve of Change in sharve of
(1991-2005) emplovinent in services employment in industry
ay )
Log initial GDP per capita -0.29 -2.7
2.1) 1.7)
Average annual GDP growth -98.8 159
(110.6) (85.1)
India indicator -1.02 32
(3.1) (2.2)
China indicator 101 2.4
(G.4) (4.8)
Pakistan indicator -4 3% 1.6
2.4) (1.8)
Observations 57 57

Notes: Robust standard errors are reported in paranthesis.
*** Represents significance at 1%, ** represents significance at 5%, * represents significance at 10%.
Country size is measured by area in square kilometers.
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1.90 The results of cross-country level regressions on industrial employment show that
India was a positive outlier in 1991, however, the coefficient on India was not statistically
significant. China was an even bigger outlier compared to the norm and controlling for
other factors. In 2005, China and India were less of an outlier. The cross-country
regressions on change in share of industrial employment in total employment are also
reported in Table 1.9. Both China and India have experienced a significantly higher
increase in share of industrial employment in total employment over the period 1991 to
2005, but the coefficients are not statistically significant.

1.91 In summary, South Asia has done well in promoting pro-poor growth, though
there are some points of concern regarding the job growth picture. One is that the rate of
job creation is slow compared to other developing countries. This may partially account
for the fact that South Asia is slower at reducing poverty compared to other developing
countries. The other potential concern is that the newly created service jobs are
geographically clustered. Because the service sector is more skill intensive than
manufacturing and agriculture, clusters tend to occur in the more developed states, for
instance, Tamil Nadu and Maharashtra in India.

Female Participation in Employment

1.92 Labor markets are the main channels through which economic growth is
distributed across the population. In this context, we should note that South Asia suffers
from one of the lowest female participation rates in the labor force in the world, and the
rapidly increasing service sector will be able to tap into a potential large female labor
force.

1.93 Figure 1.21 shows that high employment in services goes hand in hand with high
employment for women. It shows that countries with a high share of the population
employed in services tend to have the highest participation of women in the labor market.
In India, women make up 30 percent of the IT services and ITES workforce—a much
higher rate of female participation that in the services sector in general. In Ireland, 70
percent of call center employees are women. Women account for 65 percent of the total
professional and technical workers in IT and ITES in the Philippines (Dongier and Sudan
2009). The growth of services is key to enhancing female labor force participation, by
providing the kind of jobs that are needed to attract new worker groups, such as part-
time.

1.94 Table 1.12 reports cross-country regressions on the female labor force as a share
of total labor force. Compared to the norm, all South Asian countries are negative
outliers. They were huge negative outliers in 1982. They are less of an outlier in 2006,
but still remain well below the norm. China and Thailand are positive outliers. The
relatively low rate of female participation suggests that South Asia still has a lot of
underutilized labor resources it can tap to expand the service and manufacturing sectors.
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Figure 1.21: Female employment goes hand in hand with increased service employment
(total female employment as a ratio of total female population, 15-64)
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Table 1.12: South Asia and China in the cross section: female labor force as a share of total labor
force, 1982, 2006

Panel A
Labor force, female (% of total labor force)
1982 1982 2006 2006
Log GDP per capita -44.34%** -47.94%** -30.51*** -30.63***
(15.15) (15.58) (5.96) (6.19)
Log GDP per capita® 6.10*** 6.58*** 4.54%** 4. 52%**
(2.36) (2.43) (0.86) (0.89)
India indicator -14.86*** -12.81%**
(1.47) (0.91)
China indicator 0.75 2.96
(3.79) (2.08)
Bangladesh indicator -2.78** -4.62%**
(1.19) (0.72)
Pakistan indicator -17.95%** -13.03***
(0.89) (0.72)
Sri Lanka indicator -7.59%** -6.94%**
(0.91) (0.77)
Thailand indicator 11.29*** 7.98***
(1.15) (0.83)
Control for size Yes Yes Yes Yes
Observations 142 142 162 162

Notes: Robust standard errors are reported in parenthesis.
*** Represents significance at 1%, ** represents significance at 5%, * represents significance at 10%.
Country size is measured by area in square kilometers. End data for China is 2005 instead of 2006 as
manufacturing value added data is unavailable for 2006.

1.95 In this regard, it is encouraging to see that female labor force participation has
increased greatly in the services sector in South Asia (Figure 1.22). Over the last three
decades, the largest growth in female labor force participation has been in the services
sector, for both India and Pakistan, while participation levels in agriculture and industry
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have remained steady or fallen. Overall, these trends suggest that the service sector has a
considerable potential to generate jobs on a large scale, and to provide employment
opportunities for women, currently an under-utilized labor resource in South Asian
countries.

Figure 1.22: Female labor force participation by sector in India and Pakistan
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Indicators for the Labor Market, ILO. 2007.

Note: For India, the service sector employment includes trade, restaurant, transport & communications and
other services category. The figure represents the sum of employment figures for rural and urban areas. For
India, the female employment is reported as number of female employed per 1000 employed persons.

1.96 An additional benefit of service-led growth for South Asia is that its
environmental impact would be less dramatic, allowing time for income effects (favoring
a clean environment) to work their way through to environmental regulation. Service-led
industrialization may also avoid problems that come from natural resource export paths
of development.

F. WHAT EXPLAINS SOUTH ASIA’S SERVICE-LED GROWTH?

1.97 The 3Ts — technology, transportability, and tradability — have enabled rapid
globalization of service, and for South Asia to benefit from it. However, the 3Ts are
common to all countries in the world. Why has South Asia grasped this opportunity
while East Asia has gone for manufacturing? Was this a matter of luck and hysteresis,
for example, East Asia was an early integrator into the global economy and got "locked”
into manufacturing? Was South Asia lucky in being a late-comer to development, as it
has benefitted from the late globalization of service?'” Or, did South Asia pursue policies

7 China and other East Asian countries were early participants in global integration and they benefitted
from early globalization of manufacturing. India and other South Asian countries are late comers to global
integration, and they are benefitting from late globalization of service. The differences in the timing of
globalization of manufacturing and service partly explain the differences in the growth patterns of East
Asia and South Asia.
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and develop institutions to make this happen? Has India adopted pro-growth policies in
the service sector, just like China adopted pro-growth policies towards manufacturing?

1.98 Growth is an outcome of complex interactions between market integration,
institutions, education, infrastructure, geography, and leadership (see Growth
Commission Report 2008; and for South Asia, see World Bank 2009c forthcoming).
Growth has common characteristics such as sound economic management, high rates of
saving and investment, trade liberalization to tap into global markets, rapid technological
adaptation and learning, and above all resource mobility away from low productivity and
into high productivity areas. These policies are important to both service-led and
manufacturing-led growth.

1.99 India’s emergence as an exporter of modern impersonal service has resulted from
a combination of factors, including:

1 market integration;

7 availability of education and skilled labor force--scalability, depth, and quality of
the talent pool;
9 better institutions that impacted day-to-day running of service business; and

9 improved availability and quality of infrastructure supportive of service growth.

Market Integration

1.100 South Asia is not as well integrated in goods trade with the global economy as
East Asia, but it has adopted more liberal policies towards the service sector (see Ghani
and Ahmed 2009). All South Asian countries are more open to trade in services than
they were two decades ago. Liberalized services like business and telecommunications
services have attracted significant domestic and foreign investment. In India, the
majority of FDI inflows are concentrated in the service sector, and in particular modern
impersonal services (see World Bank 2008b; Gordon and Gupta 2004).

1.101 Public-private partnerships (PPP) are common in IT and IT-enabled business.
Government and IT firms routinely work together to address resource constraints. In the
area of skill development, for example, NASSCOM—the industry association in India
representing more than 1,200 IT companies—has created standards for competency
assessment that are now also being used by state training institutions. The Indian
diaspora has also played an important role in fostering the country’s IT-BPO industry. It
provided the contacts and networks that facilitated access to senior executives of major
foreign companies who might otherwise not have considered investing in India as an IT-
BPO destination in the early years.

1.102 The dramatic success of modern service exports from India illustrates the
importance of education which has depth and talent, and which can be easily scaled up.
India has benefitted from globalization of service because it has a large number of highly
skilled graduates. India has earned a strong reputation for its Indian Institutes of
Technology (11Ts) and the English language ability of 11T graduates.
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Education

1.103 India’s education system differs

from the rest of the world. India spends Table 1.13: Ratio of public expenditure on
more on tertiary education. Table 1.13 tertiary education to primary education per
compares the ratio of public student
expenditure on tertiary education per 2000 2005
student to public expenditure on
primary education per student for a India 6.25 6.64
group of countries. India spends 6 USA* 1.51 1.13
times more on tertiary education per Ireland 2.75 1.69
student compared to primary education. Mexico™ 4.09 2.75
Israel** 1.49 1.15
1.104 Thi_s ratio is high when one :f,g:g;sia** 2:23 jzgg
compares it to Ireland, Israel, Mexico, South Africa 397 351
South  Africa, Kenya, USA and Philippines 1.20 1.34

Philippines.  Malaysia is the only
country where the ratio on public
expenditure on tertiary education to  Source: World Bank 2008a. Note: * 1999; **2004.
primary education per student is above 6.

1.105 Cross-country regressions in Table 1.13 verify that India is an outlier in tertiary
education spending. The table shows public expenditure on tertiary education per student
for a group of 60 countries, controlling for initial GDP per capita, stage of development
and country size (measured by country population). The coefficient on the India country
indicator was significant in 2000. The coefficient on India was more than 2 percentage
points above the norm, one of the highest in the sample. It was statistically different from
zero. The coefficient on China was also positive and statistically significant in 1999. But
its coefficient was small in comparison to the coefficient on India country indicator. The
coefficient on USA was not significantly different from zero.

1.106 In 2005, India was again a large positive outlier and its coefficient was
significantly different from zero. India’s public expenditure on tertiary education per
student is more than 2 percentage points above the norm. Data on China is not available
for 2000 or 2005, and therefore the country indicator for China is excluded. The
coefficient on USA is not different from zero.

1.107 Limitations to growth in modern impersonal service are mostly on the supply
side, and in particular the availability of employees with education and skills that meet
the requirements of the global service market. The globalizing market for skills,
however, allows developing countries to take advantage of their cost advantage in terms
of labor and to make investments in expanding the skills of their labor forces in order to
make them suitable for employment in the fast-growing global IT and ITES industries.
Locations with comparatively large talent pools will have an advantage in attracting 1T
services and ITES companies because large companies prefer to source services from
locations where scalability is feasible.
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Table 1.14: Cross Country Regressions: Public Expenditure on Tertiary Education per Student

Panel A

2000 2005
Log GDP per capita -1.10* -1.97***

(0.63) (0.70)
Log GDP per capita2 0.25*** 0.39%***

(0.08) (0.09)
India indicator 2.48* 2.59**

(1.47) (1.23)
USA indicator 0.54 0.40

(0.38) (0.32)
Control for population Yes Yes
Observations 62 64

Notes: Robust standard errors are reported in parenthesis.

*** Represents significance at 1%, ** represents significance at 5%, * represents significance at 10%. Here we use
population as a measure for country size. China has been excluded from the regression as data for the respective time
period is unavailable. For regression in 2000, USA data is from 1999.

Institutions

1.108 The institutions that affect day-to-day functioning of service firms in India are far
more business-friendly compared to institutions that impact goods. For example, the
Telecommunications Regulatory Authority of India (TRAI), which impacts the electronic
delivery of service, has performed better than institutions affecting trade in goods (roads
authority, port authority, customs and product quality certification). The IT service
industry was declared an “essential services industry” in some states in India, allowing
“365%x24x7” operations, which was otherwise prohibited by restrictive labor laws in
India.

1.109 There is an emerging literature on the importance of institutions to growth and
development (Acemoglu and Johnson 2005). This relationship has been examined in
detail for the South Asian countries at the macro and micro levels, distinguishing between
the two key dimensions of institutional performance—property rights institutions and
contracting institutions (See Ahmed and Ghani 2007, chapter 4 by Fernandes and Kraay).
We have found evidence that property rights institutions matter more for economic
growth than contracting institutions.

1.110 However, since services differ in characteristics from goods, it is not clear which
institutions matter more for service-led growth. We examine the role of property rights
institutions and contracting institutions in service-led growth at the sub-national level in
South Asia, using World Bank Doing Business indicators and enterprise surveys. A
drawback of these surveys is that they are largely focused on goods and ignore services.
However, it is unlikely that institutions would differ significantly between services and
goods.

1.111 The term property right institutions refer to an owner's right to use a good or
service for consumption and/or income generation. There are four different ways by
which property rights affect economic activity (see Beasley and Ghattak 2009). The first
IS expropriation risk — insecure property rights imply that individuals may fail to realize
the fruits of their investment and efforts in producing goods and services. Second, poor
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property rights lead to high costs that firms and individuals have to incur to defend their
property, which, can be unproductive. The third is failure to facilitate gains from trade — a
productive economy requires that assets be used by those who can do so most
productively, and improvements in property rights facilitate this. The fourth is the use of
property in supporting other transactions.

1.112 We have proxied property rights institutions in South Asia by the time taken to
register a property, using World Bank’s Doing Business Surveys. Figure 1.23 shows that
there is a negative association between time taken to register a property and state level
service output per capita. Sub-national data for Bangladesh and India suggest that
Bangladesh is weak in property rights institutions and India is strong. There is variation
in property rights institutions within India. Bihar and Orissa have weak property rights
institutions compared to Andhra Pradesh and Karnataka. There is a clear negative
association between property rights institutions and service output per capita. States that
have experienced higher service-led growth also have stronger property rights
institutions, as measured the administrative dimension of property rights, which is weaker
in low-income states. A measure of contracting institutions is time spent dealing with
government officials. Figure 1.24 plots the relationship between this indicator and state
level service output per capita. It shows a negative association.

1.113 These plots say nothing about the direction of causation. It is possible that growth
in services output induces a switch to improved property rights, as opposed to property
rights and contracting institutions facilitating faster service output growth.

Figure 1.23: Property Rights Institutions and Service output per capita in South Asia
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Source: Doing Business Firm Level Surveys, 2007 and 2006. These firm level surveys were done at the
state level in leading and lagging regions of South Asia (Bangladesh, India, Pakistan, Sri Lanka)

Notes: The vertical axis variable is defined as time (days) spent to register property. The horizontal axis is
gross state service output per capita is from 2006 for India and Pakistan in 2000 international US$ PPP
terms. Since service output data for Bangladesh was unable, we used gross state domestic product per
capita terms for 2004.
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Figure 1.24: Contracting Institutions and Service Output per capita
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Figure 1.25: Service Growth in South Asia has not been constrained by restrictive labor laws
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1.114 An important institution to explore is the impact of labor laws on growth. It has
been widely recognized that restrictive labor laws in South Asia are associated with its
small manufacturign sector. We have plotted data from firm level surveys on labor
regualtions as an obstacle to doing business in South Asia on the vertical axis with log
real service output per capita on the x-axis. Clearly, there is no negative realtionship
between the two. This may reflect the fact that restrictive labor laws apply more to the
manufacturign and less to the services sector. This paradox is worth exploring in future
work.

Infrastructure

1.115 South Asia is well known for its poor infrastructure. But the infrastructure that
matters to modern impersonal service trade is in a better shape. Manufacturing relies on
hard infrastructure for transportation of goods—ports, roads, ships, air, and customs—for
delivery of goods. Service relies on telephone lines and the internet for electronic
delivery. So, what matters for service are the availability, quality, and reliability of
telecommunications, including broadband. Competitive broadband telecommunications
markets are a particularly critical factor for the growth of trade in IT services and ITES.

1.116 India has experienced a telecom revolution. The sector has experienced major
investment and competition and this has improved electronic delivery of services
tremendously. Technological change has favored the tradability of modern impersonal
service (IT and business) which can be digitized and delivered long-distance, relative to
traditional personal service (tourism and trade) which can only be delivered in person and
faces poor infrastructure.

1.117 The Software Technology Parks of India (STPI) initiative launched by the Indian
government in 1991 to overcome infrastructural and procedural constraints by providing
data communication facilities, office space, and “single window” statutory services was
extremely beneficial. The technology parks proved essential to the growth of the industry
given the broader context of deficient infrastructure and bureaucratic red tape. India’s
telecommunications policies of 1994 and 1999 allowed private sector investments into
the sector and cleared the path for establishment of alternative international gateways that
were also critical to development of the IT services and ITES industries.™

'8 In countries with unreliable public infrastructure, companies look for customized facilities such as IT
parks—with modern office space, high-speed broadband links, reliable power supply (including backup
supply), security services, and ancillary infrastructure including banks, travel desks, restaurants,
transportation systems, and hotel accommodation for visiting executives (see Dongier and Sudan 2009).
They also look for availability of land and business-friendly procedures such as quick building clearances
for real estate development. The availability of international airports with good flight connections near
IT/ITES locations is also an important factor.
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G. CONCLUSION

1.118 Until fairly recently, global trade in services was not possible because services,
unlike goods, are more difficult to trade, transport, and store. However, the 3Ts —
technology, transportability, and tradability — have permitted significant product
divisibility and tradability in services. Within the service sector, modern impersonal
services (business service, telecom, insurance and banking) have benefitted more from
3Ts than traditional personal services (trade, hotel, restaurant, beauty shops, barbers,
transport, and public administration services). The number of services that can be
produced and traded is constantly expanding--processing insurance claims; call centers,
desktop publishing; the remote management and maintenance of IT networks; compiling
audits; completing tax returns; transcribing medical records; health records, and financial
research and analysis. The 3Ts have unleashed the next industrial revolution—the
information and internet age.

1.119 Service is the fastest growing sector in global trade. Since the 1980s, world
services trade has grown more rapidly than merchandise trade. The share of service trade
in service value added has increased at a much faster rate in developing countries
compared to developed countries. Globalization of services has enabled developing
countries to tap into service as a source of growth. In particular, trade in modern
impersonal services has grown more rapidly compared to trade in traditional personal
services.

1.120 In this context, this chapter set out to examine four questions: how different are
the growth patterns in South Asia from that of East Asia, in what ways is South Asia’s
export performance distinctive, how pro-poor service-led growth is, and how service-led
growth and service exports can be sustained in the face of institutional bottlenecks and
the global downturn.

1.121 South Asia has experienced a remarkable service-led growth in the past two
decades. The service sector now accounts for more than 50 percent of GDP in all South
Asian countries, a pattern of growth distinctly different from those of East Asian
countries, where manufacturing has played a much bigger role.

1.122 South Asia’s growth experience, shows that services are dynamic, with total
factor productivity growth (TFP) approaching a healthy 2 percent annually. India’s TFP
growth rate in the service sector has increased at twice the rate of TFP growth in industry.
India has outperformed China in services when we compare their TFP growth rates in
service. Service labor productivity growth is much higher in South Asia compared to
manufacturing labor productivity growth. This leads us to revise the old view that
services are low productivity growth areas, without the dynamic externalities often
attributed to manufacturing.

1.123 We found that South Asia’s export pattern is distinctive in terms of focusing on
services. In particular, India is a significant outlier because its service exports are geared
primarily towards IT and ITES exports, which is usually associated with high-income
countries. Given the lower dependence of the service sector on heavy investments, and its
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relative resilience to previous economic downturns, we expect this pattern of exports to
be relatively more stable in the face of the current global economic downturn compared
to a pattern of manufacturing-led exports.

1.124 Services growth has contributed more than manufacturing and agricultural growth
to poverty reduction globally and regionally. Cross-country evidence from some 50
developing countries suggests that growth in the service sector is more correlated to
poverty reduction than growth in manufacturing. Trend growth in the service sector
among Indian states is associated with a decrease in the trend of the headcount poverty
rate of almost 1.5 points. Some states in India like Karnataka, Tamil Nadu, and Andhra
Pradesh have experienced a significant decrease in urban poverty that may be associated
with an increase in their service sector share.

1.125 We also found that the service sector has created the largest number of jobs in
South Asia over the past decade, that in many cases these jobs have seen high wage
growth, and that services are the largest source of increasing female labor force
participation. These, together with the observed high contribution of services to overall
labor productivity, augurs well for service-led growth to be pro-poor.

1.126 The sustainability of service-led growth will depend on both global factors
beyond South Asia's control (for example, the global financial crisis and economic
downturn, the potential threat of protectionism) as well as the ability of South Asian
countries to take advantage of the opportunities arising from the increasing globalization
of service, and political support for a growth strategy that may be more geographically
concentrated (in leading and not lagging regions, in urban areas and not rural areas, in
large cities and not in small towns) than manufacturing.

1.127 To ensure that a service-led growth is sustained and the benefits of service-led
growth are widely shared, policy makers in South Asia will need to focus on three
priorities.

1 First, the solution to geographical concentration and clustering of services is not
relocation of production but market integration within country, across countries,
and globally. People outside the tradable services hubs have to be able to take
advantage of the jobs and opportunities available in these hubs. In order to ensure
this, impediments to people’s mobility, and mobility of capital and ideas, have to
be removed.

9 Second, given that the skill requirements in services are higher than in
manufacturing, investing in education is of paramount importance. Without a
good education, people will simply not be able to benefit from the developments
in the tradable services sector as they will not be able to perform the tasks
required. Rapidly growing service and education can become a virtuous circle in
South Asia, as tradable service has increased demand for skilled workers and
return to education.
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9 Third, South Asia will need to invest more in infrastructure, without which
market integration and connectivity cannot be achieved. Maintaining and
upgrading both the quantity and quality of its communication infrastructure,
electricity provision, and air transportation is crucial for ensuring the possibility
of engaging in trade in the first place. Given the large fixed costs associated with
establishing the necessary infrastructure to be able to trade in services, and given
the positive externalities that can be reaped to a much greater extent in an
agglomerated service hub, focusing on a few locations will likely be most
successful. Continued improvements in the institutional environment related to
property rights protection and contracting will also help to encourage service-led
growth.

1.128 South Asia’s experience shows that late-comers to development are not doomed
to failure and the “bottom billion” have not missed the boat. Globalization of services
provides many more opportunities for developing countries to find niches, beyond
manufacturing, where they can dominate. South Asia’s experience also shows that
industrialization is not the only route to economic development.

1.129 Each country should try its best to capture the opportunities opened to them no
matter whether they come from service or manufacturing. However, when an
opportunity arises, whether a country has the ability to capture it may depend on its
relative strength. India’'s growth in service-led and China's growth in manufacturing-led
may reflect, among others, their relative strength in education and infrastructure, and the
timing of globalization of services.
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ANNEX A. LIST OF VARIABLES, DATA DESCRIPTION, AND SOURCES

Country Size Country area in square kilometers ‘World Bank, 2008, WDI

Expenditure on tertiary education Public expenditure per student is the public current spending on education divided UNESCO, 2008.
per capita (% of GDP) by the total number of students by level, as a percentage of GDP per capita.

Female employment Female labor force as a percentage of the total show the extent to which International Labor Organization
(% of labor force) women are active in the labor force. and WDL 2008.

Goods Exports Goods exports refer to all movable goods (including nonmonetary gold) involved in a Balance of Payments, 2008.
change of ownership from residents to nonresidents. Forms of processed goods, repairs IMF
on goods, and goods procured in ports by carriers.

IT services Information Technology services (ITS) like custom application development, application outsourcing, NASSCOM, 2008.
kaged software installation and support, network infrastructure management, IT training and

P S

education, network consulting and integration.

Log GDP per capita Natural Log of GDP per capita, which is measured in constant Planning Commision of India,
2000 US$ 2007 for subnational
World Bank, 2008, WDI

Poverty headcount Poverty is defined as percentage of population below $1 (PPP) per day. MDG Indicators, 2008.
(% of population) ‘World Bank

Service Labor Productivity Value added by services (at constant 2000 US$) divided by total employment in the World Bank, 2008, WDI
tertiary sector Sivasubramaniam, 2007 for India
Balance of Payments, 2008. IMF.
Bosworth, Collins, 2007 for China




Transportation Services Transportation covers all transportation (sea, air, and other - including land, internal
waterway, space, and pipeline) services that involve the carriage of passengers,

the movement of goods (freight), rentals (charters) of carriers with crew, IMF
and related supporting and auxiliary services.

Balance of Payments, 2008.

Value added Value added in Agriculture, Manufacturing, Industry and Services
in constant 2000 US$

World Bank, 2008, WDI

Worker remiftances (net) Workers' remittances are current transfers by migrants who are employed or intend to Balance of Payments, 2008.

remain employed for more than a year in another economy in which they are considered IMF
residents. Some developing countries classify workers' remittances as a factor income receipt
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2. THE ROLE OF THE SERVICE SECTOR IN
EcoNnoMIC GROWTH AND EMPLOYMENT
GENERATION IN SOUTH ASIA

Barry Bosworth and Annemie Maertens®

A. INTRODUCTION

2.1  The services sector is a substantial and growing component of the South Asia
economies. In 2006, output of services exceeded 50 percent of GDP in India, Pakistan,
Sri Lanka, Bangladesh and the Maldives, and it is a growing share in every country. For
the region as a whole, agriculture has declined sharply over the past quarter century to less
than 20 percent of GDP from 37 percent in 1980 (Figure 2.1). While the share of industry
has grown only modestly to 27 percent, services have expanded from 39 percent of GDP
in 1980 to 54 percent in 2005. In this respect, South Asia contrasts with the high-growth
developing economies of East Asia where industry has played a more dominant role in the
early stages of economic development. As shown in Figure 2.1, the shares of agriculture,
industry and services in East Asia are 13, 46, and 41 percent respectively. South Asia has
a larger services sector despite being at a substantially earlier stage of its economic
development.

2.2 This paper focuses
on the performance of the Figure 2.1: Structure of GDP South Asia versus East Asia
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services emerging only in the later stages.

2.3 We highlight two aspects of growth in services, the contribution to improvements
in productivity and job creation. First, except for Bangladesh and Bhutan, the services
sector has a higher level of output per worker than industry—a sharp contrast with East

! Aaron Flaaen of the Brookings Institution provided expert research assistance.



Asia. Second, for the four large economies of Bangladesh, India, Pakistan, and Sri Lanka,
services contribute the largest share of growth in overall output per worker over the period
of 2000-06. On the employment side, services have been the major source of job growth
since 1990 in both India and Pakistan.

2.4 It is important to remember, however, that the services industries are far less
dominant when viewed from the perspective of the distribution of employment. Even
though agriculture has declined to less than a fifth of GDP in the region, it still accounts
for nearly half of total employment; and services, with more than half of GDP, employs
less than a third of the workforce (Figure 2.2). In fact, East Asia, with a smaller share of
its GDP in services, has a substantially larger share of its employment in the sector.
While it is difficult to obtain historical data on employment by sector for South Asia
countries, it is evident that the changes in its sector distribution have been much less than
those for output. In part, this reflects the residual nature of employment in agriculture in
low-income countries where a substantial number of workers are under-employed; but it
also is the result of higher levels of labor productivity (output per worker) in industry and
Services.

Figure 2.2: Structure of Employment South Asia versus East Asia
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2.5  The discordance between changes in the services share in GDP and its share in
employment has attracted attention and created worries. Given the increasing importance
of the service sector in the GDP and perceptions of its limited ability to absorb labor, is
South Asia’s growth of a job-less nature? And given the large supplies of unskilled
workers, will this lack of employment generation have a negative impact on poverty rates
in the region? Nor is it evident that the expansion of the share of services in GDP should
be interpreted as a completely positive development. Some observers have argued that it is
more a reflection of the under-performance of the industrial sector where regulatory
barriers and other factors have constrained growth.
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2.6 Services comprise a diverse set of industries which render generalizations difficult.
They differ from goods in that they cannot be stored and must in general be consumed at
time of purchase. We adopt a standard national accounts’ definition of the boundary
between goods and services that allocates mining, manufacturing, construction, natural
gas, electricity and water to the industrial sector.’ Services-based activities include:
assisting in the production of other products such as managing the transportation and
distribution of products (logistics), services directed to final demand (personal services
and retail trade), services aimed at improving the quality of other inputs (education and
R&D), and services designed as a general infrastructure of inputs into other industries
(finance and business services). Some analysts, in focusing on the remarkable expansion
of the services sector in India, also prefer to distinguish modern services, such as business
services, finance, and communications, from the more traditional industries of
transportation, trade and personal services.

2.7  There is also a strong tendency for the share of services in GDP and employment
to rise with increasing incomes. Thus, the share of services averages over 70 percent of
GDP in the high-income OECD countries, whereas it represents only 45 percent for the
least developed countries. Two explanations have been given for the positive association
of services with income. On the demand side, it is noted that services tend to have a higher
income elasticity. However, the assumption of a low elasticity of demand for goods is
strongly influenced by the inclusion of food whose income elasticity is low compared to
durable goods. In contrast, restaurant meals, for which expenditures typically rise with
income, are classified as part of the service sector. Outside of food, income elasticities for
aggregate goods and services seem similar. On the supply side, Baumol (1967) argued
that the rising share reflects limited opportunities to raise productivity in many service-
producing industries. Wage increases equal to those in goods production, combined with
lower productivity growth, raise nominal costs in services at a faster rate. The result is a
rising share of nominal GDP being allocated to the production of services, and a belief
that the slow productivity growth in services is a drag on the performance of the overall
economy.

2.8 The whole debate is confounded by difficulties of measuring the price and output
of services. Many countries produce their service-industry statistics by deflating nominal
output with a measure of the price of the inputs ruling out productivity growth by
assumption, or by simply assuming that service prices rise in line with the overall
consumer price index.® In the United States, where significant efforts have been made to
improve the measurement of services prices and output, rates of improvement in labor
productivity seem roughly similar in the goods and services-producing sectors. Recent
advancements in information technology have had a greater impact on the provision of
services, accelerating productivity growth in that sector. There is considerable variation
across industries within each grouping, however, making it hard to draw definitive
conclusions (Triplett and Bosworth 2004).

“The national accounts of some countries assign electric, gas, and water utilities to the services sector. We
follow the practice of the World Development Indicators and put utilities in the industrial sector.
A number of the difficulties surrounding the measurement of services were highlighted in Griliches (1992).
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2.9  The first goal of this paper is to review the evidence on some of the above issues.
Have services been a dominant source of growth in the South Asian economies, as argued
in many discussions of India’s recent growth; or has the sector been plagued with low
productivity growth, as often claimed? We examine the performance of the services
sector in the eight countries that make up the region in terms of their contribution to the
growth of GDP and employment. We can compare the growth in services, both relative to
that of agriculture and industry and differences in economic structures across the region.
Second, for some of the countries we have sufficient data to examine the performance of
productivity across the three major sectors of the economy.

2.10 The next section gives an overview of the basic economic structure in terms of
GDP and employment of the eight South Asian countries: Afghanistan, Bangladesh,
Bhutan, India, the Maldives, Nepal, Pakistan and Sri Lanka. In a third section we calculate
the growth rates of output, employment and output per worker by sector for all economies
except for Afghanistan and Bhutan. In addition, we present the results of a growth
accounting exercise — also by sector - for India and Pakistan in this section. In the fourth
section we look at the contribution of growth in individual sectors versus reallocation
effects to overall economic growth in Bangladesh, India, Pakistan and Sri Lanka. Section
E examines performance within the different industries of the service sector. Due to data
limitations we focus on the larger economies: Bangladesh, India, Pakistan and Sri Lanka.
In Section F, we present our results using survey data to measure the educational
attainment of workers in the service sector relative to the rest of the economy. Section G
briefly discusses trade and FDI in the service sector in South Asia. Section H concludes.

B. BAsIC ECONOMIC STRUCTURE

2.11 The eight countries that comprise the South Asia region vary enormously in the
size of their populations and economies. India, with a population of 1.1 billion, accounts
for 75 percent of the region’s population and 77 percent of GDP. In contrast, both Bhutan
and the Maldives have populations of only 600 and 300 thousand respectively. Most of the
data on output of services industries are derived from the national accounts of the
individual countries, but for convenience we have relied on the data as republished in the
World Development Indicators (WDI) database.

2.12 Information on employment is much more incomplete since it is often limited to
decennial censuses, but some of the countries are beginning to undertake labor force
surveys on a more frequent basis. That information was obtained from various statistical
yearbooks, the web sites of the national statistical agencies, and the online databanks of
the International Labor Office (ILO).* Some basic characteristics for each of the eight
countries are summarized in Table 2.1,

2.13 Afghanistan has only recently restarted its national statistical system after being
disrupted during the years of Taliban control. The 2005 estimate, based on a 2003 census,
put the population at about 25 million, similar in size to Nepal. Data on GDP and its
structure are available since 2002, and estimates of employment by major industry are

* Statistical issues are discussed in more detail in a later section of this report.
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available for a similar period.> It is the most agrarian economy in the region based on the
share of GDP and employment in the agricultural sector. Seventy percent of the workforce
is in agriculture and a miniscule five percent of workers are employed in industry. The
services sector is rudimentary and largely limited to trade and transportation. Afghanistan
did not participate in the 2005 international price comparison project aimed at measuring
comparable standards of living, but income per capita is at or below that of Bangladesh
and Nepal.

Table 2.1: Summary Statistics of South Asian Economies, 2005

Sri Total:

Afghanistan Bangladesh Bhutan India Maldives Nepal Pakistan South
Lanka Asia

GDP (current

USD, billions) 6.8 61.2 0.8 778.7 0.7 8.7 118.4 24 999.3
GDP per Capita

(PPP current

intl dollars) NA 1,268 3,694 2,126 4,017 1,081 2,396 3,481 2,074
Total
Population
(millions) 25 137 0.6 1,101 0.3 25 154 20 1,463
Trade Share of
GDP 68.08 39.63 81.95 44,72 172.12 48.68 35.21 79.60 44,58
Sector Share of
GDP
Agriculture 42 20 24 20 10 37 21 17 20
Industry 22 27 37 30 17 17 27 26 29
Services 35 53 39 50 73 49 51 57 50
Sector Share of
Employment
Agriculture 70 48 44 56 12 66 43 30 54
Industry 5 15 17 18 25 13 21 26 18
Services 26 37 39 26 63 20 36 43 28

Source: World Bank. 2005 International Comparison Project, Preliminary Results" (December, 2007) and
individual country statistical agencies.

2.14  Bangladesh is the third largest country in the region behind India and Pakistan in
terms of population, 137 million; but average income per capita is significantly below the
other two. The structure of the three economies is highly similar, however, with slightly
more than 50 percent of GDP originating in services. Its overall economic growth rate has
been only slightly below that of India over the past decade. As shown in Figure 2.3, the
services share of the Bangladesh economy has grown modestly over the past quarter
century, from 48 percent of GDP in 1980 to 53 percent in 2005. The country’s growth,
however, has been concentrated in manufacturing. There has been a large shift of
employment out of agriculture into both industry and services, but, at 37 percent of the
total in 2005, services employment is more than twice that of industry.

> Basic economic data is available in IMF (2008). During 1978-95 the national accounts were compiled on
the basis of Gross Material Product, which differs from the concept of GDP primarily in the services sector.
The United Nations and the Asian Development Bank provide estimates for the years prior to 2002 by
pulling together data from a variety of different sources, but they are not fully converted to a GDP basis.
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Figure 2.3: Evolution of Sector Shares of GDP, South Asia, 1980-2005
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2.15 Bhutan is a very small country with a reported population of only about 600,000.
However, the government’s estimate of the population is limited to those who are official
citizens, and it is not fully consistent with earlier estimates. The national accounts are also
limited, but they do reflect the strong growth of GDP over the last decade, averaging 8
percent annually, driven chiefly by increased production of hydroelectric power. The
estimated share of services in GDP has remained constant since 1980 at 38 percent, but
there has been a large change in the allocation between agriculture and industry. In 1980,
Bhutan was primarily an agrarian society with agriculture accounting for 94 percent of the
workforce, but the ratio has declined to less than 50 percent in 2005. Employment has
grown considerably in both industry and services, which conflicts somewhat with the
national accounts suggestion that the growth has been concentrated in industry.® Bhutan
also has a surprisingly high ratio of trade to GDP for a landlocked country, much of it
associated with the development and sale of electric power. In addition, much of the labor
for the hydroelectric projects has been supplied by emigrants from India.

2.16 India, the largest country in South Asia, clearly dominates the overall figures.
GDP growth has averaged 6.7 percent over the past decade. The well publicized services
sector does indeed display strong performance in both the GDP and employment data.
Figure 2.3 demonstrates that the decline in the share of agriculture in GDP from 39
percent in 1980 to 18 percent in 2005 has been largely absorbed by an increase in the
share of services, from 37 percent in 1980 to 54 percent in 2005. In terms of employment,
agriculture represented 70 percent of the employed labor force in 1980 and 56 percent in

® The employment estimates for 1980 and 1990 were obtained from earlier publications of the ILO, but they
are no longer included in the public data files of the ILO.
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2005, while the share of the service sector increased from 17 to 26 percent. However, it is
also important to note the employment data are based on the primary employment as
reported in household surveys, although it is well-known that many household members
have multiple jobs. Thus, the sector assignment of employment may not be completely
representative. Estimates of employment are only available from quinquennial surveys
and the last available number is from 2004-05.

2.17 The Maldives is an extremely small island-based economy with a population of
only 300,000. With a land area of less than 300 square kilometers, it is very densely
populated. As a result of the limited land area, agriculture constitutes a modest proportion
of the economy, and while there is some fisheries production, the bulk of the economy is
devoted to services. The service sector has exceeded 70 percent of GDP throughout the
post-1980 period and the share devoted to agriculture and fisheries has declined to only 10
percent of GDP. The service sector is also the major employer, accounting for 63 percent
of total employment. It has a very large ratio of trade to GDP consistent with its emphasis
on tourism and the need to import most basic commodities. The Maldives also has the
highest level of income per capita in the region and the fastest rate of GDP growth over
the past decade.

2.18 Nepal has a highly agrarian economy, second only to Afghanistan among the
South Asian countries, even though employment in agriculture has declined from 91
percent of the total in the 1981 census to 66 percent in 2001. Together with Afghanistan,
it is the poorest country in the region. An insurgency and political unrest have limited
growth over the past decade to an average of less than 4 percent annually. It is a
landlocked country and the dominant portion of its trade is with India. The share of
services in the GDP has grown from 30 to 48 percent over the period of 1980 to 2005.

2.19 Pakistan is the second largest economy in the region, yet it is still only about one-
sixth the size of India. The structure resembles that of India’s with nearly identical shares
of GDP in the three major sectors. However, the transition out of agriculture into
services, after initially exceeding that of India, has slowed since 1980: the share of
services in GDP has grown from 46 percent in 1980 to 53 percent in 2005. From an
employment perspective, the shift toward services is more pronounced, with an increase in
the share from 27 percent in 1980 to 36 percent in 2005. Agriculture employment fell
from 53 to 43 percent of the total and the share employed in industry has remained
unchanged. In the 2005 PPP study, Pakistan is reported to have an average income per
capita marginally above that of India, although growth in GDP has been markedly less.

2.20 Among the larger economies, Sri Lanka has the highest income per capita, but
growth has been held down by a long-running civil conflict. It also has the most extensive
service sector, accounting for well over 50 percent of GDP, and the share of the workforce
in services is substantially above that of the other countries in the region, except for the
Maldives. As shown in Figure 2.3, the transition out of agriculture into services has also
occurred at a fairly rapid pace, but Sri Lanka is the only country to have experienced a
decline over the 1980 to 2005 period in the industry share of GDP.
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C. GROWTH IN OUTPUT AND PRODUCTIVITY

2.21  All of the countries of the region have national accounts from which we can
measure output growth in the overall economy and the contributions of the three major
sectors. However, the quality of the national accounts data is highly variable and several
of the countries lack sources of information on the size and sector allocation of the
workforce, limiting the ability to measure labor productivity and other indicators of
economic performance. These statistical problems are most severe in the service-
producing industries and they arise largely because of the lack of basic survey information
on the enterprises in these industries that could be used in the construction of the national
accounts.

2.22  Measures of the economic performance of the service sector are underrepresented
in the statistical systems of most countries for several reasons. First, attitudes toward the
production of services were strongly influenced in the early stages of industrialization,
when the focus was on the need to increase the production of food and other material
necessities of life. Second, as few services were historically tradable across national
borders, they could not be used to finance the purchase of advanced capital equipment and
other products that were unavailable in the domestic economy. Both of these factors led
to an early emphasis on the goods-producing sector. In addition, there are unique
difficulties in measuring the output of some service-producing industries. For some
intangibles, it is hard to define a unit of output and its price. Finally, services are often
produced in the informal sector within small enterprises that can be difficult to capture in
statistical reporting systems. The result is that many countries undertake extensive annual
surveys of enterprises in manufacturing and they have large statistical bureaucracies
charged with gathering information on the production of agricultural commodities; but no
such reporting system exists for service-producing enterprises.

2.23 India, Pakistan and Sri Lanka have large statistical programs that produce much of
the essential information needed for evaluating economic performance at the sector level.
The national accounts have estimates of value added by industry covering several decades
and we can construct annual measures back to 1980. However, the incomplete coverage
of the informal sector results in considerable reliance on interpolation and extrapolation of
estimates for services. The employment data were obtained from periodic population
censuses or labor force surveys of households and interpolated and extrapolated for other
years. Information on the allocation of capital among sectors or major industries is
available only for India and Pakistan.’

2.24  For the other countries, the data are more restricted. Credible estimates of output
and employment in Afghanistan are available only since 2002, and there are no
meaningful measures of employment in Bhutan beyond the 2005 population census.
Bangladesh has conducted periodic labor force surveys dating back to the early 1980s, but
their structure has varied over time. Population censuses are available for the Maldives at
about 5-year intervals and we have the data beginning in 1990, but large portions of the
workforce have no identified industry of employment. There are three census estimates of
employment for Nepal, but they imply an extraordinary 20 percent annual rate of growth

" Since 2000, these data are also available for Nepal.
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within the industry sector. For some countries, we also had access to the individual
household datasets for recent surveys. They provided additional information on the
educational attainment of the workforce within the major industries.® Summary measures
of annual rates of growth in output, employment and labor productivity are reported in
Table 2.2 for the overall economy, agriculture, industry, and services. It includes data for
six countries but excludes Afghanistan and Bhutan due to the severity of data constraints
in these countries.

2.25 Bangladesh. The economy has achieved strong growth in recent years, and in
general the economy has done much better than would have been anticipated at the time of
the country’s creation, given the severe poverty and lack of any significant natural
resources. In fact, Bangladesh’s growth in agriculture and industry has consistently
exceeded that of India since 1990. Output growth has also been strong in the services
sector, even if not at the exceptional rates of India. Most notable, growth in Bangladesh
has been employment intensive with a strong expansion of jobs in both industry and
services. The improvement on labor productivity, while significant in recent years,
accounts for less than a third of overall growth and a fifth of the growth in services. There
are no available measures of the capital stock at the sector level, but the overall
investment rate, averaging about 25 percent of GDP over the last decade, suggests a
modest contribution of capital to growth.

2.26 India. The emphasis on services as the driving source of India’s growth
acceleration is very evident in the sector calculations of Table 2.2. At the level of the total
economy, growth has averaged 7.5 percent annually in 2000-06, compared to 5.7 percent
in the 1990s. The expansion of agricultural output slowed in the 1990s and has
accelerated modestly in recent years. However, growth has been strong in both industry
and services. Output growth in industry has recovered from a slowdown in the 1990s and
has averaged 8 percent annually after 2000 with two-thirds of the growth being reflected
in employment gains.

2.27  Services output has accelerated to an average of more than 9 percent per year with
about half of the growth in employment and half in improvements in labor productivity.
In recent years, the industry and services sectors have been strong sources of job growth
in India. It is also notable that the employment gains in these sectors have been smaller
than those of Bangladesh.

2.28 The Central Statistical Office of India produces estimates of the capital stock by
industry, and we can obtain measures of the educational attainment of the workforce from
the quinquennial household surveys. This added information enables us to construct more
complete growth accounts that show the contribution of physical capital, education, and
total factor productivity (TFP) to the growth of labor productivity in each of the three
sectors.’

® The data sources are discussed more fully in an Annex.
® More complete explanations of the methodology are provided Bosworth, Collins and Virmani (2007).
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Table 2.2: Rates of Growth, Total Economy and Major Sectors, South Asia Countries, 1980-2006
Average annual percentage rate of change

Total Economy Agriculture Industry Services Reallocation
1980 | 1990 | 2000 | 1980 | 1990 | 2000 | 1980 | 1990 | 2000 | 1980 | 1990 | 2000 | 1980 | 1990 | 2000

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

Bangladesh

Real Output

Growth 3.7 | 47 56 | 25 | 32 | 28 | 58 69 | 78 37 | 45 | 58

Employment 28 | 19 | 40 | 11 14 | 29 | 6.2 2.1 62 | 49 | 26 | 47

Output Per

Worker 0.9 2.7 1.6 1.3 1.8 0.0 -0.4 4.7 1.5 -1.1 1.8 1.1 1.0 0.3 0.7

India

Real Output

Growth 55 | 57 75 | 34 | 22 | 29 | 71 55 | 81 65 | 84 | 93

Employment 2.0 1.6 2.9 1.2 0.8 1.6 3.6 2.2 5.2 3.6 3.4 4.4

Output Per

Worker 35 | 41 | 45 | 22 13 14 | 34 | 33 | 27 28 | 49 | 46 | 08 | 09 12

Maldives

Real Output

Growth 115 | 79 6.7 | 11.0 | 19 6.8 | 114 | 93 9.4 11.7 | 8.6 6.2

Employment N/A | 44 4.2 N/A | -1.8 1.1 N/A | 2.7 8.5 N/A | 4.8 7.3

Output Per

Worker N/A | 33 25 | N/A | 338 5.6 N/A | 6.4 0.8 N/A | 3.6 -1.0 | NJ/A | NJA | N/A

Nepal

Real Output

Growth 4.7 5.0 3.3 4.6 2.4 3.6 8.1 7.8 2.6 3.5 6.5 3.5

Employment 0.7 1.8 1.9 -05]-01 ] -01 191 | 195 | 177 7.9 4.6 4.2

Output Per -

Worker 40 | 31 14 | 51 | 25 | 37 | 92 | 98 | 128 | 40| 19 | -07 | 42 | 24 | 26

Pakistan

Real Output

Growth 6.1 4.4 5.4 4.0 44 2.1 7.7 4.2 7.3 6.6 4.5 6.1

Employment 2.0 2.1 4.1 1.8 1.6 2.2 1.8 1.2 6.6 2.8 3.7 5.3

Output Per

Worker 40 | 22 13 | 22 | 28 | -0.2 | 58 29 | 07 37 | 08 | 08 | 03 | 04| 08

Sri Lanka

Real Output

Growth 42 | 51 | 38 | 28 19 | 08 | 45 68 | 35 | 49 | 58 | 51

Employment 14 2.3 2.0 1.7 -0.4 0.1 1.1 4.3 4.0 1.2 4.1 2.4

Output Per

Worker 2.7 2.8 1.8 1.1 2.2 0.7 34 2.3 -0.5 3.7 1.7 2.6 0.0 0.8 0.4

Source: Constructed by the authors, from the data and sources listed in the Annex.

2.29 The results of the growth accounting exercise are shown in the top panel of Table
2.3. At the level of the total economy, increased capital per worker and improvements in
educational attainment account for significant portions of the gains in labor productivity.
However, improvements in TFP are also a substantial contributor to growth, a finding that
contrasts with the findings in other regions at comparable stages of development (Young
1995). The sector detail indicates that the contribution of both increased capital per
worker and TFP are concentrated in services. Also, the contribution of improvements in
educational attainment, while it is most substantial for services, is small compared to the
gains in some of the high-growth economies of East Asia — an issue we will return to in a
later section.
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2.30 Maldives. The Maldives is also a services-based economy, but its emphasis on
tourism implies a much different role than in India. We have data on the structure of
output and employment beginning in 1990. Agriculture and fisheries along with industry
show strong rates of growth in recent years, but they represent very small shares of the
overall economy. The growth of services GDP has slowed, but it continues to average
more than 6 percent per year. Consistent with the emphasis on tourism, the services sector
has had little or no growth in labor productivity. However, we have limited confidence in
the estimates of productivity at the sector level because a very large number of persons are
not assigned to any specific industry in the population censuses. In the 2000 census, 17
percent of the workforce had no specific industry, compared to 2-3 percent in 1995 and
2006.

2.31 Nepal. The economy has grown slowly in recent years despite the surge in
neighboring India with which Nepal is closely linked. In particular, the insurgency has
held back the growth in tourism, but growth has also slowed in industry relative to the
1990s. Information on employment changes is severely limited. Population censuses
were undertaken in 1981, 1991, and 2001, but the first two did not use international
standards for defining employment status nor industry. As a result, it is difficult to
interpret the changes between census years. In addition, large numbers of persons are
employed in very small rural enterprises that are not well reported in the statistics. These
statistical problems dominate the extremely rapid rate of reported employment growth in
industry (shown in Table 2.3), and result in an implied large decline in labor productivity.
A labor force survey was completed in 1998-99 that indicated a level of employment in
industry consistent with the 2001 census, but a much higher level of agricultural
employment. A second round of the labor force survey is being undertaken in 2008, but
until it is available there is no means of estimating changes in employment over time.

2.32 Pakistan. Overall growth has averaged 5.4 percent annually in the 2000-06 period,
held down by weak growth in agriculture; but output growth has exceeded 7 percent in
industry and 6 percent in services. In contrast to India, large portions of the growth have
been reflected in increased employment rather than productivity gains. In the most recent
period, labor productivity has declined in agriculture and grown at less than one percent
per year in industry and services. Pakistan has conducted a labor force survey on an
annual basis since 1980, and the estimates of employment growth by sector should be
quite reliable.

2.33  Sufficient information on capital investment is available for Pakistan to allow us to
construct more complete growth accounts, comparable to those for India. They are shown
in the lower panel of Table 2.3. The most striking feature is the very modest contribution
of capital accumulation to Pakistan’s growth.

2.34  While we previously noted the low rate of improvement in labor productivity, it is
all attributable to gains in TFP because the contribution of capital per worker has
generally been negative across the three sectors in 2000-06. Gains in TFP within the
industrial sector are above or comparable to those in India, but rates of improvement are
markedly lower in services.
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Table 2.3: Sources of Growth in Output per Worker in India and Pakistan: Total Economy and
Major Sectors, 1980-2006

Average annual percentage rate of change
Total Economy Agriculture Industry Services

198 199 200 198 199 200 198 199 200 198 199 200

0- 0- 0- 0- 0- 0- 0- 0- 0- 0- 0- 0-

199 200 200 199 200 200 199 200 200 199 200 200

Component 0 0 6 0 0 6 0 0 6 0 0 6
India
Output Per Worker 35 41 45 22 13 14 34 33 27 28 49 46
Contribution of
Capital 11 18 20 02 05 05 15 24 09 04 13 23
Contribution of
Education 03 04 04 03 03 04 03 04 02 03 04 04
Contribution of
Land -1 00 -01 -01 -01 -04 00 00 00 00 00 OO0
TFP 22 18 21 19 07 09 15 06 16 21 31 19

Pakistan
Output Per Worker 40 22 13 22 28 02 58 29 07 37 08 08
Contribution of
Capital 14 12 01 13 11 01 12 19 -11 15 06 -06
Contribution of
Education 09 -02 03 08 -02 02 09 -02 03 09 -02 04
Contribution of
Land -01 -01 -01 -04 -03 -06 00 00 00 00 00 O00
TFP 18 13 12 06 21 01 36 12 15 12 04 1.0

Source: Constructed by the authors, from the data and sources listed in the Annex.

2.35 Sri Lanka. The economy has performed poorly in the post-2000 period under the
pressures of continued social conflict, and the overall growth of GDP has been below the
average for the region. However, much of the growth slowdown is the result of limited
gains in agriculture, and the expansion of the services sector has remained at or above 5
percent per year. Within services, the growth has been equally divided between increases
in employment and labor productivity. There are reasonably good statistics covering the
national accounts of Sri Lanka and employment, but no information is available on the
sector distribution of capital.

2.36 It is important to note that this growth accounting exercise does not explicitly
allow for economies of scale, and as such these are subsumed within an overall residual of
TFP. The service sector is traditionally known as a sector in which there are limited
opportunities for within-firm economies of scale. This is due to the heterogeneity and
simultaneity (where the consumer is involved in creating the service) which makes it more
difficult to achieve scale economies. However, several sub-sectors of the service sector
these days are more run like a factory, for instance a large-scale call center or IT
organization, exploiting economies of scale (Singh 2006). And of course, the traditional
infrastructural services like electricity, gas and water supply, often government
monopolies also have scale economies.

2.37 Several empirical studies have examined economies of scale in the traditional
service sectors like electricity supply, transportation services, and postal services and in
the non-traditional service sector like marketing services, telecommunication services,
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health services and insurance services. Most of these studies conclude that significant
economies of scales exist. None of these studies, however, have looked at any of the
service industries in South Asia.*

D. LABOR PRODUCTIVITY AND REALLOCATION EFFECTS

2.38 Output growth can be generated from the reallocation of resources into higher
productivity activities as well as from productivity gains within sectors. Indeed, this
reallocation effect is potentially a very important source of growth for economies in which
a large share of labor is initially underutilized in agriculture. In the discussion below, we
examine the dimension of the sources of growth in some of the South Asian economies.
Our first step is to examine sector differences in labor productivity. We then decompose
aggregate growth in output per worker into the contributions from each sector and a
residual, which can be interpreted as the effects from resource reallocation.

2.39 Table 2.4 shows the level of output per worker across the three major sectors of
each country in 2005. We use PPP exchange rates from the recently completed
international comparison project to construct measures that are roughly comparable across
the countries of the region.** First, the table provides a comparison of the cross-national
performance of labor productivity. They are, of course, similar in relative magnitudes to
the measures of GDP per capita shown in Table 2.1, differing only because of variations
in the proportion of the total population that are employed. Pakistan, for example, reports
a very low labor force participation rate for women; this raises the level of GDP per
worker well above that of India.

2.40 Second, Table 2.4 highlights the substantial sectoral differences in labor
productivity within the individual economies. Except for the Maldives and Nepal, labor
productivity is much higher in industry and services than in agriculture. India appears to
have particularly large productivity differences, reflecting the magnitude of under-
employment in rural areas. The differentials are less for Pakistan and Sri Lanka. As
noted earlier, the level of labor productivity in Nepal seems unusually low, but it may
reflect large numbers of workers engaged in household crafts. To our knowledge, no
studies exist trying to explain the differences in labor productivity between the countries
of South Asia. Applied macro-economic cross country studies traditionally explain

19 1n order to investigate whether the service sector exhibits economies of scale at the firm level, one would
need a micro-level firm level dataset. Assuming a two factor Cobb Douglas production function, the most
basic specification could test the following null-hypothesis Hyp: a + b > 1.

Iny, =alnK; +6InL, +e ()

With y; firm-level output; K; firm-level capital and L; firm-level labor.

One could run regression (1) on a per-sector basis (agriculture, industry and service) or a per sub-sector
basis (within service industries) at different levels of aggregation. The suitable level of aggregation depends
on the underlying hypothesis one wants to test and the structural assumptions on the error-term in
specification (1).

™ The PPP exchange rate is intended to apply only at the level of the total economy, but comparable sector
measures do not exist. Within the region, the results are quite similar if the cross-country comparisons are
based on market exchange rates. The one exception is the Maldives where its small size dictates a very high
degree of trade, and the PPP and market exchange rates are much closer than in the other countries.
Afghanistan is excluded due to the lack of time-consistent data.
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differences in productivity levels and growth across countries by differences in political
and economic institutions, and differences in culture, geographical location, policies, and
laws while applied micro-economic studies, focusing on industry level or even firm level
differences, use physical capital, education and health, land characteristics etc., as
explanatory variables.

Table 2.4: South Asia Labor Productivity Levels, by Sector, 2005

PPP International Dollars per worker
Total Agriculture Industry Services  Ratio (3)/(2) Ratio (4)/(2)
1) ) ®) (4) ©) (6)

Bangladesh 3,319 1,390 6,208 4,679 45 3.4
Bhutan 8,940 4,841 19,366 8,938 4.0 1.8
India 4,540 1,597 7,479 8,901 4.7 5.6
Maldives 10,271 8,474 7,533 12,790 0.9 15
Nepal 2,596 1,513 1,716 5,552 1.1 3.7
Pakistan 7,952 3,556 10,439 11,829 29 3.3
Sri Lanka 8,990 4,968 8,906 11,856 1.8 2.4
Addendum
China* 7,230 2,021 14,853 9,608 7.4 4.8
Thailand 12,647 3,335 24,948 14,818 7.5 4.4
Malaysia** 30,593 17,544 49,270 25,439 2.8 15
Korea 40,013 17,199 60,012 34,556 3.5 2.0
* Data for China is from 2004. ** The utilities industry in Malaysia is included in services rather than
industry.

Source: Same as Table 2.2 and World Bank (2007).

2.41 Note that five countries out of seven report higher labor productivity in the service
sector compared to the industry sector. Does this also mean that jobs in the service sector,
on average, fetch higher wages and imply better working conditions? Few empirical
studies have investigated this question. Abraham (2007) concludes, using NSS data (from
India) that wage inequality is widening between service sector and other sectors, but
declining between manufacturing and agriculture sectors. However, this does not imply
any causality, or in other words, it does not mean that if one shifts one particular worker
from the industry to the service sector, this worker would, on average, receive a higher
wage. One would need to control for the selection of workers into the different sectors of
the economy by taking into account education, work experience, ability and other
individual specific factors. Regarding the other aspects of job quality, such as worker’s
right and in general — degree of formality — no studies to our knowledge have done a
comprehensive comparison between sectors. According the KILM the percentage of
informal employment of total employment is 56 percent in India, 73 percent in Nepal and
66 percent in Pakistan.”® One would need to match labor force survey data with the
national definitions of informal/unorganized versus formal/organized employment in
order to get an estimate of these percentages by main economic sector.

2.42 Third, let’s compare the levels of labor productivity in South Asia with the rest of
the world. The labor productivity of the economy as a whole in China is higher than in
Nepal, Bangladesh and India. In China, Malaysia, Thailand and Korea, the industrial

12 Source: KILM, Fifth Edition, 2007, using the national definition. ILO. Figures are of 2000, apart for
Nepal, which is for 1999.
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sector shows higher labor productivity than the service sector. As in South Asia, the labor
productivity of the agricultural sector is much lower than the labor productivities in the
industry/service sectors.

2.43  Fourth, we return to the discussion of labor laws and labor productivity. The link
between labor productivity and labor laws is complex, as — at the firm level — many
decisions are involved, and different laws affect different aspects of these decisions (Basu
2006). To our knowledge, no empirical studies exist on South Asia comparing the effects
of a more stringent labor regulation on labor productivity in the industry versus the service
sector. According to the 'Doing Business' employing workers indicator of the World
Bank, the larger countries in South Asia, in terms of more stringent labor regulation, could
be ranked as follows: 1) Pakistan, 2) India, 3) Sri Lanka and 4) Bangladesh. Looking at
Table 2.4, it seems that it would be difficult to make a case for an inverse relation between
the labor productivity in either service or industry sector and the employer workers rank.

2.44  How much of the growth of labor productivity in each country can be attributed to
the sectoral gains in output per worker? A simple measure of the contribution from each
sector is simply the sector’s growth rate (from Table 2.4) weighted by the sector’s share in
value added at the outset of each sub-period. The difference between total growth and the
sum of the sectoral contributions provides a (residual) measure of the effects due to
resource reallocation. The decompositions of total productivity growth in 1990-2000 and
2000-06 are shown Figure 2.4. Note that Nepal has been excluded due to our concerns
with the employment statistics.

Figure 2.4: Growth in Labor Productivity, Sector and Reallocation Effects, 1990-2006
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1990s  2000-06 1990s  2000-06 1990s  2000-06 1990s  2000-06

Average Annual Percentage Rate of Change
N

A\

Bangladesh India Pakistan Sri Lanka

B Agriculture O Industry El Services B Reallocation

Source: Table 2.2.

2.45 Only a small portion of Bangladesh’s growth in overall labor productivity can be
attributed to agriculture, and substantial gains were derived from industry and services,
but the reallocation between low and high-productivity sectors was a major contributor in
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the second period. The dominant role of services is clearly evident in India, but because
of the large productivity differences across the sectors, it also had the largest reallocation
gains. The pattern of growth between the two periods changed sharply in Pakistan, with a
marked slowing of improvements in agriculture and industry, but the reallocation
component expanded substantially in the second period. In Sri Lanka the gains in
productivity were spread quite evenly across the four components during the 1990s, but
productivity growth collapsed in agriculture and industry after 2000 and the reallocation
term was of reduced importance.

E. COMPOSITION OF SERVICES

2.46 It is difficult to make meaningful cross-national comparisons of the individual
industries within services because the methods used to estimate services in the national
accounts are not always comparable. While all of the countries profess to follow the
guidelines of the international system of national accounts (SNA), the limited availability
of primary source data—particularly in services—Ileads to significant differences in the
actual construction of the accounts, and the smaller countries do not have the resources to
undertake detailed estimates. In addition, the SNA industry groupings for services are not
particularly useful because they often combine highly disparate activities. The degree of
published detail was increased with the 1993 SNA, but many countries are still in the
process of conversion.

2.47 India provided the most detailed estimates for the service-producing industries,
and it places special emphasis on developing estimates of employment and output in the
large informal portion of the services sector. Household surveys are used to estimate
employment by industry, and the estimates of employment are combined with measures of
value added per worker obtained from a variety of enterprise surveys to construct the
estimates of GDP at the industry level. The procedures are updated following the
quinguennial household surveys. The methodology has also benefited from extensive
outside evaluation. However, there is little information on which to base the estimates for
years between the quinquennial surveys.”® Pakistan uses a similar methodology, but the
procedures are not updated on a regular cycle. Less information is available about the
methodology used to construct the national accounts in the other countries of the region.™
It is evident, however, that far less information is available for the construction of the
GDP in services relative to that for goods. In addition, direct measures of sector-specific
prices are seldom available, and several of the countries simple deflate nominal estimates
of value added with the general consumer price index to obtain constant-price estimates.

2.48 In Figure 2.5, we show an allocation of value added in the services sector among
the major industrial groups for the four large economies. In each case, wholesale and

3 Using NSS and National Accounts data Rangarajan (2007) calculates employment elasticities of the
different service sub-sectors. He concludes that the construction, and finance and insurance sub-sectors
have relatively high elasticities.

¥ Much of what is known is the result of two workshops in 2000/1 on rebasing and linking of national
account series that were sponsored by the Asian Development Bank and the United Nations Economic and
Social Commission for Asia and the Pacific. The country papers provide brief descriptions of each
country’s methodology. The papers are available at: http://www.adb.org/documents/books/reta5874/default.asp.
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retail trade was the largest industry group, but the shares vary over a wide range, from 30
percent in Bangladesh and India to 42 percent in Sri Lanka. In large part, the difference is
a reflection of methodology, as Sri Lanka assigns margins on import and export trade to
wholesale trade, raising the total, whereas the other countries leave much of the revenue
with the industries producing the exports or using the intermediate imports. In contrast,
the shares of services accounted for by transportation and communications are very
similar for all of the countries. Bangladesh does not publish information on the rental
income imputed to owned dwellings, which are treated in the national accounts as an
investment that the household in turn rents to itself. Among the other countries, India
does stand out for the magnitude of the cluster of industries grouped under the heading of
finance and business services.” Comparisons of the final two categories of public
administration and community services are distorted because the countries do not follow
uniform procedures for allocating activities between the public and private sectors. Thus,
the share devoted to community and personal services is unrealistically high for
Bangladesh and too low for Sri Lanka.

Figure 2.5: Composition of Services GDP by Country, 2005-06
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Source: Authors' calculations and national accounts data from web sites of national statistical
agencies.

2.49 The detailed estimates of GDP in services prepared as part of the Indian national
accounts are particularly useful because they facilitate a division between traditional
services (such as trade, transportation and personal services) and the modern service
industries (communications, business services, finance, education and health care) that are
believed to be the drivers behind India’s growth acceleration. While growth has been very
rapid in the modern component within India — exceeding 10 percent per year in the last
decade, it represents less than half of value added in the service sector, and it accounts for
a relatively small portion of growth in the overall economy.'® While the new service
industries are an important part of the surge of economic activity in India, the detailed
data highlight the fact that more is involved in India’s growth acceleration than just the
modern service industries.

> As mentioned above, the estimate for Bangladesh is distorted by the inclusion of imputed income to
owners of dwellings.
16 See: Bosworth, Collins and Virmani (2007).
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F. THE ROLE OF EDUCATION

2.50 For several of the South Asia countries, we were able to obtain the micro data files
from their labor force surveys. We used that data to tabulate educational attainment for
workers in agriculture, industry and services. The results are reported in Table 2.5
together with a measure of the overall literacy rate. First, except for Sri Lanka, overall
levels of educational attainment are very low in the region, with average years of
schooling of only 4-5 years. In fact, using the average literacy rate as an alternative
measure of educational performance, South Asia averages 58 percent which is the lowest
of any of the major geographic areas, falling substantially below the 61 percent for Sub-
Saharan Africa, and much below the 91 percent of East Asia."’

Table 2.5: Educational Attainment by Sector of Employment, 2002-2005

Literacy Years of Schooling - Employed Persons
Country Rate (%) Total Agriculture Industry Services
Afghanistan 28 NA NA NA NA
Bhutan 60 4.2 NA NA NA
Bangladesh 44 4.4 29 4.6 6.3
India 61 4.7 3.2 5.2 7.9
Maldives 96 6.0 NA NA NA
Nepal 49 3.7 25 5.2 5.8
Pakistan 50 4.3 2.3 4.6 7.1
Sri Lanka 91 8.4 6.5 8.8 9.7

Source: Author’s calculations. Note that the years of data for the individual countries are as follows:
Bangladesh (2005), India (2004), Nepal (2003), Pakistan (2004), Sri Lanka (2002).

2.51 Educational requirements are substantially higher in the services sector. On
average, years of schooling are roughly 50 percent higher than for the economy as a whole
and more than twice that of agriculture. Particularly in the “modern service” industries,
employment requires a minimum of a secondary level certificate and often a university-
level degree. Even though India has a low general level of educational attainment, it has a
small minority of persons with unusually high levels of schooling. The availability of
such workers has been an important contributor to the expansion of business services in
India, but their relative scarcity is beginning to be reflected in a widening of the wage
premiums for secondary and university level graduates (Bosworth, Collins and Virmani
2007). These results suggest that improvements in educational attainment may be an
important pre-requisite of growth in some service-producing industries.

2.52  Psacharopoulus and Patrinos (2004) report an average return to additional
schooling across countries of about ten percent both overall and for the sub-group of
Asian economies.’® However, there are some indications that the rates of return may be a

' The literacy rates of Afghanistan, Bhutan, and the Maldives are, respectively, 28, 60, and 96 percent.
Overall educational attainment in the Maldives is still well below that of Sri Lanka, but for the younger
generations they are quite comparable.

' This analysis refers to 1990, and includes only a limited selection of South Asian countries. Note that
there are two main methodological issues that can result in an over-estimation of the returns to schooling;
both have to do with selection. The first one is the fact that only wage workers were included; if the "better
abled" enter the labor market more easily, then this will lead to an overestimation of the coefficients. The
second one is the lack of control of selection into the different levels of education, also, through the
unobservable of ability, leading to an overestimation of returns to education.
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bit lower in South Asia. A series of papers on the returns to education in Pakistan and
Bangladesh suggest returns in the range of seven percent.*

2.53 A recent World Bank study looks at the return to education in Bangladesh, India,
and Pakistan. They report returns rising with the level of schooling (Riboud et al. 2007).
They also separated the data by industry and found that returns to tertiary education were
rising particularly rapidly in business services for India. In contrast, returns to tertiary
education were flat or declining in Pakistan.

2.54 In summary, the most rapidly growing service-producing industries rely on
relatively highly educated workers. Yet, it is this characteristic which is severely limited
in most of South Asia. The region has a very low level of educational attainment, and
recent rates of investment in education have led to rates of improvement that are less than
those of other regions. Ribaud et al. (2007) examined levels of school attainment among
persons aged 20-29, and concluded that, at current levels of effort, the region’s
educational gap with East Asia will actually widen in future years. Therefore, an
emphasis on services may not create jobs for the low-skilled workers who are most
abundant in the region.

G. EXTERNAL SERVICES TRADE AND FOREIGN INVESTMENT

2.55 Total global trade in commercial services reached $2.8 trillion in 2006; double that
of ten years earlier.’> Technical innovations in telecommunications and the expanded
opportunities that they create for cross-border trade in services have greatly increased
interest in services trade as a source of growth and its potential for a major realignment of
areas of comparative advantage. In earlier decades, many large corporations outsourced
substantial portions of their services to specialty firms within their own country. Financial
firms, for example, moved their backroom operations, call centers and other processing
activities to cheaper domestic locations. With improvement in telecommunications, those
labor-intensive services can now effectively be outsourced across national borders.?
Gordon and Gupta (2004), for example, estimate that the growth of IT-related service
exports added about 0.6 percent annually to the growth of GDP in India during the 1990s.

2.56 Table 2.6 shows the distribution of trade in services for the six countries for which
we have data. The table highlights the extent to which India’s trade is much different than
that of the other countries in the region. First, India accounts for 90 percent of the
region’s total of commercial service exports, and 70 percent of its receipts are from
computer and related services. That category is less than a quarter of services exports for
the other countries. The Maldives has a substantial trade surplus from tourism; but all of
the other countries report service trade revenues that are a small share of GDP and they

9 The papers are Abbas and Foreman-Peck (2007), Razmi (2007) for Pakistan, and Asadullah (2005) for
Bangladesh. These studies employ a somewhat better method, controlling for labor-market entry selection.
They are also more recent (2000+).

2 \World Trade Organization, 2007.

21 For a discussion of the link between technological change in telecommunications and service exports from
India, see the discussion in Gordon and Gupta (2004) and Dasgupta and Singh (2005). Bhagwati et al.
(2004) provides a general framework that emphasizes the similarities between outsourcing of services and
trade in goods.
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have significant deficits in services trade. In addition, only India reports that trade in
services is a major contributor to growth. For the others, service exports are rising at the
rate of GDP or less.

Table 2.6: 2006 Services Trade by Type, South Asia (in million US Dollars)

Sri South
Bangladesh India Maldives Nepal Pakistan Lanka Asia
Credit 1,334 75,354 473 386 3,506 1,625 82,678
Transportation services 89 7,629 26 35 1,112 751 9,641
Travel services 80 8,934 434 128 255 410 10,241
Other services 1,165 58,791 13 223 2,139 464 62,795
Communications 62 2,191 0 35 157 68 2,513
Construction 22 403 0 0 31 29 485
Royalties and license fees 0 112 10 0 53 0 175
Finance and insurance 34 3,187 1 2 84 57 3,365
Computer and business
services 312 52,384 0 52 552 288 53,588
Other services 734 515 3 134 1,262 21 2,669
Debit -2,340 -63,537 -233 -493 -8,418 -2,394 77,416
Transportation services -1,608 -25,198 -115 -186 -3,027 -1,462 31,597
Travel services -140 -7,352 -78 -185 -1,545 -373 -9,673
Other services -593 -30,987 -39 -121 -3,846 -558 36,146
Communications -12 -899 0 -4 -89 -49 -1,053
Construction -1 -906 0 0 -58 -6 -971
Royalties and license fees -5 -949 0 0 -106 0 -1,060
Finance and insurance -195 -3,980 -9 -29 -257 -140 -4,610
Computer and other -
services -150 -23,652 -25 -84 -3,009 -329 27,249
Other services -230 -601 -5 -5 -327 -35 -1,202
Addenda: Percent of GDP
Credit 2.15 8.31 51.71 4.79 2.72 6.03 7.30
Debit -3.78 -7.01 -25.48 -6.12 -6.53 -8.88 -6.83
Balance -1.62 1.30 26.23 -1.33 -3.81 -2.85 0.46

Source: IMF (2008) Balance of Payments Statistics.

2.57 There are significant concerns, however, about the extent to which the individual
countries capture services trade in their balance of payments statistics. The measurement
of services trade is more difficult than that of goods because in many cases the services
transactions cannot be tied to any physical movement across a national border. Instead,
the transactions are defined in terms of the residence of the buyer and seller, but residence
can be a vague and easily changed standard. In recent years, India, for example, has
consistently reported a level of exports to the United States in the category of Business,
Professional, and Technical Services that is far larger than the imports reported by the
United States.?? The Indian balance of payments deviates from U.S. practice in two major
respects. First, the earnings of Indian workers who reside in the United States are
included in India’s service exports, but excluded in the U.S. data if they intend to stay
more than one year. That activity is believed to represent about 40 percent of India’s total

%2 See United States General Accountability Office (2004) and (2005).
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BPT exports. Second, India reports the internal sale of services to local affiliates of U.S.
firms as part of its exports. That is estimated to be about 30 percent of the BPT total.?
Since statistics on services trade have only recently become a focus of international
attention, many of these measurement issues have not been fully resolved.

2.58 In addition to trade, foreign direct investment (FDI) is an important medium by
which external factors influence the development of the service-producing industries.
Between 1990 and 2006, the stock of FDI increased five-fold within the developed
economies and nearly seven-fold in the developing world. Investment in the developed
countries now totals about $7% trillion and $2% trillion in the developing world. The
relaxation of restrictions on foreign direct investment has also led to a substantial shift of
FDI toward services, which now account for 60 percent of the FDI in both developed and
developing regions, compared to 50 percent in 1990.

2.59 The distribution of FDI stocks among the South Asian economies is shown in
Table 2.7. The volume of investment has grown at an explosive rate, increasing 15-fold
between 1990 and 2006; but the totals are dominated by the growth of FDI into India.
Seventy percent of the stock of FDI is in India and it is growing at three times the rate of
the rest of the region. However, as a share of GDP, FDI is substantial and growing in
Bangladesh, the Maldives, Pakistan, and Sri Lanka.

Table 2.7: Stock of Inward Foreign Direct Investment, 1990 and 2006

Millions of dollars Percent of GDP Services Share
Country 1990 2006 1990 2006 (%)
Afghanistan 12 27 0.3 0.3
Bangladesh 706 4,133 2.2 6.3 30
Bhutan 2 28 0.7 2.8 30
India 1,657 50,680 0.5 5.7 50
Maldives 25 194 11.6 214 80
Nepal 12 120 0.3 15 50
Pakistan 1,892 14,753 3.6 11.4 70
Sri Lanka 679 2,927 8.5 10.9 60
South Asia 4,984 72,862 1.2 6.5

Source: UNCTAD (2004, 2007).
Note: The measures of the shares of FDI devoted to services are rough estimates from the 2004 report.

2.60 Chakraborty and Nunnenkamp (2006) assembled data on FDI stocks in India by
sector and report a rapid increase in the services share in the late 1990s. They were
unable, however, to detect a positive causal relationship between services FDI and output,
which they contrasted with a finding of a positive relationship for manufacturing. This is
somewhat surprising in view of the claim that the growth of services in India is a product
of outsourcing by developed country firms. It is consistent with the prior finding,
however, that the growth of the services sector has been much broader than business
services alone. An analysis of FDI in the four largest South Asian countries has been

%% Some of the issues for computer services are discussed from the Indian perspective in Reserve Bank of
India (2005).

* The FDI stocks are likely to be understated because until 2000 India was unable to include retained
earnings of foreign affiliates as called for under the IMF guidelines. It is a common problem for the other
countries as well. Also, UNCTAD does not publish estimates of the industry distribution of the stock of
FDI for India. The estimate of the share devoted to services may not be fully comparable to other countries.
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undertaken by Sahoo (2006), but without the sector-based detail of Chakraborty and
Nunnenkamp (2006). He found a small but significant causal link between FDI and GDP
growth.

H. CONCLUSION

2.61 The service sector has been a major source of economic growth in South Asia, but
the extent of its contribution varies widely across the eight countries of the region. Over
the past quarter century, the share of the service-producing industries in GDP has grown
substantially, with the most notable increases in India, Pakistan, and Sri Lanka. Similarly,
the share of services in total employment has expanded in the larger economies.
However, the changes in employment are typically less dramatic than for output because
services have also had the highest levels of labor productivity—the two exceptions being
Bangladesh and Bhutan with higher productivity in industry. Thus, part of the growth in
services output has been accommodated by improved labor productivity rather than
employment gains.  The productivity differences between industry/services and
agriculture are particularly large for India.

2.62 The emphasis on services as a driver of overall economic growth is most evident
in India where the growth of output has been in the range of 8-10 percent in recent years
with about half taking the form of gains in employment and half in improvements in labor
productivity. It contrasts with the experience of Bangladesh which has had relatively
stronger growth in industry. Growth in Pakistan and Sri Lanka has been more balanced
between industry and services but with notably smaller improvements in labor
productivity.

2.63  The contribution of the service sector to total employment growth in the 1990s is
72 percent in Afghanistan, 63 percent in Bangladesh, 46 percent in India, 53 percent in the
Maldives, 42 percent in Nepal, 53 percent in Pakistan and 61 percent in Sri Lanka. The
contribution of the industry sector to employment growth for the same period is negative
for Afghanistan, Bangladesh, and the Maldives, and 21 percent for India, 63 percent for
Nepal, 24 percent for Pakistan and 37 percent for Sri Lanka. ® Even though these figures
do not say anything about the future, if this trend continues, it seems that the service
sector, despite its relatively low employment elasticity, 0.36 versus 0.57 in the rest of the
world in the same period,? will be responsible for the large majority of the job growth in
South Asia.

2.64 Information on the composition of the industries within the services sector is
limited and there are significant differences in the methods of compiling the data.
However, India does stand out for the importance of finance and business services, and

% Sources (authors’ calculation from): Afghanistan: Key Indicators ADB (1972-75 from the April 1977,
1976-78 from July 1980, 1978-1985 from July 1990, 1986-90 from July 1992, 2001-2004 from ADB 2007),
2000 is replaced by 2001, series from 1972 up to 2004; Bangladesh: WDI 2008 (from 1983 to 2000);
Bhutan: KILM Third Edition; India: data from Bosworth et al. (2007); the Maldives: KILM Fourth Edition;
Nepal: KILM Fifth Edition (years taken: 1961, 1971, 1981, 1991, 2001); Pakistan: Handbook of Statistics of
the Pakistan Economy 2005 using population estimates of WDI 2008 (years used: 1963, 1971, 1981, 1991,
and 2001); Sri Lanka: KILM Fifth Edition. Notes: Sri Lanka, the 1980s are calculated using data of the
entire country (from 1981 to 1990) while the 1990s are calculated using data excluding the Eastern and
Northern provinces (from 1991 to 2002).

% Source: Basu and Maertens (2007, Table 12).
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those activities are not large in the other countries. Instead, the sector is dominated by the
more traditional categories of wholesale and retail trade, transportation and
communications. Employment data at the industry level are not readily available but can
be calculated from the labor force surveys of the respective countries.

2.65 The service sector consistently employs a disproportionate share of the most
educated portions of the population. On average, years of schooling in service-producing
jobs are roughly 50 percent higher than for the economy as a whole. In India and
Pakistan, for example, average years of schooling in services exceed that of industry by 2-
3 years. The emphasis in education requirements in modern service industries would
seem to place South Asia at a disadvantage because, except for Sri Lanka, average levels
of schooling are very low, and the gap with other regions is increasing over time. Yet, the
available research finds rates of return to education equal to that in other regions,
suggesting that the problems are largely on the supply side with a failure to provide
adequate funding.

2.66  Finally, trade in services is substantial only for India. With the exception of
tourism in the Maldives, the other countries report significant deficits in services trade.
India’s exports are dominated by sales of computer and business services (call centers and
back-office support). In recent years, FDI flows to the region have also increased at a
rapid pace, mainly due to increased investment in India; yet, the overall magnitude of the
flow, $22 billion in 2006, is still low in comparison to that of other regions. There is a
strong shift in the composition of the FDI toward services, which now account for more
than half of the inflow; but again much of that is due to the flow of funds into India, which
accounted for 70 percent of the total in 2006.
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ANNEX A.  SOURCES AND QUALITY OF DATA

AFGHANISTAN

Output: Data on output for Afghanistan comes from SNA93 national accounts
publications, but data is only available beginning in 2002. The United Nations has
attempted to splice in data for earlier years, however since the earlier data is based on a
Gross Material Product formulation, it leads to inconsistent results. Also, it appears the
official data excludes opium production, which, by some estimates, constitutes a
substantial percentage of the economic output of the country.

Employment: Employment values for the total economy and three major sectors are
taken from the Key Indicators of the Labor Market (KILM) database of the International
Labor Organization (http://www.ilo.org/public/english/employment/strat/kilm/index.htm)
for years 1980 and 1990. Estimates for 1986, 1988-1989, and 2001-2004 are taken from
the Asian Development Bank “Key Indicators™ http://www.adb.org/Statistics/ki.asp.

Educational Attainment: Apart from sporadic values of gross enrollment rates provided
by the World Bank, there is no available data for educational attainment for Afghanistan.
Average educational attainment values for the total economy are taken from Barro and
Lee (2000).

Capital Stock: The World Development Indicators (WDI) of the World Bank provides
data on gross capital formation (at the total economy level only) but the first available
year is 2002.

BANGLADESH

Output: Output values are taken from WDI, 2008. Constant GDP data are chained 2000
values.

Employment: Data on employment comes from the labor force survey for a given year.
There is, however, a substantial discontinuity in the labor force survey estimate for total
employment in the year 1989, and this discontinuity appears to last through the 2000
iteration of the survey. It is our understanding that the discrepancy is a result in a change
in the treatment of selected women’s activities beginning in the 1989 survey, which
essentially inflated the employment numbers during that period. Therefore, when
corrected data was unavailable, we were forced to ignore employment values for this
period in order to maintain consistency in our estimates. Consequently, employment data
was built upon data from the labor force surveys of 1986, 1996, 2000, 2003, and 2005.
The intervening years were interpolated and labor force is on a 15+age basis.

Educational Attainment: Estimates of the average years of schooling by sector is taken
from our calculations from the household income and expenditure surveys of 2000 and
2005. As equivalent measures are not publicly provided by the Bangladesh Bureau of
Statistics, we supplemented our calculations of educational attainment for the total
economy with the estimates of Barro and Lee (2000).

Capital Stock: Estimates of gross fixed capital formation are available from WDI going
back to 1980, however only at the level of the total economy.


http://www.ilo.org/public/english/employment/strat/kilm/index.htm
http://www.adb.org/Statistics/ki.asp

BHUTAN

Output: Output values are taken from WDI (2008). Constant GDP data are chained
2000 values.

Employment: Employment by sector for 1980 and 1990 is provided by the KILM
database of the ILO. More recent estimates from a 2005 labor force survey and 2007
living standards survey, however, appear to provide estimates that are inconsistent
(substantially smaller) with the earlier values from the ILO.

Educational Attainment: Apart from rough data on the distribution of the population by
completed level of education, which is provided in the labor force survey of 2005, there
are no sources of educational attainment data for Bhutan.

Capital Stock: Estimates of gross fixed capital formation are available from WDI going
back to 1980, however only at the level of the total economy.

INDIA

Output: Output data for India come from the National Income Accounts which are on a
1993 benchmark. More recent data is provided on a 1998 benchmark, however, since this
data has not yet been linked backward to previous years, we have simply linked the recent
data to the 1993 basis. As a result, the summation of the three sectors in constant terms
will not equal the aggregate value after the year 1993.

Employment: Indian employment data by sector is taken from Sivasubramonian (2004)
for earlier years, and Bosworth, Collins and Virmani (2007) for the more recent period.

Educational Attainment: Estimates of educational attainment are calculated from the
micro data file of various rounds of the National Sample Survey of India.

Capital Stock: Estimates of the capital stock for the total economy and three major
sectors come from the National Income Accounts of India.

MALDIVES

Output: We accessed data on value added by kind of economic activity for the Maldives
from the United Nations National Accounts Database
(http://unstats.un.org/unsd/snaama/SelectionCountry.asp). Also, the Ministry of Planning
and National Development of the Republic of Maldives contains tables and charts of the
census data from 1995, 2000, and 2006, as well as the actual micro-data from the 2000
Census. In addition, historical GDP data for years 1984 — 2003 is available on their web
site: http://www.planning.gov.mv/en/.

Employment: Employment data for the Republic of Maldives is calculated using data
from the census, which has taken place every five years in recent history (1995, 2000, and
2006 [The 2005 census was pushed back due to the tsunami of December 2005]).
However, sectoral allocation of employment is nearly impossible due to the result of a
large percentage of employment listed as “Don’t Know”. Because the percentage of this
group varies substantially by year (from 3.4 percent of the total in 1995 to over 17 percent
in 2000), there is no basis upon which we can accurately distribute this residual
employment into the three sectors. The age basis for 2006 is 15+ although previous year
estimates are on a 12+ basis.
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Educational Attainment: Tables from the censuses of 2000 and 2006 provide estimates
of the educational attainment of the population, which we use to calculate average years of
schooling, but at the level of the total economy only.

Capital Stock: Apart from limited data on gross fixed capital formation going back only
to 1995, from WDI, there is no available estimates of the capital stock of the Maldives.

NEPAL

Output: The WDI contains data on output by sector on the SNA 1995 base for Nepal
back to 1965. In addition, Data on a revised basis for 2000-07 were obtained from the web
site, of the central statistical office. The two series were linked by applying the growth
rates of the WDI 1995 base to the 2000-01 value provided in the new base. Rather than
include the residual amount allocated to FISIM in the total value of GDP after 2000, we
have defined aggregate GDP as the sum of the three components in the interest of
consistency over time.

Employment: We have data on employment by industry based on census data for three
years: 1981, 1991, and 2001. The estimates for years 1981 and 2001 were obtained from
the Statistical Yearbooks of 1991 and 2005 respectively, which are published by the
Central Bureau of Statistics (CBS) (http://www.cbs.gov.np/statistical year book.php). We
obtained the 1991 census values from the Economic Survey of 2000-2001 provided by the
Ministry of Finance Nepal (http://www.mof.gov.np/publication/index.php). All values are
on a 10+ age basis.

Educational Attainment: Our estimates on the average years of schooling for the total
economy and three sectors are limited to the years 1981, 1995, and 2003. We were able to
use the micro-data of the 1995 and 2003 Nepal Living Standards Survey to estimate a
weighted average of the years of schooling by industry. The Population Monograph of
Nepal 2003 also contains data on education attainment by age group for the census years
of 1981, 1991, and 2001, but only at the level of the total economy. Thus, in order to
obtain educational attainment estimates for the three sectors for 1981, we applied the
sectoral proportions of average years of schooling from the 1995 Living Standards Survey
estimates to our total economy estimate for the year 1981. The values of intervening years
were interpolated; and the values are on a 15+ age basis.

Capital Stock: Estimates of gross fixed capital formation by major industry group were
provided by the CBS of Nepal for the years 2001-2006. In addition, the WDI provides
gross fixed capital formation at the level of the total economy for the years 1975 to 2005.
Thus, we used the growth rates of the capital stock implied by the WDI data for the pre-
2001 years and linked them to the level given by CBS in 2001. To allocate the capital
stock by the three major sectors in the years prior to 2001, we applied the fixed
proportions from the 2001 values provided by CBS.
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PAKISTAN

Output: Output values are taken from WDI (2008). Constant GDP data are chained
2000 values.

Employment: Employment estimates for the total economy and three major sectors are
obtained from the LABORSTA Database (http://laborsta.ilo.org/) of the ILO for years
1981 — 2002. These values are on a 10+ age basis. Distribution of employed persons by
industry is given by the Handbook of Statistics of Pakistan Economy provided by the
State Bank of Pakistan (2005) http://www.sbp.org.pk/publications/index2.asp . For
estimates of employment for the total economy, the 2004 value is 7.7 percent of the labor
force, and intervening years are interpolated. Then, the sectoral distribution of
employment estimates from the State Bank of Pakistan (2005) are applied to the measures
of total employment to obtain estimates of employment by sector for the years 2003-2006.

Educational Attainment: Average years of schooling are calculated from the Labor
Force Survey micro-data for the years 2002, 2004 and 2006. The growth rates of average
years of schooling (at the level of the total economy only) for years prior to 2000 are taken
from Barro and Lee (2000) and linked to the 2002 level calculated from the LFS micro-
data of that year. Finally, in order to obtain educational attainment estimates for the three
sectors for years prior to 2002, we applied the sectoral proportions to the total from the
2002 LFS estimates to the total economy estimates of prior years.

Capital Stock: There is no constant value investment data for Pakistan prior to 1981.
Therefore we used the aggregate price deflator from the WDI on each of the three sectors
to convert nominal investment to 1981 prices for the 1964-1980 period. Data for 1981-
2000 are adjusted to a 2000 benchmark revision by assuming discrepancy built up linearly
after 1981. To achieve a common basis, the 1981-base data are converted to 2000 prices
using the rate of price change in WDI series between 1999 and 2000 to create an overlap.
To convert the investment to capital stock, we used initial capital-output ratios from India
in 1964 and altered the starting value to stabilize the long term trend in capital to output.
The initial capital to output ratios were: 1 for agriculture, 2.5 for industry, and 3 for
services, and we utilized a 5 percent geometric depreciation rate.

SRI LANKA

Output: Output values are taken from WDI, 2008. Constant GDP data are chained 2000
values.

Employment: Employment data for Sri Lanka for the years 1992 — 2006 come from the
Labor Force Survey of 2006 provided by the Department of Census and Statistics
http://wwuwv.statistics.gov.lk/. The LFS of 2004 extends the series to include 1990 and
1991. Finally, employment estimates for the years 1981 and 1985 data come from the
KILM database of the International Labor Organization
(http://www.ilo.org/public/english/employment/strat/kilm/index.htm). The intervening
years are interpolated.

Educational Attainment: Years of schooling for the total economy and three major
sectors are obtained from calculations using the micro-data files of the labor force survey
for Sri Lanka for years 1992-1996 and 1998-2002. We obtained estimates for years 1990-
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1991, 1997, and 2003-2006 from the Labor Force Survey of 2006, but only at the level of
total economy.

Capital Stock: Estimates of gross fixed capital formation are available from WDI going
back to 1960, however only at the level of the total economy. So, we can create a capital
stock value for the total economy using an artificial beginning value (taken from a
plausible capital-output ratio) and allowing for a 5 percent geometric depreciation.
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ANNEX B. THE SERVICE SECTOR

Table B1: Characteristics of the Service Sectors in Bangladesh (2005)

Average
number of Average
years of earnings % of workers in
education (Tk/month) formal jobs % of the jobs
Trade, hotels and restaurants 5.40 4,901 25.10 26.02
Transportation and
communication 2.93 3,383 80.89 27.99
Financial Intermediation, real
estate,
renting and business services 7.99 5,709 56.05 11.13
Other services 9.23 4,953 86.56 34.85

Source: Authors’ calculation from HIES 2005 survey.
Notes: Persons younger than 15 years not included; formal job defined as not self-employed.

Table B2: Characteristics of the Service Sectors in India (2004)

Average
number of Average % of

years of earnings* workers in % of the
education  (Rs/week)  formal jobs* jobs*

Education 13.03 1,319 81.67 12.32
Extra-territorial organizations 10.00 100.00 0.03
Financial intermediation 12.94 2,029 71.65 2.65
Real estate, renting and business 11.85 1,326 42.64 3.80
Health and social work 11.32 1,237 68.70 3.44
Hotels and restaurants 6.23 616 34.00 4.85
Other community, social and personal services 6.08 584 32.81 6.26
Private households with employed persons 3.02 341 100.00 3.21
Public administration and defense 10.59 1,556 98.85 10.71
Transport, storage and communication 6.95 860 59.90 12.10
Wholesale and retail trade 7.91 525 23.62 40.64

Source: Authors’ calculation from NSS 60 round.
Notes: Persons younger than 15 years not included; *calculated with each worker-job as a datapoint instead
of each worker, earnings per week include both full-time as well as part-time earnings of current activities.

Table B3: Characteristics of the Service Sectors in Pakistan (2005-06)

% of
Average workers
number of Average in % of
years of earnings formal the
education  (Rp/month) jobs jobs
Community, social and personal services 10.52 6,956 76.67 62.49
Financing, insurance, real estate and business services 11.50 14,747 55.13 3.67
Transport, storage and communication 4.73 6,456 61.00 19.28
Wholesale and retail trade and restaurants and hotels 5.95 4,242 18.99 14.56

Source: Authors’ calculation from LFS 2005-2006.
Notes: Persons younger than 15 years not included.




Table B4: Characteristics of the Service Sectors in the Maldives (2000)

Average % of
number of Average workers
years of earnings in formal % of the

education  (Rf/month) jobs jobs
Education 9.76 19,279 88.20 11.23
Extra-territorial organizations 10.93 6,539 86.21 0.17
Financial intermediation 10.01 10,793 95.19 1.08
Health and social work 9.55 25,529 87.86 3.77
Other community, social and personal services 8.58 22,236 83.58 4.23
Private households with employed persons 7.15 13,225 91.85 2.06
Public administration and defence 9.29 19,611 99.37 25.77
Real estate, renting and business activities 8.60 18,291 73.87 2.44
Hotels and restaurants 8.24 25,022 50.44 8.55
Transport, storage and communication 8.75 21,618 78.49 20.78
Wholesale and retail trade 8.11 22,119 39.89 19.93

Source: Authors’ calculation from Census 2000.
Notes: Persons younger than 15 years not included.

Table B5: Characteristics of the Service Sectors in Sri Lanka (2002)

Average % of
number of Average workers
years of earnings in formal % of the

education  (Rp/month) jobs jobs
Education 13.10 8,011 90.55 9.60
Extra-territorial organizations 9.52 6,166 88.00 0.57
Financial intermediation 12.03 10,006 82.17 6.36
Health and social work 1141 7099 87.30 3.48
Hotels and restaurants 8.90 6,068 60.52 4.79
Other community, social and personal services 9.52 5,403 57.89 4.09
Private households with employed persons 5.19 3,602 97.35 3.42
Public administration and defense 11.15 7,345 99.03 20.96
Transport, storage and communication 8.75 5,669 60.17 13.66
Wholesale and retail trade 9.11 5,532 32.83 33.07

Source: Authors’ calculation from LFS 2002.
Notes: Persons younger than 15 years not included.
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3. NEW ECONOMIC GEOGRAPHY, SERVICES AND
SOUTH ASIA

Maarten Bosker and Harry Garretsen

A. INTRODUCTION

3.1  The World Development Report (World Bank WDR 2009) focuses on the role and
importance of economic geography in explaining the evolution of spatial differences in
economic development across nations, regions, and even cities. It provides a careful
discussion of the historical evolution of spatial inequalities in economic development and
explains this evolution through the lenses of modern spatial economics. WDR’s title
“Reshaping Economic Geography” hints at the possibility for active policy to influence
spatial outcomes and, in particular, to improve the prospects for currently disadvantaged

(lagging) regions.

3.2  This interest in economic geography can largely be attributed to the so-called New
Economic Geography (NEG) literature that followed Paul Krugman’s' seminal
contribution in 1991. Economic geography focuses on explaining the distribution of
economic activity at various spatial scales: across the globe (see, e.g., Redding and
Venables 2004; Mayer 2008) and also for developing countries (Amiti and Cameron
2007; Hering and Poncet 2008; Bosker and Garretsen 2009; Au and Henderson 2006).

3.3  From its inception, NEG theory has mainly concerned itself with the
manufacturing sector. In most NEG models all the action, in terms of predictions
regarding the spatial distribution of economic activity, takes place in the manufacturing
sector. As such, NEG is ideally suited to explain the recent move of manufacturing from
the “old” industrial countries to mainly South-East Asia or in making predictions about
the effect of the expansion of the EU’s common market to Eastern Europe on the
distribution of economic activity in both the old and new member states. When it comes to
the services sector (the main subject of this volume), economic geography theory has until
recently (see our discussion of Robert-Nicoud (2009) in Section C) remained largely
silent, and this is true for the tradable services sector in particular. The main role services
play in the standard NEG models (see, e.g., Helpman 1998; or Hanson 2005) is in the
form of nontradable consumption goods (like housing, haircuts or dining out in a
restaurant). In standard NEG models, these nontradables act as an additional spreading or
agglomeration force. A spreading force; as people are for instance, attracted by cheap
housing, creating an incentive to leave the center of a dense city where housing — as well
as haircuts and dining out — is relatively very expensive (London, Paris, Moscow or
Mumbai immediately come to mind). An agglomeration force; as people are attracted to
big cities’ amenities (opera houses, museums, etc) that cannot profitably be offered in
smaller cities or towns. In Section C we also provide a more extensive discussion on the
relevance of economic geography for the nontradable services sector.

! To a large extent Krugman was awarded the Nobel Prize in economics in 2008 for his work on new
economic geography.



3.4  Today, mainly due to developments in communication technology, it is possible to
trade and outsource services to an ever expanding degree. The production of many
services (software, call centres, back-office maintenance) that traditionally were largely
located in developed countries close to the final markets for these services, are nowadays
outsourced to developing countries (Blinder 2006). The increased ease with which these
services can be traded, has allowed firms to look for countries where these services can be
produced at much lower (wage) cost. From a new economic geography perspective, the
increased tradability of services could (but need not) favour the dispersion of these
services from the core (developed) world to the periphery (developing world) insofar as
firms outsource some of their routine tasks to the periphery in search of the lower wage
costs. South Asia in particular has become well known for its (ever increasing) share in
the nontradable services market. Its recent extraordinary growth rate (driven by India in
particular) has largely been ascribed to its tradable service sector. As chapter 1 suggests,
this apparent service-led growth experience has been put in sharp contrast to the
manufacturing-led growth experience of its East Asian neighbours.

3.5  The purpose of this chapter is to apply a NEG framework to the role of services as
a driver of economic development. We spell out ways in which the main insights from
NEG relate to services, particularly in South Asia. As chapter 1 argues, compared to other
developing economies, South Asia stands out for the very prominent position of the
services sector in the development process. Still, within the region of South Asia there are
vast differences when it comes to the relevance of the services sector. We use the NEG
framework to better understand why the relevance of the services sector differs across
South Asian countries with India dominating the other countries (see also chapter 2 of this
report). Such spatial differences are also starkly present within India, with several cities
dominating the rest of the country in terms of their ability to attract and sustain a
competitive (and expanding) tradable service sector, and we explore the possible role of
economic geography in explaining these differences.

3.6 This chapter is organized as follows. In Section B we briefly introduce and
summarize the main building blocks of the new economic geography approach. Section C
deals with the services sector from a new economic geography perspective. We first deal
with nontradable services and then turn our attention to tradable services. Throughout
Section C we use the new economic geography as our point of reference and, wherever
possible and useful, illustrate our main arguments with relevant data. Section D
summarizes and concludes, while also discussing some policy implications.

B. KEY INGREDIENTS OF NEW ECONOMIC GEOGRAPHY

3.7  The new economic geography (NEG) approach offers a general equilibrium
framework for the analysis of the allocation of economic activity across space. It is a
stylized fact that economic activity is distributed rather unevenly across space and this
holds true at various levels of spatial aggregation (again see World Bank WDR2009). At
the international, national and regional level, a few agglomerations typically dominate the
economic landscape. Starting with the first full-blown NEG model (Krugman 1991), an
explanation of these agglomeration patterns is the main aim of NEG. Previous or
competing location models of economic geography at least partially assumed as given
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what, according to Krugman and other NEG researchers, in effect had to be explained
itself: the location choices of economic agents and the corresponding location outcomes
(Ottaviano and Thisse 2004; Fujita and Thisse 2009).

3.8  To assess the relevance of NEG for South Asia in general and for the role of
services in the economy of South Asia in particular, it is useful to summarize NEG by
what might be called its “holy trinity”: increasing returns to scale, trade costs and factor
mobility. Following Krugman (1991), the NEG literature has produced a vast array of
different models, but they can basically all be cast in terms of these 3 key ingredients. The
first 2 ingredients are home to (most) modern location models (Fujita and Thisse 2002).
Increasing returns ensure that firms want to concentrate their production whereas trade
costs, broadly defined (see below), ensure that footloose firms are not indifferent as to
where they locate.

3.9  Typically in NEG models, there are both internal and external increasing returns to
scale. In the case of internal scale economies the average costs of producing a unit of
output falls with the number of units produced by the firm (e.g. fixed costs like
headquarter services or R&D and marketing outlays give rise to a downward sloping
average costs curve at the firm level). Because of internal scale economies, the market
structure is one of imperfect competition. For our present purposes, it is important to note
that in NEG models there are also localized external scale economies, the average costs of
producing a unit of output for the firm falls with the number of units produced by for
instance the total industry or with the size of the market. If a firm resides in a location
with many other (similar) firms the possibility of positive (knowledge and other input)
spillovers increases. In NEG models, the external scale economies are typical such that the
size of the market drives down average costs for a firm, see below. As we will see below,
and this is certainly relevant for services too, scale economies can be negative as well.
One can think of congestion costs or high land rents that go along with the spatial
concentration of firms and people.

3.10 Trade costs are broadly defined to include all costs to get a good or service from
one place to the other. Including not only transport costs and tariffs, but also less tangible
costs associated with language, cultural or institutional differences), they ensure that
footloose firms are not indifferent as to where they locate. Without geographical
differences in factor endowments or other asymmetries in terms of the physical geography
(climate, access to sea etc) between regions or countries it is difficult to come up with a
useful model of economic geography that somehow does not contain both scale
economies and trade costs.

3.11 The real innovation of Krugman (1991) is the addition of the third element, factor
mobility (mobile firms and/or workers) to the other 2 ingredients. As explained in our
companion paper on NEG and South Asia (Bosker and Garretsen 2008), with factor
mobility entering the story, NEG models start to display cumulative causation: firms want
to locate where there is a large market demand for their goods, and a region’s demand for
goods depends on the location decision of workers who in turn locate in a region where
there is a large demand for labor which depends on the location decision of firms and vice
versa.
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3.12  Subsequent theoretical developments in NEG following the Krugman (1991)
model are manifold but they basically all consist of variations on and extensions to the
menu of agglomeration and spreading forces, a menu that thus revolves around the above-
mentioned trinity of increasing returns to scale, transport costs and factor mobility.
Changes in this menu may give rise to very different spatial outcomes than the core-
periphery pattern predicted by the Krugman (1991) model. Generally speaking, the
potential relevance of NEG depends very much at the case at hand. NEG models are
flexible in the sense that depending on menu of agglomeration and spreading forces,
multiple spatial outcomes are possible (Krugman and Venables 1995; Helpman 1998;
Puga 1999).

3.13 The crucial NEG element of factor mobility and the resulting possibility of
cumulative causation, or, in other words, the interdependency between the location of
demand and supply, can be summed up by the statement that mobile firms and workers
ceteris paribus prefer locations with good market access, i.e. they prefer to be located in or
close to easily-accessible (i.e. incurring low trade costs) large markets. This is also the
main NEG angle in the 2009 World Development Report. If anything, the question about
the relevance of NEG is first and foremost a question about the empirical importance of
market access.

3.14  The crucial role of market access has by now received broad empirical support at
various different spatial scales (see e.g. Redding and Venables 2004; Hanson 2005;
Breinlich 2006; Brakman, Garretsen and Schramm 2006; Hering and Poncet 2008), and
this is aptly summarized in the World Development Report 2009 (World Bank 2008; and
Mayer 2008). In the case of South Asia, Bosker and Garretsen (2009, forthcoming World
Bank Report) show that market access plays an important role in explaining the existing
differences in economic development at different spatial. Box 1 briefly summarizes the
main findings in that paper:

Box 3.1: Market Access and Spatial Economic Development in South Asia

In our companion paper (Bosker and Garretsen, forthcoming), we deal with the role of market access for
South Asia and do so for various spatial scales. Since our conclusions in this paper are also relevant for the
services sector in South Asia in our view we briefly restate our findings here:

a) At the national level, each of the South Asian countries underutilizes its potential market access.
Market access m@tters for GDP per capita but it could matter a lot more if economic integration were to be
improved. This holds in particular within the South Asian region. Trade and labor migration between South
Asia countries is extremely low compared to other regions in the world.

b) Also at the subnational level market access, the key NEG variable, matters, but it is above all
national market access that seems to be important. Within each South Asian country the regions with a good
access to national markets (that is a low distance in WDR2009 terms) typically have a higher GDP per
capita. The economic ties between South Asian countries are on the other hand relatively underdeveloped,
South Asian countries “undertrade” (confirming the evidence at the international level, see the 1%
conclusion).

c) Besides interregional interdependencies that are thought to explain the observed spatial distribution
of economic activity, also its intraregional distribution turns out to be relevant for the economic prosperity
of South Asia’s regions. Regions that are more urbanized (with the bulk of urban population usually
concentrated in one large city) are showing stronger economic performance than their more rural
counterparts.

The main take away point for South Asia is that market access is indeed a useful concept to summarize the
relevance of NEG models.
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3.15 However, turning to the main focus of this chapter, Bosker and Garretsen (see Box
1) do not deal explicitly with the South Asian services sector, instead focusing on the
overall performance of the South Asian national (and subnational) economies. Work on
NEG and tradable services (or tradable tasks) is still in its infancy, making a direct link
between NEG theory and the rise of (particular regions of) South Asia on the world’s
markets for tradable services less clear cut (but not impossible as we will see in the next
section). Insofar as services play a role in these (early) NEG models, it is in the guise of
nontradable consumption goods (housing or other nontradable services) that usually act as
a spreading force since increased agglomeration increases the prices of these goods
thereby providing an incentive to move from to more peripheral locations where those
nontradable services can be consumed at much lower cost.

3.16  Notwithstanding the fact that there is no explicit role for a services sector in the
standard NEG models mentioned above, we argue that a somewhat (extended) NEG
perspective can be of real use to understand the observed (evolution of the) spatial
differences within South Asia in terms of the importance of the services sector, and the
tradable services sector in particular. Hereby we give a central role to NEG’s trinity,
increasing returns to scale, transport costs and factor mobility and ask ourselves how these
three concepts are relevant for services. In doing so, we make an explicit distinction
between the tradable and nontradable service sectors. Also, data permitting, we illustrate
our claims regarding the relevance of these three concepts for the case of South Asia.

C. NEw EcoNomIC GEOGRAPHY AND SERVICES

3.17 From chapters 1 and 2 of this report (see Table 3.1 below for an overview), we
know that services take up an increasingly larger slice of South Asian GDP (especially so
in India and to a (much) lesser extent in Bangladesh, Sri Lanka and Pakistan). India really
stands out in these figures: the share of the trade in ‘other services’ in total GDP grew
with 6 percentage points from 0.65 percent in 1995 to 6.54 percent in 2006. It leapt from
being the South Asian country with the lowest share of ‘other services’ in GDP to the
country with the highest share over the last decade. For a breakdown of the exports in the
category ‘other services’ see Table 3.3 below (which in turn is based on Table 2.8 from
chapter 2 of this report). In line with the classification in chapters 1 and 2, the trade in
transport and travel services corresponds to trade in traditional service exports whereas the
trade on other services contains the trade in modern, impersonal services.

3.18 In the other countries, the share of the ‘other services’ sector [and for that matter in
the travel and transport service sectors as well] is rather stagnating (or in decline as in
Nepal) and as of 2006 still constitutes less than 2 percent of total GDP. Interestingly in Sri
Lanka, it is mainly the transport services sector (i.e. the major port hub at Colombo) that is
of importance.
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Table 3.1: Share of Export Services in Total GDP

Bangladesh India Nepal Pakistan Sri Lanka

transpor othe | transpor trave othe | transpor trave transpor trave othe | transpor trave othe

year t travel r t | r t | other t | r t [ r
10.1

1995 0.19 007 159 | 053 072 0.65| 1.26 403 4 1.37 018 151 | 257 173 1.98
115

1996 0.20 008 121| 051 073 0.62| 1.68 3.55 2 123 017 178| 244 120 1.87
135

1997 0.21 015 126 | 047 070 1.04| 112 2.96 2 1.32 017 112 | 258 138 184
1998 0.21 012 131| 043 0.71 1.67 1.22 389 6.52 1.15 0.14 097 | 255 146 18
1999 0.21 011 139| 041 067 214 | 111 3.44 8.46 1.18 0.12 0.88 | 2.58 1.74 184
2000 0.19 011 143| 043 0.75 244 | 112 287 522 1.14 011 062 | 245 152 178
2001 0.15 010 135| 043 0.67 253| 0.79 239 37 113 012 076 | 244 135 4.82
2002 0.19 012 147 | 049 061 274| 0.60 171 274 1.10 013 213| 311 22 236
2003 0.14 011 170 | 050 0.74 273| 057 315 216 1.00 015 241 | 3.08 242 223
2004 0.14 0.12 166 | 0.63 0.89 399 | 045 317 272 0.96 0.18 166 | 3.11 256 194
2005 0.19 012 178| 071 093 529 | 040 161 265 0.98 017 221| 286 182 1.86
2006 0.14 013 188 | 084 098 645| 0.39 143 249 0.88 020 169 | 278 152 1.72

A95-06
(ppt) -0.05 006 029| 031 026 58 -087 -260 -765| -049 0.02 0.8 021 -021 -0.3

Source: World Trade Indicators 2007, see also Table 3.3 as well as Table 2.8 in chapter 2 for a breakdown
of the category other services.

3.19 Table 3.1 not only shows the share of services in total GDP, it also zooms in on
three specific categories of services, namely transport, travel (tourism) and other services.
We will abstract from the first two categories, as NEG has basically very little to say
about the other two types of services (and also government services). NEG is basically
concerned with the last category that contains both tradable (software programming, call
centers, accounting, etc), nontradable (dental care, cinema’s, restaurants, etc) and
government services that are also largely nontradable. As such, we will discuss NEG’s
potential relevance for the nontradable (or sometimes also referred to as the traditional)
and tradable (or modern) services sector only.

Nontradable Services

3.20 To some extent the growth in services is simply due to the growth in the (local)
provision of nontradable services as a result of increased local demand for these services.
It is a stylized fact that when a nation’s prosperity increases its citizens spend an
increasingly larger share of their income on services. As South Asians become wealthier
this is expected to increase the relative importance of the nontradable services sector (at
the expense of agriculture and manufacturing). People will start to buy some services that
they previously did themselves (household cleaning, hairdressing, etc) or start spending
their money on e.g. entertainment (cinema, eating out, opera, etc). To what extent can
economic geography be useful to explain the spatial distribution of such nontradable
services? We will argue that the answer to this question is likely to be ‘very little’. Why
this is so becomes apparent when considering the relevance of NEG’s ‘holy trinity’ for the
nontradable service sector.

3.21 Compared to the manufacturing sector internal scale economies are less important
in the (nontradable) services sector. Certainly, for nontradable services, the very nature of
services production implies that services production will (have to) be located close to
demand. This is a direct consequence of the fact that trade or transport costs are
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effectively so high that they prevent consumption and production to be separated spatially.
Virtually all nontradable services are by definiton ‘nontradable’ because they have to be
consumed on the spot. Dining out, going to the cinema, cleaning services, education or
heart surgery are all consumed at the location where they are bought. This is the main
reason why NEG theory has in principle very little to say about the spatial distribution of
services. Trade or transport costs are the vital ingredient of any NEG model. Given that
transport costs for nontradable services are in a sense so high that these services have to
be consumed on the spot makes it very hard to come up with an NEG-based predictions
for this sector. The fact that scale economies are relatively less relevant for services also
implies that the disadavantages of spatial concentration, the so called diseconomies of
scale (think of congestion), are also less relevant for services compared to the
manufacturing sector.

3.22 As far as the nontradable services are concerned, factor mobility has only an
indirect impact. If mobile (manufacturing) firms and workers end up being located in a
few agglomerations or centers, these centers will ceteris paribus provide for a larger (and
more varied) market for nontradables. The number (and variety of) restaurants, cinemas,
hairdressers, etc is positively correlated with the size (in economic and population terms)
of a location.

3.23 In an international context, and as a direct consequence of labor migration, factor
(labor) mobility leads itself to a rather different service that is certainly relevant in the
context of South Asia The (temporary) migration of labor from South Asia to the rest of
the world (see chapter 5 of this report for a more in-depth discussion) does, however, not
really alter the agglomeration dynamics between the South Asian region and the rest of
the world as long as the resulting flow of remittances (a service activity) is substantial
enough to ensure that the expenditure or demand effects of this migration are limited or
even non-existent. The effects will be limited in the sense that even though labor is now
employed elsewhere because of out-migration, spending is (largely) not relocated outside
South Asia. From the NEG literature we know that in this case, labor migration will not
have much impact.?

3.24  Does this mean that the nontradable services sector is unimportant within the NEG
framework? The answer must be affirmative to the extent that NEG has not much to say
when it comes to the determinants of the supply or demand for these services precisely
because of their nontradable nature. This is, however, not to say that the nontradable
services sector is wholly unimportant from an NEG perspective. Certainly in the context
of South Asia and other developing countries, non-tradable services can act as an
important determinant of, or trigger for, the location of footloose activity. Most new
economic geography models assume a level playing field (i.e. with regions all identical
ex-ante) and are subsequently concerned with the question how such an initial level
playing field can give rise to an uneven distribution of economic activity across regions in
equilibrium. Now in reality, such a level playing field is hard to imagine and it is inter alia
the provision of high quality reliable nontradable services that can lead footloose firms
and/or workers to choose to locate in one place instead of the other (e.g., Bangalore

2 See for an elaboration of this point for instance Baldwin et al. (2003) and the distinction therein between
so-called footloose capital and footloose entrepreneur models.
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offering cheap real estate (exactly the important nontradable service in the NEG model by
Helpman 1998) and guaranteed bandwidth (not available in e.g. Delhi) were some of the
alleged reasons for its initial attractiveness to foreign investors). Figure 3.1 clearly
illustrates this by showing that those Indian regions offering reliable electricity and good
quality education are exactly the regions attracting the highest services output per capita
(Amin and Mattoo 2008).

Figure 3.1: a) Transmission and distribution losses of electricity, b) Tertiary education
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3.25 Also, recent research (by e.g. Arnold, Javorcik, Lipscomb and Mattoo (2008) in
the case of India) has shown that the provision of good quality services has substantial
‘spillover’ effects on the productivity of the manufacturing sector. High quality service
inputs such as finance, communication and transport, are vital for a manufacturing firm’s
performance. As such they play an important role in attracting manufacturing firms, and
can initiate or intensify a process of cumulative causation. The manufacturing firms
become more productive, offering higher wages that attract people, which increases the
demand for nontradable services, etc.

3.26 When it comes to the nontradable sector, the final conclusion is that NEG cannot
tell us much about where and to what extent the nontradable service sector will be
important for economic development. Only indirectly, through its interaction with the
manufacturing sector (or tradable services sector— see next sub-section) can the
nontradable service sector be of importance in explaining the observed spatial distribution
of economic (both manufacturing and services) activity. The quality and quantity of
nontradable services provision by a location can either make it attract or repulse footloose
economic activity. And on the other hand good quality nontradable service provision can
enhance a location’s productivity level in footloose activity that can result in attracting
more footloose economic activity than a less productive region.

Tradable Services

3.27  The conclusion in the previous sub-section regarding the relative unimportance of
NEG forces in explaining the spatial distribution of nontradable services changes radically
when we shift our attention to the tradable services sector. Given the key role of trade
costs (broadly defined) in NEG, this makes tradable services a much more interesting type
of services for our present purposes.
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3.28 Within the tradable service sector, we can make a further distinction between
nationally traded and internationally traded services. Market access remains a very
relevant concept for services that are tradable and bought by South Asian consumers
outside the location where these services are produced. Just like with manufacturing
goods, South Asian regions or cities with high market access, that is, a large market for
services, would then ceteris paribus be preferred locations for firms (like banks, insurance
companies, etc) that produce tradable services for the South Asian market. Chapter 7 of
the report, argues specifically for the case of telecommunications in South Asia. It
advocates that a further reduction of trade costs broadly defined (i.e. a fall in transport and
communication costs) could not only stimulate services activities per se but also the
agglomeration of services activity. When it comes to the demand for tradable services
within South Asia, the general conclusions mentioned in Box 1 (see Section B) are also
relevant for that part of the tradable services sector that produces for the local, i.e. internal
South Asian (or Indian) market.

3.29 However, as shown by Table 3.2, the bulk of tradable services produced in South
Asia are not produced for the local (South Asian) market. Instead, these services are
largely exported to developed countries where demand for them is much higher.

Table 3.2: India: Software Production and Exports, 1996-2006

Software exports  Software production % of Software % Software production

(million US $) (million US $) production in GDP  for export
1996-1997 1099 1775 0.46 61.9
1997-1998 982 2683 0.65 36.6
1998-1999 2600 3777 0.91 68.8
1999-2000 3958 5619 1.24 70.4
2000-2001 6206 8263 1.79 75.1
2001-2002 7653 9933 2.08 77.0
2002-2003 9526 12294 2.43 775
2003-2004 12674 16210 2.7 78.2
2004-2005 17845 22683 3.27 78.7
2005-2006 23310 29286 3.67 79.6
D96-06 202 15.5 3.21 17.7

Sources: Ministry of Information Technology, Annual Report 2005-2006 and previous editions.
Exchange rate and GDP (current prices) used for conversions and calculations of column 3 from
Reserve Bank of India.

3.30 In some more detail, Table 3.2 shows that in India the production of software is
one of the main components of Indian services exports: more than half of services’ share
in total GDP in India comes from software production (compare the percentage of
software production in GDP to total ‘other services’ percentage in GDP in Table 3.1).
Furthermore, the bulk of this production was aimed at the export market: software exports
increased even faster, increasing more than 20 times to US$23 billion in 2006. As of today
80 percent of India’s total software production is aimed at the export market. This is a
prime example of internationally traded services where from the South Asian perspective
demand and hence market access considerations are relatively unimportant (software
demand in South Asia is low) and where from an NEG perspective all the relevant action
is on the supply side. The question is what accounts for the increased importance of South
Asia and India in particular as the location for tradable services production.
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3.31 A first determinant is the fall in communication costs. This fall has been
spectacular, the World Development Report (World Bank 2009) shows that the price of a
telephone call from London to New York fell from a staggering $293 to only a few cents
in 2006. Figure 3.2 shows the fall of the costs of a three minute telephone to the US over
the last decade. Over this period the fall in costs has particularly been markedly for non-
OECD countries. In South Asia it went down from an average $6 in 1997 to about $2 in
2004,
Figure 3.2: Average cost of telephone call to the US ($ per 3 minutes)
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Source: World Development Report 2009.

3.32  The fall in communication costs has been even more pronounced when one takes
the rise of the internet into account. Where it used to take several days or even weeks to
send documents (let alone whole data-bases) from one country to the other, nowadays this
takes no more than the click of a button. NEG theory’s most straightforward prediction is,
see Section B, that this fall in communication costs will, all other things equal, increase
both the volume and range of tasks or services that are or can be traded.

Figure 3.3: Average Growth Rate of Business Service Exports for Selected Countries
during 1995-2005
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Source: IMF Balance of Payments Statistics.
Note: The “Business Services” category includes Total Services minus Transportation, Travel and
Government Services. Alternatively, Business Services consist of: Communication, Construction,
Insurance, Financial, Computer & info, Other business, Personal, cultural and recreational services, as
well as Royalties and License fees.
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3.33  Figure 3.3 shows that this is exactly what has happened. Business services exports
of many countries have grown rapidly (outpacing overall export growth) over the last
decade coinciding with the period of marked decreases in communication costs. Notice
that India ranks second in Figure 3.3.

3.34 From the South Asian perspective, the international trade in services is still
relatively limited in terms

of overall size (See chapter Figure 3.4: Largest Insourcing Countries Based on Amiti and Wei
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different from East Asia (China) since services and not, as is the case in East Asia,
manufacturing are the drivers of export-led growth. To take just one (non-randomly
chosen) example: India is nowadays responsible for 60 percent of non-US software
exports and also for 60 percent of global software outsourcing (see chapter 4 of this
report). Based on Amiti and Wei (2005), Figure 3.4 corroborates the importance of India.
It illustrates the global importance of India in this respect by giving the value of
insourcing for the largest insourcing countries (India was ranked sixth worldwide in
2002).

3.35 This tremendous increase in the amount and type of services that are nowadays
traded has not remained unnoticed (among popular media — sparking unrest among skilled
workers in high-wage countries afraid of losing their jobs —, policy makers and academics
alike). According to an influential paper by Baldwin (2006), the world depicted by
Krugman (1991) and the subsequent NEG models is one of the first great unbundling,
where largely thanks to the fall of transport and trade costs it became possible to spatially
un-bundle manufacturing production and consumption. From the late 20" century
onwards, however, Baldwin (2006) states that we have started to witness the rise of a
second great unbundling where the firm’s production process itself gets spatially un-
bundled. The spatial fragmentation of the value or production chain has increased trade
but not so much of final goods as in that of intermediate goods or, even more generally,
tasks or services. A large part (if not all) of the international trade in services belongs to
the second unbundling. A recent influential analysis by Grossman and Rossi-Hansberg
(2006) develops the first full-blown model of international trade in tasks where for
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instance (standardized) tasks like accounting are produced in low-cost countries like those
in South Asia and then exported (back) to the firms in the OECD countries.

3.36  For our present purposes however, the drawback of the analysis in the vein of
Grossman and Rossi-Hansberg (2006) is that it is not a model of agglomeration or
economic geography. It analyses so to say for a single representative firm whether it
makes sense to engage in the trade in tasks or not. What happens when one marries this
idea of services outsourcing or trade in services with the key NEG notion of the spatial
agglomeration or clustering of those activities? The only paper that we are aware of that
offers such a view is the very recent contribution by Robert-Nicoud (2008). He
specifically incorporates trade in services in a ‘standard NEG model’ that aims to explain
the effect of decreased trade costs of services (i.e. communication costs) on the spatial
distribution of both goods and tradable tasks or services production. Even more
specifically, the model seems to have been developed with the case of India and the
outsourcing of (routine) tasks by “western” firms to India in mind — or as put by Robert-
Nicoud (2008, p. 534) “my model applies to the unbundling of intangible tasks....[it] fits
the patterns of offshoring to ‘IT dragons’ like India”. We explain his model in some detail
in Box 3.2 below.

Box 3.2: NEG and Tradable Services: an Overview of Robert-Nicoud (2008)

To illustrate what NEG tells us about agglomeration once we allow for the “second unbundling”, Robert-
Nicoud (2008) introduces a production process that consists of complex/strategic tasks as well routine tasks.
The North (OECD countries) has an advantage as location for the complex tasks whereas routine tasks can
be undertaken at lower (wage) costs in the South (South Asia). But the fragmentation of the production
process, i.e. outsourcing the routine tasks to the South, is subject to communication costs. To mimic what
we have observed in South Asia in recent decades, he first assumes that communication costs are (still) very
high but that transport costs start to fall. This results in globalization-part | (see above). But, and here lies
the paper’s innovation, when communication costs start to drop as well because of ICT driven innovations
that make it less costly to transfer routine services tasks from the North to the South, Robert-Nicoud shows
that once communication costs are low enough, the North will be home to the production of complex tasks
and the South to the production of routine tasks (i.e. it can explain the second unbundling). From the
perspective of South Asia, introducing the offshoring option implies that in case of low transport and
communication costs the South may indeed end up with a very specific part of global footloose economic
activity: i.e. the production of tradable tasks and/or services. Also, Robert-Nicoud shows that this shift of the
production of tradable tasks to the South is an important channel for catch up in welfare terms for the South
(i.e. the South benefits more substantially from this second unbundling than the North).

3.37 Robert-Nicoud (2008) is the first example of a NEG model that sheds light on the
surge in services exports that we have observed over the last decade. Although showing
the potential of NEG in offering theory-based insights into the trade in services, for our
present purposes his model is too stylized. One important drawback of the analysis of a
modern NEG services model like Robert-Nicoud (2008) is that it treats the “South” (i.e.,
South Asia and other developing regions) as homogenous. But we know for instance that
the engagement of the various South Asian countries or even subnational regions in the
international trade in tasks or services differs enormously. In the case of South Asia, see
chapter 2 of this report and our Table 3.3, firms that take part in this trade are
predominantly located in India and within India itself the regional distribution is also
rather uneven with a few large cities (Bangalore, Delhi and Mumbai) dominating India’s
production of tradable services.
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3.38  When looking at (the type of) service exports, instead of at export services’ share
in total GDP as in Table 3.1, so far a surge in tradable business services really only seems
to have occurred in India. In India about 78 percent of exported services are ‘other
services’ and of those other services 89.1 percent are ‘computer and business’ services—
exactly the type of exports that most casual observers refer to when discussing the drivers
of India’s recent economic success.

Table 3.3: Service Exports (in millions of US $) of South Asian Countries Decomposed

YEAR: 2006 Bangladesh India  Maldives  Nepal Pakistan SriLanka  South Asia

Exports (total) 1,334 75,354 473 386 3,506 1,625 82,678
% Transportation services 6.7 10.1 5.5 9.1 32.0 46.2 12.0
% Travel services 6.0 119 91.8 33.2 7.0 25.2 12.0
% Other services 87.3 78.0 2.7 57.8 61.0 28.6 76.0

Other services in more detail

% Communications 5.3 3.7 0.0 15.7 7.0 14.7 4.0

% Construction 1.9 0.7 0.0 0.0 1.0 6.3 1.0

% Royalties and license fees 0.0 0.2 76.9 0.0 2.0 0.0 0.0

% Finance and insurance 2.9 5.4 7.7 0.9 4.0 12.3 5.0

% Computer and business

services 26.8 89.1 0.0 23.3 26 62.1 85.0

% Other services 63.0 0.9 23.1 60.1 59 4.5 4.0

Source: Adapted from Bosworth and Maertens (2008), Table 2.8, Chapter 2 of this report.

3.39 In the other South Asian countries where services exports dominate the ‘other
services’ sector (Nepal, Bangladesh and Pakistan), the ‘computer and business’ services
constitute less than a quarter of these exports. Again it seems that India in particularly has
been able to respond to the global decrease in communication costs and has expanded its
tradable service sector. It does not (or only marginally so) seem to be the case for the
other South Asian countries. Note also the stark difference with the Maldives and Sri
Lanka (see also chapter 2): the Maldives specializes much more in the tourist industry,
whereas in Sri Lanka—with its major transhipment port at Colombo—the transport
service sector is dominant. It seems that the main predictions from the modern new
economic geography literature, recall also the explicit claim by Robert-Nicoud (2008),
first and foremost apply to India; the other South Asian countries have not witnessed a
marked increase in the trade in previously nontradable business services.

3.40 This raises the question why some South Asian countries and regions do better
than others when it comes to the location of the services sector. To answer this, we
tentatively go beyond Robert-Nicoud (2008) and approach the issue regarding the
relevance of economic geography theory in explaining the recent (and possibly future)
developments in the tradable service sector more broadly (at the cost of losing out on
theoretical rigor). To do so, we ask the more general question whether new economic
geography theory provides useful guidelines that can help us to understand the spatial
evolution of the tradable service sector; and that of South Asia in particular. As in the case
of nontradable services, we turn to NEG’s trinity of increasing returns, trade costs and
factor mobility for some possible clues.
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3.41 The presence of localized increasing returns to scale combined with interregional
factor mobility creates, what NEG models are renowned for, cumulative causation. This
IS important when it comes to explaining the current uneven spatial allocation of
internationally tradable services production across South Asia: once a region has
established itself as an important and successful service exporter (e.g. Bangalore), this is
likely to start a process of cumulative-causation driven by the well known Marshallian
externalities that we know from the urban economics literature: skilled people from other
regions will flock to this city in search of jobs, starting new companies, exchanging
knowledge with other skilled people (and with foreign markets) making them more
productive, attracting even more foreign investment, making the service sector grow
further, attracting even more people, etc. In that sense subnational hubs of the production
of export services are likely to appear. The negative economies of scale (congestion costs,
high land and housing rents etc.) that go along with agglomeration are probably less
relevant for services. Services firms literally take up less space, use less local resources,
do not cause traffic jams when shipping their goods, and pollute less (at the location site
itself at least). Based upon the scale economies argument, we thus expect the production
of tradable services to show an even more concentrated spatial pattern than manufacturing
production.

Figure 3.5 shows some tentative evidence of this hub effect to be relevant for the case of
India. It shows that cities with an already large exporting service sector are able to
maintain their lead over the smaller national service exporting centers. There is no
evidence for significant catch-up between the service exporting cities — with Pune as a
marked exception to this rule.?
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Note: The slope of the line depicted is -11.94 and highly insignificant (p-value is
0.582).

® When considering the many places in India without any significant growth or even presence of a service
exporting sector, one would very likely even find a divergence between the leading service exporting centers
in India and its manufacturing or agriculture focused counterparts (see Bosker and Garretsen 2008) for
evidence on divergence in terms of overall GDP per capita among Indian states).
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3.42  Where such hubs appear and how they evolve depends on the relative strength of
other factors; which from an NEG perspective would be spreading and agglomeration
forces. This bring us naturally to NEG’s most important spreading or agglomeration force,
namely part 2 of its trinity: trade costs.”

3.43 A marked difference with the (standard NEG) case of manufacturing goods is that
in case of the trade in services, variable trade costs are today almost zero. The costs of a
telephone call, or of sending data from one place to the other, have virtually disappeared
due to the tremendous improvements in communication technology. However, this cannot
be said of fixed costs, i.e. the costs of setting up reliable broadband bandwidth services,
electricity provision, etc. Even though communication costs between locations are
virtually non-existent in a technical sense once an adequate communication infrastructure
has been set-up, countries and regions still differ widely in terms of their ability to
participate in the global ICT revolution. In order to be attractive for foreign firms as an
outsourcing destination, countries compete in terms of the quantity and quality in the
provision of high-speed internet, reliable power and telecom networks. Also less tangible
trade costs such as language, cultural or institutional differences are arguably much more
prominent when it comes to the trade in services.

3.44 In fact these fixed costs are to some, or maybe even a large, extent determined by
the presence of good quality nontradable services (internet, electricity provision, language
education, institutional quality, how easy is it to set up a business, contract enforcement
etc). The importance of these fixed costs in the overall cost of trading services, have an
important implication in terms of economic geography. Differences between locations in
the availability of good-quality ICT infrastructure, institutions or educated workforce, can
make the difference between locations in determining which one will attract an
(exporting) tradable service sector and which one does not. Both at the national as well as
at the Indian state level these fixed trade cost reducing measures do seem to exert a strong
influence in determining which country (i.e. India), state or even city (Bangalore, Mumbai
and Noida (very close to Delhi): recall Figure 3.5) attracts the tradable services sector and
to what extent (see Figure 3.1 for some evidence for this at the Indian state level).

3.45 Table 3.4 shows some evidence as to the possible reasons for the dominance of
India in the overall tradable services market over its South Asian neighbours (Table 3.3).

3.46 Table 3.4 shows that so far the internet infrastructure is most extensive in India: 17
percent of the population regularly uses the internet followed at some distance by Pakistan
and the Maldives (both about 11 percent). Of interest is the fact that India does not have
the highest share of people subscribed to the internet (not shown here) but does have the
highest share of people using the internet. Apparently, although many people cannot
afford to subscribe to a regular internet scheme (or buy their own computer), they do use
the internet regularly either at internet shops or maybe more likely at work. In terms of
telecommunication infrastructure, India is not doing very well compared to for example,
the Maldives, Pakistan and Sri Lanka, the countries with the largest coverage of their

* As explained in Section B, these trade costs are defined broadly to include all costs associated in moving a
good or, in the case at hand, a tradable service from one place to the other. As such they include both
tangible (cost of telephone call, tariffs, etc) and nontangible (language barriers, etc) costs.

145



telecom networks.® Turning to the quality of education services provided, Sri Lanka has
the best educated population (tertiary enrolment rates are lacking, but we expect these to
be the highest of South Asia as well). Notably India comes in second, with 59 percent
secondary and 13 percent tertiary enrolment rates respectively. Pakistan comes in last,
with a 32 percent secondary enrolment rate and 5 percent tertiary enrolment rate
respectively (both around half that of India). When it comes to the share of the population
speaking English, in all South Asian countries with the exception of Afghanistan about 10
percent of the population speaks English. Overall combining level of education and the
language ability of the population shows that (as in the case of infrastructure), India’s
educational performance is one of the best (only Sri Lanka has a similar (or better)
educational record) in South Asia.

Table34:Sout h Asi an Ctgaf @Gommunieasion Infpasteutture
Secondary  Tertiary
Internet Broadband Telephone | enrollment enrollment #
Electrifi- Internet users subscribers subscribers | rate (%) — rate (%) — English %
cation users per100  per 100 per 100 Male Male speakers English
Rate  (1000s) people people people (Female) (Female) (1000s) speakers
Country/year | 2005 2005 2005 2005 2005 2005 2005
Afghanistan 0.07 580 2.14 0 18 - - - -
Bangladesh 0.32 500 0.32 - 22 43 (45) 8 (4) 3500 2.2%
Bhutan - 40 46 - 21 49 (43) 7 (4) 75 11.4%
India 0.56 200000 17.1 0.27 23 59 (49) 13 (9) 90000  10.7%
Maldives - 33 10.8 1.57 115 - - - -
Nepal 0.33 337 1.2 - 6 49 (42) 8(3) - -
Pakistan 0.54 17500 10.7 0.08 51 32 (25) 5 (4) 17000 10.4%
Sri Lanka 0.66 772 4 0.33 56 83 (89) 1910 9.9%

Source: Infrastructure: Cecot and Wallsten, chapter in this report and World Development Report 2009.
In the columns with year 2000-06, the latest observation possible in this period is taken. Education: Table
adapted from Chapter 2 of this report, Bosworth and Maertens (2009).

3.47 When it comes to labor mobility and its relevance for tradable services in South
Asia, it is important to distinguish between international and interregional labor mobility.
Given the still limited degree of international labor mobility, both between South Asia and
the rest of the world and between the South Asian countries, labor can largely be
considered to be immobile from an international perspective. In fact, in the (few) NEG
models that analyze tradable services, labor is indeed assumed to be immobile.® The
limited degree of labor mobility contributes to the higher wage costs in the developed
(OECD) countries and thereby provides a main incentive for firms to re-locate their
(routine) services to countries like India (in case of perfect labor mobility wages would be
the same everywhere as workers can take immediate advantage of the higher wages
offered in other places).

3.48  Within South Asian countries, labor mobility is certainly relevant. Workers move
to those regions where the production of tradable services is concentrated thereby
strengthening the core-periphery like the pattern one observes notably in India with

® Note that it is not impossible that much of the voice traffic in India takes place over the good quality
internet network instead. Also note that the Maldives’ exceptional internet and telephone infrastructure may
in fact only be in use by its many foreign tourists.

® See Robert-Nicoud (2008) and Krugman and Venables (1995).
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respect to the location of tradable services production. As opposed to the international
setting where (the absence of) labor mobility stimulates the spreading of tradable services
activity, in the case of intra-national labor mobility in South Asia, labor mobility
strengthens agglomeration patterns. In fact, see the WDR 2009, when (policy induced)
measures are taken to stimulate labor mobility within and between South Asian countries,
this will tend to further increase regional differences in the sense of a more uneven spatial
allocation of economic activity, in case of services.

NEG and tradable services —What have we learned?

3.49  Our discussion of the relevance of NEG’s main ingredients for the tradable
services sector shows that, and in contrast with the case of nontradable services, NEG can
provide useful insights into the question why the tradable services sector clusters in only
few locations in South Asia. The substantial drop in the variable costs of trading services
has placed even more emphasis on the fixed cost of trading services. Providing a reliable,
high-quality communication infrastructure is crucial for being able to attract tradable
service firms. In addition, the fall in communication costs has accentuated the role of a
location’s amenities in attracting service exporting firms. Locations with good access to a
well-educated population, able to work in the tradable service sector, and locations with
interaction between firms and research institutes or universities will be the most attractive
to tradable service producing firms.

3.50 Finally, NEG’s focus on processes of cumulative causation is very relevant for the
tradable services sector in our view. Once a location has been successful in attracting a
fair share of tradable service firms, these provide further incentives to other firms,
possibly also foreign, and workers to also locate there. These incentives arise from
externalities such as knowledge spillovers between firms, workers, and/or universities etc.
But besides these productivity enhancing externalities, the larger location also tends to
provide more amenities and generally finds it easier to maintain or upgrade their existing
communication infrastructure. As a result, established regional centers of production in
South Asia will most likely maintain their lead and it will be relatively hard for
newcomers to compete with the overall level of ‘amenities’ offered by the established
centers.

D. NEwW EcoNOoMIC GEOGRAPHY, SERVICES AND SOUTH ASIA: PoLIcy
IMPLICATIONS

3.51 Is the observed clustering or agglomeration of tradable services unwanted? Or in
other words is there a role for active government policy in enhancing the tradable services
sector in locations that currently do not undertake such activity? Similarly, what can India
do to maintain its tradable service-led growth experience? And, what can the other South
Asian countries do to emulate (or even take advantage of) India’s tradable services
success? Below we tentatively address these questions, but we have to be modest in the
sense that to date little evidence is available on the effectiveness of active government
policy in trying to attract or expand its tradable services sector.
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3.52 In principle the clustering of the tradable services sector is not unwanted, as by
clustering firms and workers can enhance productivity, taking advantage of the
externalities outlined above. In essence, and similar to the conclusions of the WDR2009,
the clustering of economic activity is a natural stage in the development process, which
will at some point be followed by a return to a more equal (spatial) distribution of
economic activity. However, it is not unlikely that the clustering of tradable services
production will turn out to be more persistent than the clustering of manufacturing. In
order for growth to be inclusive, people who are not located in the centers of service
production also have to be able to reap the benefits of the positive development in the
tradable services hubs. To ensure this, the following two observations seem of particular
relevance:

1 Given that the skill requirements in the average tradable services job are higher
than those in agriculture or manufacturing, investing in education is of paramount
importance. Without a good education, people (and this of course also holds for
those already living in the hubs) will simply not be able to benefit from the
developments in the tradable services sector as they will not be able to perform the
tasks required.

9 People outside the tradable services hubs have to be able to take advantage of the
jobs and opportunities available in these hubs. | n order to ensure this,
impediments to people’s mobility have to be removed. Any impediments to factor
mobility will hamper those who happen not to live in the flourishing hubs in taking
full advantage of the developments there. Another strategy would be to encourage
ICT exports from new places (for example, the Indian Government aims to
stimulate ICT exports from second-tier cities). This could be successful if these
locations are carefully selected. It will most likely be successful in urban places
already offering a large and well-educated pool of workers, as well as having good
quality infrastructure in place. Given the costs and uncertainty associated with
such a strategy (and the fact that it has a necessary focus on urban areas only), we
would argue that enabling people is a strategy that will more likely benefit a larger
share of total population.

3.53 In essence, the above two observations can be combined into the following
statement: the clustering of tradable services in a few locations will not be beneficial to all
countries’ inhabitants if those not already living in these hubs are hampered in their
possibility (either in terms of education or mobility) to also take advantage of the
opportunities offered by these hubs. If these minimum conditions are not met, the
inequality between the successful tradable service hubs and other places will persist (and
possibly even worsen).

3.54 What can India do to maintain its successful tradable services export-led growth;
and what can the other South Asian countries do to try and emulate India’s success story
by also becoming an attractive location for the production of tradable services? Given its
already well-established position on the world markets for the tradable services, India’s
story is mainly one of trying to maintain its competitiveness. Its relatively low wages
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were one of the most important triggers for foreign firms to outsource their tradable task
production to India. Keeping this competitive advantage is crucial and we see three
important ways in which it can achieve this:

1 Maintain and upgrade both the quantity and quality of its communication
infrastructure, electricity provision, etc. that is crucial for ensuring the possibility
of engaging in tradable services trade in the first place.

1 Innovate: upgrade and expand the range of tradable tasks and services in which it
can compete on world markets, India’s leading position in software development is
a case in point here.

9 Educate: enable more people to perform the tradable tasks. A large supply of
relatively skilled labor will have a dampening effect on wages. Compared to
manufacturing this is a crucial element, and more difficult to achieve than for
example in China with its focus on relatively low-skilled manufacturing for which
it has a seemingly unlimited supply of workers.

3.55 The policy conclusions are of course somewhat different when considering the
other South Asian countries that have not yet established themselves on the market for
tradable services. We would argue that these countries do have a lot to gain from services
export-led growth (as is already apparent in the emergence of some localized clusters in
Pakistan, Sri Lanka and Bangladesh). However, the example of Bangladesh shows that a
service-led growth experience may not be the only viable option; there manufacturing
industries have largely driven recent growth. As a comparison between the benefits of
manufacturing versus services export-led growth is beyond the scope of this chapter, we
abstract from the (maybe more important, and surely more difficult question) of whether
or not these countries should strive to emulate India in the first place. Instead we focus on
the (somewhat easier) question of what they should do, were they to strive to emulate
India and aim to also develop a modern tradable services sector that can compete on the
international market for tradable services:

9 Start with services in which in it easier to compete on wages with e.g. India.
Immediately competing on quality or focussing on innovation is very unlikely to
be successful. Instead a focus on the relatively low-skilled tasks, in which it is
easier to find suitable workers, and in which one can much more quickly attain
similar quality levels as in India, will much more likely be successful. In essence,
such a strategy would copy India’s strategy of the last decade(s). India also began
by offering the relatively low-skilled services (call centers, etc) and from there
moved up the value chain and is nowadays also competing on much more skill-
intensive services such as software programming or accounting.

3.56 Focus on creating a tradable services hub. Given the large fixed costs associated
with setting up the necessary infrastructure to be able to trade in services, and given the
positive externalities that can be reaped to a much greater extent in an agglomerated
service hub, focussing on only one location (investing in research centers and the
communication infrastructure) will likely be most successful. Although enhancing spatial
inequality in the short run, if successful, these benefits will eventually spread to the
country as a whole (in the absence of the mobility and education constraints outlined
earlier).

149



3.57 Where to locate such a hub? The quickest and, probably also most successful,
strategy is to focus attention on one of the big cities that generally already provide a much
larger and better educated pool of workers and has a better stock of infrastructure in place,
compared to more rural areas.

3.58 We have outlined in the previous sections that NEG offers a useful framework
with respect to study the service sector and in particular the tradable service sector. How
can the NEG analysis be reconciled with the (sparse) evidence on the service sector for
South Asia as presented in the previous section?

3.59 As argued in Section C, NEG has relatively little to say about the nontradable
service sector. The supply of nontradable services will follow demand, so that the
nontradable services sector will flourish in places that are doing well in economic terms.
People will start demanding more services in places that prosper. Given that income levels
in most South Asian countries are quite similar and low, it is not surprising to see that the
nontradable service sector is not very well developed yet (and contributes only about 2
percent of GDP) in any of the South Asian countries. Moreover, within the South Asian
countries, nontradable service provision is concentrated in cities, exactly those places
where people can afford to buy these services to a greater extent than in the rural areas and
where the supply of these services is profitable.

3.60 However, as outlined earlier, the nontradable service can play an indirect role in
determining the location pattern of the tradable service sector where the latter is too a
large extent influenced by the forces stressed by NEG. Given the crucial importance of
high-quality reliable communication infrastructure for most tradable service production,
and given the fact that tradable service production is in principle even more footloose than
e.g. manufacturing production (it is easier to move a call-center than a factory), places that
are able to offer high quality nontradable services (broadband internet, reliable power,
high quality education) and a high quality of life (restaurants, parks, clean air, cinemas,
etc), are more likely to succeed in attracting the tradable service sector than others. To
some extent this explains why India (with its large internet-literate and relatively well-
educated population) outperforms the other South Asian countries is terms of being a
successful service exporter. This is in particular true from the firms’ perspective when one
considers that many foreign services firms moved to India not only because of low wages
and rents but also because of a reliable communication infrastructure and skilled people. It
also explains why within India, we observe that tradable service production is heavily
clustered in a few places (Bangalore, Noida, Pune, etc) only; these are all large cities
offering good quality communication infrastructure, and access to a large pool of well-
educated employees.

3.61 Another feature of NEG that seems to be relevant for the location of the
internationally tradable services production in South Asia is that of cumulative causation.
Not only is the production of tradable services very concentrated in a few Indian cities
only, it is also in these cities that display the fastest growth in the tradable services sector,
thereby further extending their lead over other cities. This is not surprising from an NEG
point of view, as these places, by virtue of their already established tradable services
sectors, offer substantial benefits for new firms or firms from other places, in the form of
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productivity enhancing externalities on the one hand and its already well established, and
much easier maintainable and improvable, provision of important nontradable services to
firms and workers alike.

3.62 These positive externalities in the services sector that sustain and promote the
clustering of tradable services firms are, however, different from those in the
manufacturing sector, but we argue that they are at least as important in enhancing
agglomeration. In the standard NEG model, the focus is on the manufacturing sector
where trade-cost savings is one main driver of agglomeration: by locating in the economic
centres firms are close to their intermediate supply and final demand and thus save on
trade costs. Such a trade cost motive is much less important for the tradable services
sector. Here we find that productivity enhancing externalities (of the type explained in the
previous paragraph) are arguably much more important drivers of the observed clustering
of tradable services firms.

3.63 In addition, we would thus like to argue that in the tradable services sector, the
diseconomies of scale amenities of large agglomerations are much less apparent compared
to the manufacturing sector. Combining agglomeration and spreading forces, we thus
expect the production of tradable services to show an even more concentrated spatial
pattern then manufacturing. This is not only true for developed countries, with notable
tradable services hubs in New York, London, Silicon Valley, or Tokyo but also in the case
of South Asia we observe this, and we expect this pattern to prevail or even to strengthen
in the near future.
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