The growing importance of
services, the higher compar-
ative advantage in services
compared to goods, and
the existence of comple-
mentarities provide a case

for integrating services into
SAFTA.
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he South Asian Association for
I Regional Cooperation (SAA-

RC)—which includes Bang]la-
desh, Bhutan, India, the Maldives, Ne-
pal, Pakistan and Sri Lanka, and, more
recently Afghanistan—has been much
criticized for its failure to promote
greater intra-regional trade and ad-
dress key areas that underpin regional
cooperation. Despite the introduction
of the SAARC Preferential Trading Ar-
rangement (SAPTA) in December 1995
and subsequently the Agreement on
South Asian Free Trade Area (SAFTA)
in January 2006, the share of intra-re-

gional trade increased only marginally
from 2.68 percent in 1990 to 4.8 per-
cent in 2008. SAARC remains one of
the most poorly integrated regions of
the world. Intra-regional investment
flows also remain limited.

The 14th SAARC Summit Declara-
tion (2007) stated the need to integrate
services into SAFTA and called for a
collective vision of South Asia with
a free flow of goods, services and
ideas if SAFTA was to realize its full
potential. It called upon member
countries to work towards an early
conclusion of a SAARC Framework




Agreement on Trade in Services (SA-
FAS). This point was also echoed at
the subsequent 2008 SAARC Summit
Declaration. In March 2008, the SAFTA
Ministerial Council directed the draft-
ing of SAFAS by 2009-end, though this
target has been missed.

The case for services integration
The single most important factor is
the dynamism exhibited by services
in South Asia and the sector’s grow-
ing importance in overall output,
employment, trade and investment

in the region. The services sector has
experienced higher growth rates than
other sectors in almost all South Asian
countries, and compared to those seen
in other parts of Asia and in other
countries with comparable levels

of development. Services constitute
close to 50 percent or more of gross
domestic product (GDP) in all South
Asian economies. The higher capacity
of SAARC countries in producing and
trading in certain services, the avail-
ability of high quality services in the
region, and the role of new economic
geography in driving tradability of
certain services create scope for trade
and investment complementarities
within the region.!

This potential is further enhanced
by the fact that in the past decade,
most South Asian countries have
undertaken considerable opening
up and deregulation of their services
sectors, and have been focusing on the
development of segments such as tour-
ism, telecommunications, transport
and energy services. Hence, there is a
certain convergence of interests and
approaches to the services sector and,
therefore, possibly a greater willing-
ness to negotiate regional liberalization
and explore intra-regional collabora-
tion possibilities in services.

There is the added benefit of geo-
graphic proximity as well as cultural
and linguistic ties, as relationship-
based marketing, social networks and
cross-border movement of service
providers play an important role in
driving services trade and investment
flows. The recent entry of some South
Asian countries into extra-regional

The contribution of ser-
vices to total trade in
South Asia is compa-
rable to that in devel-
oped regions such as
the European Union.

economic cooperation that extends
beyond goods to services further
highlights the growing recognition

of the importance of services to these
economies and the possibility of real-
izing their interests in services through
more broad-based regional and bilat-
eral arrangements.

Let us next consider specific facts
and figures which argue for the inclu-
sion of services and investment under
SAFTA.

Services sector performance
Services have been a key driver of
overall economic growth in South
Asia since the 1990s. Services have
consistently outperformed overall
GDP growth and helped compensate
for volatility in other sectors (Figure
1, page 16).> The average annual
growth rate for services output

has consistently moved upward,
from a little under 4.5 percent in

the 1970s to a little over 6 percent

in the 1980s, to over 6.5 percent in
the 1990s, and further to 8.3 percent
during 2000-2007. Although the
manufacturing sector in the region
has also shown an upward trend in
growth, its performance has been less
steady than in the case of services,
while agricultural growth has not
only been much lower but also highly
volatile.

This relatively superior perfor-
mance of the services sector over the
previous decades has led to its grow-
ing contribution to South Asia’s GDP,
from 36 percent to nearly 50 percent
over the 1980-2006 period. Mean-
while, the industrial sector’s contribu-

tion has been largely stagnant.

South Asia’s services exports have
similarly shown a steady upward
growth trend through the 1980s and
1990s, with a compound annual
growth rate (CAGR) of 23.5 percent
during 2001-2007, higher than for
the world and other high-growth
regions.’ Similarly, there has been an
acceleration in services import growth
with a CAGR of 13.6 percent dur-
ing 2001-2007, again higher than for
world services imports.* As a result,
the contribution of services to the
region’s total trade has increased, con-
stituting around one fourth of all trade
flows (merchandise plus services) in
recent years. This is comparable to
the contribution of services to overall
trade in developed regions such as
the European Union. South Asia’s
contribution to world services exports
and imports has risen from around 1
percent to 3 percent and 2 percent, re-
spectively, during 1991-2007, indicat-
ing the region’s growing integration
with world services markets, which
potentially creates opportunities at the
intra-regional level as well.

These trends are also reflected in
South Asia’s growing competitiveness
in services. While South Asia’s re-
vealed comparative advantage (RCA)
index for services has declined to less
than 1 in the case of goods in the post-
2000 period, it has increased and is
close to 2 in the case of services during
the same period (Figure 2, page 17).
In fact, if one compares RCA indices
across regions, South Asia emerges as
one of only two developing-country
regions which have seen an increase
in the RCA index for services between
1995 and 2007 and is the region which
has experienced the greatest increase
during the period. Clearly, a sector
that is experiencing rapid growth in
trade, growing participation in world
markets and rising competitiveness
warrants serious discussion under
SAFTA. It is, however, important to
note that each country exhibits differ-
ent trends in competitiveness across
the different services sectors, and there
is little overlap. For example, while
India exhibits very high RCA indices

Trade Insight Vol.6, No.1, 2010



cover feature

South Asia is one of
only two developing-
country regions which
have seen an increase
in the RCA index for
services between 1995
and 2007.

in computer and information services,
the Maldives and Nepal exhibit RCA
indices over 1 in travel and tourism
services, and Sri Lanka and Pakistan
in transport services.

Harnessing the asymmetries
A country-wise examination of servic-
es trade data shows that South Asia’s

growing competitiveness and penetra-

tion of world markets in services is

largely driven by India’s performance.

India is the only country in the region
to have significantly increased its

share in world services exports as well

as imports during 1990-2007 while
the shares of others have remained at
around the same levels. India’s share
in world services exports increased
from less than 1 percent in 2000 to 2.5

percent in 2007 and, likewise, its share

in world services imports increased
from a little over 1 percent in 2000 to
over 1.5 percent in 2007. The shares in

world services exports and imports for
all others in South Asia have remained

negligible at 0-0.3 percent throughout
this period.

Such asymmetries obviously raise
questions as to whether there is a suf-
ficient convergence of interest across
South Asian countries to push for

services integration. They also suggest

that any attempts at regional inte-
gration in services would obviously

involve asymmetries in trade potential

and interests, and that the dominant
player, India, would need to play an
important role in driving the intra-re-
gional integration process.

However, an examination of the
trends in competitiveness in services
vis-a-vis merchandise trade at the
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Figure 1
Trends in overall and sectoral growth in South Asia
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individual country level shows that,
notwithstanding such asymmetries,
for all the countries, the RCA for
services exceeds that for merchan-
dise trade (although only India has
experienced an increase in RCA for
services, and all countries other than
Bangladesh have remained at similar
levels of competitiveness over the
1995-2007 period). This suggests that
most South Asian countries may have
greater trade prospects in services
compared to merchandise where the
RCAs are much below 1. Thus, there
may be more scope for intra-regional
trade in services than in goods from a
competitiveness point of view.

Furthermore, there are possible
complementarities across the coun-
tries in terms of their services trade
structure. This could provide a basis
for promoting intra-regional trade in
services, particularly through greater
investment flows within the region.
Consider the trends in the profile of
services exports and imports.

India’s services export basket has
become more diversified over time
and today includes traditional services
such as transport and travel as well
as new services such as computer and
information technology and other
business services. On the other hand,
the services export basket for the re-

maining countries is much narrower,
with the Maldives and Nepal relying
mainly on travel and tourism services.
The composition of services imports in
these countries shows a gradual diver-
sification of the import basket between
1995 and 2006. Although travel and
transport services are the most impor-
tant, services such as business, finan-
cial, insurance and communication
services have increased in importance,
reflecting the outcome of services sec-
tor liberalization and reforms.

If one juxtaposes these trends in
the composition of services exports
and imports, complementarities and
commonalities emerge. For instance,
given the importance of travel and
transport services in exports and
imports, tourism services is clearly
one area where all countries have a
common interest and there is scope
for greater intra-regional trade and re-
lated cooperation. Likewise, business
and professional services constitute
an important export segment for India
and an increasingly important import
segment for some other countries.

Related to these categories is
the scope for greater cooperation in
air and land transport services, and
facilitation of business and leisure
travel. Another important feature of
the services trade basket in the region



Trends in RCA indices for merchandise and services

I Figure 2

5.00

4.50

4.00

3.50

3.00

2.50

2.00

= 1985

1.50

1.00 -

m 1995

0.50
0.00 -

Merchandise
Services
Merchandise
Services
Merchandise
Services

Bangladesh| India | Maldives

-

= 2007

Merchandise
Services
Merchandise
Services
Merchandise
Services

Pakistan | Sri Lanka

z
[0)
i)
L

Source: Author’s calculations based on UNCTAD Handbook of Statistics (online version).

is the significance of government
services, i.e., non-commercial services,
in some countries. Although sub-clas-
sification of government services is
not available, given the significance of
public services in South Asia’s trade
basket, any regional agreement on
services has the potential to explore
possibilities for collaboration, capacity
building, and regulatory cooperation
in areas such as health care, energy,
education, environment and infra-
structure development.

The potential role of intra-regional
investment flows is also indicated by
the services trade profile. Growth in
areas such as communication, finance
and information technology services
in the region is a reflection of the
reforms undertaken in these areas
within SAARC, in particular foreign
direct investment (FDI) liberalization.
Overall regional- and country-level
trends for FDI indicate that FDI in ser-
vices in most of the member countries
is growing, with India also emerging
as a potential exporter of FDI in areas
such as tourism, telecommunications,
energy and health services within the
region. There are many cases of Indian
companies which have bidden for
regional projects or established their
presence through subsidiaries and
joint ventures in the services sector

in the region. Thus, the asymmetry
that exists in favour of India in terms
of trade volumes and potential could
actually be harnessed to get Indian
investment in certain services sectors
in the other member countries. Such
investment could in turn help the
other countries to develop their intra-
regional and overall export prospects
in areas such as tourism, energy and
information technology services. Thus,
there is scope for exploiting syner-
gies in trade and investment flows in
services within South Asia.

Conclusion
All these commonalities, comple-
mentarities, asymmetries and syner-
gies need not necessarily mean that
countries in South Asia would want
to trade with one another or invest
in each other’s markets. They may be
more interested in markets outside
the region. The relatively small size of
some of the South Asian economies
and their low per capita incomes will
remain an impediment to intra-region-
al services trade and investment flows.
However, this is where the archi-
tecture of SAFAS and the negotiating
process will be critical for determin-
ing progress. It will be important to
address critical issues such as invest-
ment regulations, taxes, mobility of

The relatively small size
of some South Asian
economies and their

low per capita in-
comes will affect intra-
regional services trade
and investment flows.

business visitors and professionals,
and regulatory cooperation if such
inherent challenges are to be overcome
and the regional market is to be made
more attractive for intra-regional trade
and investment flows. Given the com-
plex nature of some of these issues,
the negotiating process will need to
be flexible, working through pluri-
lateral and bilateral tracks alongside
the regional track, at least in selected
services, to achieve progress on critical
issues where regional outcomes would
be difficult to realize, and to provide
sustained momentum to the services
negotiations. ®
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2 The sector “utilities”, i.e. electricity, gas
and water supply, has been included
under the manufacturing sector. If utilities
are to be considered as a part of the
services sector, there will accordingly be
changes in the relative shares of manu-
facturing and services sectors in South
Asia’s GDP.

3 Author’s calculations based on UNCTAD
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4 Author’s calculations based on UNCTAD
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