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Foreword

Ten years ago, Northern Bangladesh was hit by
severe and relentless monsoon rains. The rivers
burst their banks, hundreds of villages went under
water, entire crops were lost, half a million people
were made homeless, and millions more were
affected. Households in the affected regions faced
rising food insecurity. The rural poor migrated
but this helped them recover only 22 percent of
their lost household consumption.

Such disasters have been increasingly frequent
and more intense in South Asia due to climate
change. On average, 60 million people per year
have been affected by natural disasters since 2010.
Disasters like these can wash away a country’s
ability to unlock its potential in a matter of
weeks.

Weak job creation and fragile fiscal positions
constrain South Asian countries’ ability to prevent
and recover from such shocks. Weak labor
markets prevent households from shifting out of
agriculture as climate shocks take their toll. Fiscal
constraints make it difficult to finance necessary
public sector investments in climate adaptation.
And although growth in the region is likely to
remain strong in the short run, growth has been
below pre-pandemic averages except in India.

How can South Asia build greater resilience and
sustained growth? This report will focus on the
three keys to unlock a brighter future: robust
private investment, vigorous job creation, and an
environment that facilitates climate adaptation by
households, farmers, and firms.

More than elsewhere, growth momentum in
South Asia has been driven by the public sector
while private investment growth has been weak.
Without a thriving private sector, job creation is
likely to continue on a weaker path than in other
emerging market and developing economies,
especially in the non-agricultural sector.
Employment growth has not kept pace with
working-age population growth. The region
employs only 59 percent of its working-age
population compared with 70 percent in other
emerging market and developing economies. It is

the only region in which men’s employment-to-
working-age population ratio has fallen since
2000, and all but two South Asian countries rank
in the bottom quartile by women’s employment-
to-working-age population ratios.

Demographic trends have created a youthful
workforce in the region. If South Asia could
employ as large a share of them as other emerging
market and developing economies, without losing
productivity momentum, its output might be 16
percent higher.

The key to unlocking inclusive, resilient, and
strong growth lies in the potential of the private
sector. Ultimately, private investment and robust
firm growth are needed to create the jobs required
to absorb a growing working-age population.
They are also needed to spur the adoption of new
technologies for climate change adaptation.

This report offers a policy agenda for shaping
prosperous and resilient economies in the decades
to come.

o Improve fiscal positions. Current growth may
become less sustainable in the long run given
growing debt burdens and high interest rates.
Low revenues severely constrain government
spending on critical priorities, including
climate change adaptation. Increasing tax
revenues and  pivoting  towards  less
distortionary taxation is essential to freeing
up fiscal space to meet upcoming challenges.

o Spark private investment accelerations. Private
investment growth still has not reached its
pre-pandemic averages across South Asia. A
sustained private investment acceleration is
needed to meet development and climate
objectives. Increased openness to trade and
capital flows and improved institutional
quality can make such an acceleration more

likely.

o  Spur firm growth. Demographic trends
offer the possibility of a “demographic
dividend”—provided the growing working-
age population can be productively
employed. More dynamic non-agricultural
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sectors are needed to reallocate labor
into more productive activities. Weak
employment trends, in part reflect long-
standing obstacles to firm growth: a
challenging business environment, inefficient
land markets, labor market and product
market restrictions, and gender inequality.

Invest in adaptation. Governments must
adopt adaptation strategies today to improve
resilience to future climate disasters. These
include investments as well as supportive
policy environments. One of the most

effective adaptation strategies is the provision
of broad public goods: connective
infrastructure, robust social protection, and
effective public services in critical sectors like
water and health. Roads and bridges, local
clinics, piped water—these and other
investments generate double dividends,
improving productivity in good times while
building resilience in bad times.

The quest for broad-based prosperity and
resilience will take time and effort. But the right
investments and policies will pay out over
decades.

Martin Raiser
Vice President, South Asia Region



Executive Summary

South Asia is expected to continue to be the fastest-growing emerging market and developing economy (EMDE) region
over the next two years. This is largely thanks to robust growth in India, but growth is also expected to pick up in most
other South Asian economies. However, growth in the near term is more reliant on the public sector than elsewhere,
whereas private investment, in particular, continues to be weak. Efforts to rein in elevated debt, borrowing costs, and
fiscal deficits may eventually weigh on growth and limit governments’ ability to respond to increasingly frequent climate
shocks. Yet, the provision of public goods is among the most effective strategies for climate adaptation. This is especially
the case for households and farms, which tend to rely on shifting their efforts to non-agricultural jobs. These strategies are
less effective forms of climate adaptation, in part because opportunities to move out of agriculture are limited by the
region’s below-average employment ratios in the non-agricultural sector and for women. Because employment growth is
Jalling short of working-age population growth, the region fails to fully capitalize on its demographic dividend. Vibrant,
competitive firms are key to unlocking the demographic dividend, robust private investment, and workers’ ability to
move out of agriculture. A range of policies could spur firm growth, including improved business climates and

institutions, the removal of financial sector restrictions, and greater openness to trade and capital flows.

Chapter 1: Deceptive strength. Output growth
in South Asia, projected at 6.0-6.1 percent in
2024-25, continues to exceed that in other
emerging market and developing economies, but
this is largely due to strong growth in India. In
the rest of the region, while picking up, it is
expected to remain mostly well below pre-
pandemic averages. More than in other emerging
market and developing economies, growth is
being driven by the public sector. Many of the
underlying vulnerabilities that had previously
caused balance-of-payments pressures remain,
and point to downside risks to growth. Stronger
job creation and the easing of financial market
restrictions could help boost growth, private
investment, and government revenues and put in
place conditions conducive to climate adaptation.

Box 1.1: Accelerating private investment. Private
investment growth has slowed sharply from pre-
pandemic averages in all South Asian countries,
hampering the region’s efforts to meet
development and climate objectives. Historically,
sustained accelerations in private investment were
most likely to occur when institutional quality
was strong, the real exchange rate was
competitive, and economies were more open to
trade and capital flows.

Spotlight: Who bears the burden of climate
adaptation and how? South Asia is highly
vulnerable to climate change. However, severely
constrained fiscal positions will limit the scope for

public policies to facilitate climate change
adaptation. This means that the burden of
adaptation will fall disproportionately on firms,
farmers, and households and, especially, poor
households, which typically suffer greater damage
from climate shocks. A comprehensive and
systematic review of climate change research
identifies a variety of adaptation strategies used by
households, firms, and farmers, which have offset
46 percent of climate damage, on average. Firms
have access to the most effective adaptation
strategies, typically technology-related, whereas
the least effective strategies are employed by
households and farmers, often in the form of
labor market adjustments. Adaptations that
involve public support tend to be more effective
than purely private strategies. The analysis
suggests that policy should be guided by three
principles: (i) implementing a comprehensive
package of policies; (ii) prioritizing policies that
generate “double dividends”; and (iii) designing
policies that target non-climate goals in a manner
that does not set back climate-related goals.

Chapter 2: Jobless development. South Asia’s
labor markets stand out among EMDEs for
having suffered for decades from declining
employment ratios (that is, employment relative
to the total working-age population) and
exceptionally  low  shares
employment. While agriculture has shed labor, as
it has in other EMDEs, the non-agriculture sector
has been unusually slow in creating jobs. This

of women in
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partly stems from challenging institutional and
economic environments that have held back
firms’ growth. As a result, the region has relied on
labor productivity and population growth as
engines of output growth. However, working-age
population growth is expected to slow, and labor
productivity growth has already slowed sharply
since the COVID-19 pandemic. Sustaining

growth will require increasing employment ratios,

especially in the non-agriculture sector and
among women, through measures to remove
obstacles to growth for businesses, increase
openness to international trade, ease labor market
and product market restrictions, build human
capital, and strengthen equality of women’s
rights.
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CHAPTER 1

Chapter 1. Deceptive Strength

Output growth in South Asia, projected at 6.0-6.1 percent in 2024-25, remains stronger than in other
emerging market and developing economies, largely due to strong growth in India. Growth in the rest of the
region is picking up, but in most countries is expected to remain well below pre-pandemic averages. More than
in other emerging market and developing economies, growth is being driven by the public sector. Many of the
underlying vulnerabilities that had caused earlier balance-of-payments pressures remain and point to downside
risks to growth. Stronger job creation and the easing of financial market restrictions could help boost growth,
private investment, and government revenues, and also facilitate climate adaptation.

Introduction

Global economic growth has slowed as monetary
policies remain restrictive. The slowdown has been
orderly so far, with output growth gradually
converging to its potential growth rate and
inflation returning toward target levels.

In South Asia, output growth has surprised on the
upside and remains stronger than in other
emerging market and developing economies
(EMDEs). This is largely a consequence of India’s
robust economic expansion (figure 1.1).

Since peaking in mid-2022, inflation in both
South Asia and the rest of the world has eased
significantly. Supply chains have been resilient to
intermittent tensions affecting shipping around
the Red Sea and drought in the Panama Canal.
The decline of inflation in South Asia has been less
rapid than in other EMDEs because of persistent
increases in food prices and the lingering effects of
past currency depreciations.

Most EMDEs weathered tightening financial
conditions around the world with few signs of
financial stress. About one in four EMDE:s faced
difficulties, however, including Afghanistan,
Maldives, Pakistan, and Sri Lanka in South Asia.
To ease balance-of-payments pressures, several
South Asian tightened
macroeconomic policies, imposed capital controls
and import restrictions, and undertaken economic
adjustment and reform programs supported by the
International Monetary Fund (IMF).

governments

Note: This chapter was prepared by Patrick Kirby, with
contributions from Jonah Rexer, Siddharth Sharma, Margaret
Triyana, and Zoe Leiyu Xie.

South Asia was the fastest growing EMDE region
in 2023, a distinction that is expected to continue
this year and next largely due to strong growth in
India. As global growth is projected to ease this
year, growth in South Asia is also expected to
moderate to 6.0 percent—faster than projected in
the Fall 2023 edition of the South Asia
Development Update, due to the strength of
India—and gradual recoveries in countries that
had faced recessions in 2022-23. Growth in
South Asian economies other than India and
Bhutan is projected to remain well below pre-
pandemic averages, and growth in South Asia’s
financially stressed economies is expected to pick
up somewhat more slowly than in their peers.
Growth in the region is more reliant than
elsewhere on the public sector. This may be
dificult to sustain given weak fiscal positions
around the region.

More than any other EMDE region, South Asia
was buffeted by sharp currency depreciations after
the pandemic. Because of fragile fiscal positions
and weaker financial systems than elsewhere,
several South Asian countries have limited buffers
to respond to financial market disruptions or
persistent balance-of-payments pressures. This
leaves these countries at risk of further currency
crises if, for example, monetary policy loosening in
major advanced economies is delayed or domestic
policy reforms are postponed. A further risk to the
region is the possibility that broader global
geopolitical and other tensions lead to an increase
in trade barriers and other protective measures.
This would depress global trade, particularly in
services, on which South Asia relies more than
other regions and which is highly sensitive to
geopolitical developments. Climate change and
the increased prevalence of weather extremes also
present a particular, growing risk to the region.
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FIGURE 1.1 Overview

Output growth in South Asia is expected fo continue fo oulperform other
emerging market and developing economies (EMDEs), but this is mainly
attributable to India. In several South Asian countries, inflation remains
above recent historical norms, largely owing fo rising food prices. Growth in
South Asia relies more than elsewhere on the public sector. Some of the
region’s financial sector policies, including interest rate and other controls,
risk diistorting the allocation of capital.

A. Output growth B. Headline CPI inflation, latest
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C. Output growth in financially
stressed EMDEs
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Sources: Haver Analytics; International Monetary Fund; Jafarov, Maino, and Pani (2019); Moody’s;
World Bank MPO (database); World Bank.

Note: e = estimate; f = forecast; AFG = Afghanistan; BGD = Bangladesh; BTN = Bhutan; EAP = East
Asia and Pacific; ECA = Europe and Central Asia; EMDEs = emerging market and developing
economies; IND = India; LAC = Latin America and the Caribbean; LKA = Sri Lanka; MDV = Maldives;
MNA = Middle East and North Africa; NPL = Nepal; PAK = Pakistan; SAR = South Asia; SSA = Sub-
Saharan Africa.

A. C. D. Bars show real GDP growth. Regional aggregate is a weighted average using annual U.S.
dollar GDP (at average 2010-19 prices and market exchange rate).

B. Yellow whiskers denote inflation target bands of central banks. Bars show year-on-year inflation
rates. Last observation is February 2024 for India and Pakistan and January 2024 for all others.

C. Financially stressed EMDEs includes 58 EMDEs (in South Asia Maldives, Pakistan, Sri Lanka)
that are rated by Moody’s ratings agency C or below or are considered in, or at high risk of, debt
default by the IMF-World Bank Low-Income Country Debt Sustainability Analysis (November 2023).
D. Contributions in SAR assume that half of India’s forecasted discrepancy in FY2023/24 is due to
public sector. SAR excludes Maldives and Sri Lanka for lack of data.

E. Blue bars show the average regulatory capital-to-risk-weighted assets using constant GDP
weights at average 201019 prices and market exchange rates

F. Figure shows trend interest rate control index (5-year moving average) for 90 countries from 1973
to 2017. Aggregates are unweighted averages. The index represents the presence, and importance,
of administrative or legal controls on interest rates that commercial banks apply to the deposits and
loans of their customers. The index ranges from 3 (strictest controls) to 0 (representing a situation in
which banks are essentially free to set their own interest rates, subject at most to nonbinding
consumer protection limits forbidding usury). For details, see Jafarov, Maino, and Pani (2019).

Slowing global growth and heightened risks to the
outlook will make it difficult  for
governments to implement the policies needed to
address long-standing development challenges.
Unless government raised
substantially, government spending will be
severely constrained, including on public goods,
which can provide the most effective way to adapt
to climate change. Households, in particular, will
struggle to adapt to climate change because their
ability to shift toward nonagricultural sectors is
hindered by weak job creation. To sustain growth,
reforms are needed to spur firm growth, improve
competitiveness, ensure level playing fields among
firms, and achieve a more efficient allocation of
capital.

more

revenues can be

Economic activity

Output growth in South Asia has continued to exceed
that in other EMDEs, largely reflecting a strong
expansion in India. Capital flows in several countries
remain weak while import compression has improved
current account balances.

Global developments

Global economic growth has slowed as monetary
policy has remained restrictive in many countries
in efforts to lower inflation. Fiscal positions have
generally deteriorated, not only because of higher
interest rates and the build-up of debt during the
pandemic but also because of fiscal policy
relaxation in advanced economies.

Thus far, the slowdown in global growth has been
orderly. Output growth is gradually converging to
its potential rate and inflation is returning toward
targets or pre-pandemic levels without triggering
recessions in many countries (figure 1.2). The
slowdown has been less severe than expected;
growth in 2023 has surprised on the upside for
several major economies. Even so, geopolitical
risks have risen as a result of conflicts in the

Middle East.

In the United States, output and employment
have grown rapidly, partly reflecting a significant
fiscal boost to demand in 2023. Estimated growth
in 2023 has been upgraded significantly from
projections at end-2022, and economic sentiment
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indicators have risen sharply since the end of
2023. Meanwhile inflation  has  slowed
substantially.

In contrast, the euro area economy has shown
multiple signs of weakness. GDP growth stalled in
2023 and activity contracted in its largest
economy, Germany. The manufacturing sector is
struggling with continued high costs and anemic
domestic and international demand. Financial
conditions remain tight and confidence is low.

China’s economy is experiencing a downturn in
the property sector, as major property developers
have defaulted on their debts. Policymakers have
provided some support to stabilize activity. Both
imports and exports contracted steadily for much
of 2023, but have rebounded more recently.

For other EMDEs, growth has been stable but
weak. Commodity exporters face particularly
strong headwinds from weak global manufacturing
activity and declining commodity prices. A
substantial minority—about one in four EMDEs,
including Afghanistan, Maldives, Pakistan, and Sri
Lanka in South Asia—are struggling to adjust to
restrictive financing conditions. These EMDEs
have weak credit ratings and high financing costs.
Several have been forced to default on sovereign
debts because they have lost access to market-
based financing. These countries remain vulnerable
to new interest rate shocks, which could trigger a
renewed period of capital outflows, currency
depreciation, and surging inflation.

Regional developments

The  South  Asian  economy  (excluding
Afghanistan) grew by 6.6 percent in 2023, 1.0
percentage point faster than projected in the
October edition, reflecting better-than-expected
growth in India. This was the fastest growth rate of
any EMDE region. In most countries, earlier large
current account deficits have narrowed, in part
due to import compression, but capital inflows
have continued to be subdued. In several
countries, the measures used have continued to
impede growth. As a result, growth has mostly
been weaker than pre-pandemic averages in South
Asian countries other than India.

FIGURE 1.2 Economic activity

Global output growth has converged to its potential and growth surprised on
the upside for some major economies. Geopolitical risks have risen, but
have remained lower than in previous periods of turmoil. In South Asia, too,
growth is estimated to have been higher than anticjpated, largely due to the
public sector. Investment in all South Asian countries remains below pre-
pandemic averages. The recovery in international travel has provided some
support but travel has yet to return fo pre-pandemic levels.

A. Global actual and potential output B. Consensus forecasts and growth
growth outcomes in major economies
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Sources: Caldara and lacoviello (2022); CEIC; Consensus Economics; Haver Analytics; Kilic Celik et
al. (2023); WDI (database); WEO (database); World Bank MPO (database); World Bank.

Note: EMDEs = emerging market and developing economies; SAR = South Asia.

A. Red dashed line is computed as the interpolation between the 2021 value from Kilic Celik et al.
(2023) and WEO 2028 GDP forecasts.

C. Based on Caldara and lacoviello (2022). Last observed date for 2024 peak is January 2024. Latest
data available is January 2024.

D. Contributions in SAR assume that half of India’s forecasted discrepancy in FY2023/24 is due to
public sector. SAR excludes Maldives and Sri Lanka due to lack of data.

E. Panel shows real private fixed investment growth. "Latest” data refers to geometric average of
2020-21. South Asia includes Bangladesh, Bhutan, India, Nepal, and Pakistan. Non-SAR EMDEs
include 44 economies.

F. Cumulative number of tourist arrivals in South Asia since January of each year. Last observation
for 2023 is December. Sample includes Maldives, Nepal, and Sri Lanka. Bhutan stopped publishing
tourism statistics during the pandemic and has not resumed.
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Growth of government consumption and total
robust amid
campaigns in almost all South Asian economies
over 2023-24. Government consumption and
total investment grew by 6.2 percent and 8.5
percent, respectively, in 2023—more than double
the growth of private consumption. Private
investment growth in all countries remained well
below pre-pandemic averages, however. Robust
private that
underway in several South Asian countries before
the pandemic have since subsided (box 1.1).

investment remained election

investment accelerations were

The recovery in international travel to South Asia
has been slower than the global average. However,
a pickup around the middle of last year has
provided some support to growth in tourism-
dependent countries such as Maldives, Nepal, and
Sri Lanka.

In Bangladesh, growth slowed from around 7
percent in FY2021/22 to 6.1 percent in 2023Q3,
according to the provisional
Bangladesh’s Bureau of Statistics. Trade and
foreign exchange restrictions put into place in
response to balance-of-payments pressures in 2022
—23 contributed to a severe import contraction
that current deficit.
Shortages of imported intermediate goods
impeded domestic activity.

estimate of

narrowed the account

In Bhutan, growth was stronger than expected in
2023 and forecasts have been upgraded for 2024—
25, largely reflecting strong exports of
hydroelectricity and the re-opening of borders in
late 2022. The government has partially relaxed
the tourism levy imposed on non-Indian foreign
visitors, but the number of visitors is still well
below pre-pandemic levels. Imports of crypto-
mining equipment widened the current account
deficit to more than 30 percent of GDP in 2022—
23.

In India, economic activity surprised on the
upside in 2023Q4, with growth of 8.4 percent
from a year ago. The expansion was supported by
rapid increases in investment and government
consumption. More recent survey data point to
continued strong performance. In February,
India’s composite purchasing managers index
(PMI) stood at 60.6, well above the global average

of 52.1 (a value above 50 indicates expansion).
Growth in FY2023/24 is estimated to have
exceeded earlier forecasts.

In Maldives, the economy grew by 2 percent year-
on-year in 2023Q3, a significant slowdown from
the 13.9 percent growth of 2022. Tourism activity
contracted by 5 percent in the year to 2023Q3,
the second consecutive quarterly contraction, as
tourists increasingly shifted from high-end resorts
to lower-end guesthouses. Fiscal policy began to
tighten.

In Nepal, following the lifting of import controls,
economic growth has shown signs of recovery as
expected from its dip in 2023, especially in the
services sector. Remittance inflows grew at a
double-digit pace between July 2023 and January
2024, which has helped rebuild foreign reserve
buffers to 12 months of imports but has not yet
translated into strong private consumption
growth.

Pakistan’s growth strengthened to 2.1 percent in
2023Q3 after two quarters  of
contraction, propelled by 5 percent growth in
agriculture  and 3 percent growth in
manufacturing. Nevertheless, growth remains less
than half its pre-pandemic average and industrial
production remains well below its pre-recession
level. The current account deficit narrowed in
2023Q4, with both

recovering,.

consecutive

imports and exports

Sri Lanka’s economy is also returning to growth,
as expected. Activity increased by 1.6 percent year-
on-year in the year to 2023Q3, ending an
extended recession that started in early 2022. A
recovery in tourism has boosted growth while also
contributing to a substantial improvement in the
current account balance. Remittances have also
recovered after plummeting in 2021 and 2022,
although they remain below pre-pandemic levels.

Afghanistan is struggling with drought and
deflation. In 2020-22, nearly 80 percent of the
population was food insecure and 30 percent
undernourished, on average (FAO, IFAD,
UNICEF, WFEP, and WHO 2023). An extended
period of unusually dry weather will worsen

conditions. The economy is likely to be
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BOX 1.1 Accelerating Private Investment 2

Private investment growth has slowed sharply from pre-pandemic averages in all South Asian countries, hampering the
region’s efforts to meet development and climate objectives. Historically, sustained accelerations in private investment were
most likely to occur when institutional quality was strong, the real exchange rate was competitive, and economies were more

open to trade and capital flows.

Introduction

Private investment growth has slowed sharply from pre-
pandemic (2015-19) rates in all countries in South Asia
(figure B1.1.1). South Asia’s private investment
weakness is part of a broader phenomenon in emerging
markets and developing economies (EMDEs), although
it is less pronounced in South Asia than elsewhere.

Thus far in the 2020s, South Asia’s private investment
growth (3.5 percent per year) averaged about half its
pace in the five years preceding the pandemic (7.2
percent per year during 2015-19). Notwithstanding
this slowdown, South Asia’s private investment growth
has remained above that in other EMDEs, where the
deceleration has also been pronounced.

Although private investment has grown more quickly
than elsewhere, it stll makes up a smaller share of
output in South Asia than in other EMDEs. Private
investment has accounted for 23 percent of GDP since
2020, down from its pre-pandemic share of 24 percent
and well below the 31 percent share of GDP among
other EMDEs.

With weak private investment, several South Asian
countries have relied heavily on public investment for
growth (World Bank 2023a). This is unlikely to be
sustainable given weak fiscal positions, with high debt-
to-GDP ratios and poor revenue collection in most
countries in the region.

The shortfall of private investment is an obstacle to
achieving both development and climate goals.
Achieving those goals will require substantial
investment to accelerate fill infrastructure gaps, adapt to
change, facilitate the energy transition,
accelerate poverty reduction, catch up to advanced-

climate

economy incomes, and advance shared prosperity (G20
and IEG 2023; Rozenberg and Fay 2019; Stamm and
Vorisek 2023; UNEP 2023Db).

@ This box was prepared by Patrick Kirby and Kersten Stamm.

Private investment can lay the foundation for future
growth. It increases the capital stock available to
workers and it contributes to technological progress, as
it often embodies productivity-enhancing technologies
and facilitates the reallocation of resources toward more
productive uses (Dieppe, Kilic Celik, and Okou 2021;
Syverson 2011). Progress on these fronts is essential to
raise labor productivity in South Asia, which is about
one-third of other EMDEs. The region consumes twice
as much energy per unit of output as the global average,

in part because firms lag in adopting advanced energy-
efficient technologies (World Bank 2023a).

A sustained acceleration of private investment should be
a policy priority for South Asia.
accelerations are typically periods of rapid growth in

Investment

output, employment, and productivity, accompanied by
improvements in fiscal positions, poverty, and
inequality (World Bank 2024a). This box investigates

two questions.

e  What have been the features of private investment
accelerations?

®  What have been the preconditions associated with
starts of private investment acceleration?

Contribution. This box extends the analysis of
aggregate investment accelerations in World Bank
(2024a) to private investment, which is a more pressing
concern for South Asia. Earlier research has examined
output accelerations in event studies (Berg, Ostry, and
Zettelmeyer 2012; Hausmann, Pritchett, and Rodrik
2005; Jones and Olken 2008; Jong-A-Pin and de Haan
2008) and the correlates of aggregate investment in
panel regressions (Anand and Tulin 2014; Caselli,
Pagano, and Schivardi 2003; Kose et al. 2017; Qureshi,
Diaz-Sanchez, and Varoudakis 2015; World Bank
2019). None of these studies has identified the

correlates of private investment accelerations.

Main findings. The main findings of this box include
the following,.

e DPrivate investment accelerations have lasted about
eight years, with private investment growth
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BOX 1.1 Accelerating Private Investment (continued)

FIGURE B1.1.1 Private investment in South Asia

Private investment growth has slowed from pre-pandemic averages in all South Asian countries, as in other emerging market
and developing economies (EMDEs). Whereas private investment has recently accounted for an increasing share of output in
other EMDEs, its share has fallen in South Asia. Strong private investment /s crifical fo boosting labor productivity and
improving energy efficiency.

A. Private investment growth B. Private investment growth C. Private investment
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Sources: Haver Analytics; OECD, Green Growth database; UN Population Division database, WDI (database); World Bank: Firm Adoption of Technology (FAT) Surveys
Wave 2; World Bank (2023a).

Note: BGD = Bangladesh; BTN = Bhutan; EMDEs = emerging market and developing economies; IND = India; NPL = Nepal; PAK = Pakistan; SAR = South Asia.
Geometric annual averages. Aggregates computed using GDP in U.S. dollars (at 2010-19 average prices and exchange rates) as weights.

A. B. C. Charts show real private fixed investment growth (A and B) or in percent of GDP (C). 2015-19 is the annual average. "Latest data” in A refers to geometric
average of 2020-21 because of limited data and to even out the deep contractions of 2020 and strong rebounds of 2021. “Latest data” in B refers to 2023, except for
Bhutan, which is based on the 2020-21 average, and for India, which is based on 2022. “Latest data” in C refers to 2020-21 average.

D. Labor productivity is GDP per employee in U.S. dollars (at 2010-19 average prices and exchange rates).

E. Data on energy consumption in South Asia are available only for Bangladesh, India, Pakistan, and Sri Lanka. Latest available data are for 2020. Energy intensity is
defined as energy consumption (in tons of oil equivalent, toe) relative to nominal GDP (in thousand U.S. dollars) in 2020.

F. Includes data from World Bank’s FAT Surveys of 10,090 firms in seven EMDEs (Bangladesh, Brazil, Cambodia, Chile, Ethiopia, Georgia, and India). The charts depict
the range of country-level averages of the percent of firms adopting programmable thermostats in South Asia and other EMDEs. For each country, the average percent
of firms adopting a technology is estimated using sampling weights.

averaging 12 percent a year during these episodes. Only about one-tenth of private investment
Hence, episodes of private investment acceleration accelerations in EMDEs ended in financial crises
have been somewhat shorter and shallower than and one-fifth in recessions (although mostly
episodes of total investment acceleration. coinciding with global recessions).

Accelerations in South Asia have been somewhat

stronger and shorter than those in the average _ AR i
EMDE likely to start when institutional environments were

e Private investment accelerations have been more

strong, when countries were more open to global
® Most private investment accelerations in EMDEs trade and finance, and when real exchange rates
have tapered off gently rather than ending in crisis. were competitive.
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BOX 1.1 Accelerating Private Investment (continued)

e The probability of initiating a private investment
acceleration in South Asia could be almost two-
thirds higher if the region moved to the EMDE
average in its openness to global trade and finance
and if its institutional quality was brought in line
with the top quartile of EMDEs.

Data. Private investment is defined as real gross fixed
capital formation by the private sector, as reported by
the IMF. This study focuses on growth in private
investment per capita because it parallels growth in
GDP per capita, the most basic measure of growth in
living standards and central to the analysis of long-term
economic growth (Libman, Montecino, and Razmi
2019). The dataset covers up to 105 EMDEs over 1960
-2022.

Definitions and methodology. Following World Bank
(2024a), an event study approach is used to identify
private investment accelerations. The approach follows
earlier studies on accelerations of output and capital
stock, and imposes rules to ensure that the identified
episodes feature sustained increases in private investment
growth to a rapid rate. Each episode is defined by the
following characteristics: 1) it must be sustained for at
least six years; 2) average annual per capita growth of
private investment in the acceleration must be at least 4
percent; 3) the average annual growth rate of private
investment per capita must be at least 2 percentage
points higher than the average of the previous six years
to ensure that the episode is an acceleration; and 4) the
private capital stock per capita at the end of the episode
must exceed its pre-episode peak. These rules help
exclude purely cyclical rebounds in investment growth
(Barro and Sala-i-Martin  1992; Christiano and
Fitzgerald 2003).

An acceleration is deemed to conclude when private
investment growth turns negative, or when inclusion of
the current year lowers the average annual per capita
investment growth rate since the acceleration’s start to
below 4 percent. This approach yields 126 episodes of
private investment accelerations in EMDEs and 82
episodes in advanced economies during 1960-2022.
Twelve accelerations have occurred in South Asia: two
in Bangladesh (1976-1981, 1992-2019), two in India
(1987-93, 1995-2001), three in Nepal (1973-78,
1991-96, 2013-19), one in Pakistan (1982-87), and
four in Sri Lanka (1976-82, 1990-2000, 2002—07,
2010-18).

Features of private investment accelerations

EMDE:s. The average private investment acceleration in
EMDEs lasted 8.1 years, somewhat shorter than the
average total investment acceleration (figure B1.1.2).
During accelerations, private investment grew by 12.2
percent per year, on average—somewhat more slowly
than during the average total investment acceleration.
Private  investment  accelerations  were  often
accompanied by strong public investment. Most
accelerations tapered off smoothly; few ended in
financial crises. Specifically, only 11 percent of the 187
private investment accelerations in the sample ended in
a currency, banking, or debt crisis—as defined by
Laeven and Valencia (2020)—within one year of the
end of the episode. Nor did these episodes end in
recessions: only one-fifth of private investment
accelerations were followed by a recession in the two
years following the end of the episode, with more than
half of these recessions coincided with global recessions.

South Asia. Countries in South Asia have had more
investment accelerations over the past 50 years than
other EMDEs, experiencing an average of 2.4
acceleration episodes per country compared with 1.8 in
other EMDEs.  Although  private
accelerations became less common in EMDEs generally
in the 2010s, they became more frequent in South Asia.
In South Asia, as in EMDEs generally, private

investment

investment growth averaged 12.0 percent per year
during acceleration episodes. Accelerations in South
Asia tended to start stronger, but fade more quickly
than in EMDEs generally—75 percent of accelerations
in South Asia lasted 6-7 years, compared with 60
percent in EMDEs overall. As with EMDEs generally,
private investment accelerations in South Asia rarely
turned into crises: Only one of the 12 private
investment accelerations in South Asia culminated in a
banking, currency, or debt crisis in the following year—
in line with the 11 percent of accelerations that ended
in crisis in EMDEs generally.

Correlates of starts of private investment
accelerations

A rich body of empirical research has shown that
investment growth is affected by economic policies,
including  those related to the institutional
environment, monetary frameworks, exchange rate
competitiveness, and macroeconomic stability. An
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BOX 1.1 Accelerating Private Investment (continued)

FIGURE B1.1.2 Features of private investment accelerations in EMDEs

The average private investment acceleration was somewhat shorter and shallower than the average fotal investment
acceleration. In the pre-pandemic decade, the number of South Asian countries in a private investment acceleration increased,
In contrast fo other emerging market and developing economies (EMDEs). Private investment accelerations in South Asia have
tended to start stronger but fade more quickly than those in other EMDES.

A. Amplitude and duration of private and
total investment accelerations

B. Share of countries with private
investment accelerations

C. Investment growth around a private
investment acceleration
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Sources: Chinn and Ito (2008); Haver Analytics; WDI (database).

years

Note: EMDEs = emerging market and developing economies; SAR = South Asia. Sample includes up to 105 EMDEs, of which five are in South Asia.

A. Bars show the average duration and investment growth rate during accelerations for total and private investment growth in EMDEs.

B. Bars show the share of EMDEs and economies in SAR that started a private investment acceleration in a decade. Diamonds show the share of total accelerations.
C. Lines show the median annual private investment growth rate around the start of private investment acceleration episodes. Year O refers to the start year of an

acceleration.

econometric exercise can help identify the factors that

have helped spark private investment accelerations in
EMDEs.

Econometric approach. A panel logit regression is used
to estimate the correlates of the onset of a private
investment acceleration episode, including currency
overvaluation (measured by the index developed by
Rodrik 2008); institutional quality (as captured by the
law and order index of the International Country Risk
Guide ICRG); trade openness (measured as in Alesina
et al. 2020); and capital account openness (measured in
the index developed by Chinn and Ito 2008). These
correlates are the same as those used to estimate the
probability of an aggregate investment acceleration in
World Bank (2024a). Table B1.1.1 shows the

estimation results.

Estimation results. Private investment accelerations
started in 4.5 percent of the country-year pairs in the
sample; this can be interpreted as the unconditional
probability of a private investment acceleration starting
in the average country in an average year. Several factors
increased this probability significantly.

Openness to trade and international capital. A
reduction in restrictions on trade or capital flows
coincided with about 60 percent and 20 percent of
the starts of private investment accelerations,
respectively.

of an

Institutional ~ quality. The probability
investment acceleration starting in the average
EMDE in the bottom quartile of ICRG’s law and
order index (for example, Guatemala) was three-
quarters that of the average EMDE in the top
quartile (for example, Vietnam). Also, institutional
quality amplified the benefits of trade openness (as
captured by the interaction term in table B1.1.1).

Real exchange rates. A larger deviation of the real
exchange rate from its predicted level based on the
cross-country pattern of per capita incomes—a
larger “overvaluation” as measured by Rodrik
(2008)—was  associated with a statistically
significantly lower probability that a private
investment acceleration takes off in the subsequent
year. For every 10 percentage-point deviation, the
probability of the start of a private investment
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BOX 1.1 Accelerating Private Investment (continued)

FIGURE B1.1.3 Correlates of the probability of a private investment acceleration starting

Weaker-than-average institutional quality and less trade and capital account openness reduce the likelihood of a private
investment acceleration starting in South Asia. Reforms that open trade and capital accounts and improve institutional quality
could make sustained private investment accelerations more likely.

A. Trade and capital account openness,
latest data

B. Institutional quality and average
annual ten-year real depreciation, 2022

C. Difference in marginal probability of
private investment acceleration starting,

Percent of GDP Index Percent
80 0.5 8
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0.3
40 4
0.2
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20 0.1
0 0.0 0

EMDEs SAR

EMDEs SAR
Trade (LHS)

EMDEs SAR

Capital account
(RHS)

Sources: Haver Analytics; WDI (database).
Note: SAR = South Asia. EMDEs = emerging market and developing economies.

Depreciation (LHS)

Institutional quality

had South Asia ranked higher among
EMDEs
Index Percentage points
3.20 12

8
3.15
4
3.10
EMDEs SAR
0

Openness to Inst. Combined

trade, capital quality

A. Latest available data are from 2022 for trade in percent of GDP and from 2021 for capital account restrictions.
B. Latest available data are from 2022. Blue bars show the pace of average annual real effective exchange rate depreciation (“Depreciation”) from 2013 to 2022, as
measured by the deviation of the logarithm of the real exchange rate from its predicted value in a cross-country regression on the logarithm of per capita GDP (in

percentage points)

C. Panel based on regression results shown in table B1.1.1. “Inst. quality” = institutional quality. Bars show the impact of improvements in economic policies on the
probability of initiating a private investment acceleration. Policies consist of raising the trade and capital account openness in SAR to the EMDE average over ten years
and moving institutional quality to the top quartile of EMDEs. The combined reform impact estimates the effect of implementing all policies concurrently.

acceleration in the subsequent year was reduced by
1.3 percentage points.

Implications for South Asia. On average, South Asian
countries rank below the average EMDE in trade and
capital account openness and in the ICRG’s law and
order index (figures B1.1.3). The estimation results
suggest that private investment accelerations might be
more likely to start in South Asia if the region was more
open to trade and finance, and had
institutional quality.

stronger

o Trade and capital account openness. Were South Asia
to move to the level of trade and capital openness
of the average EMDEs, it would have a 1.9-
percentage-point higher probability of sparking a
private investment acceleration in any year, over a

decade.

o Institutional quality. Were the average South Asian
country’s law and order index at the level of the
best-rated quartile among EMDEs, a private
investment acceleration would be 5.7 percentage
points more likely to start.

the econometric exercise
examined only a subset of factors. Beyond this
perimeter of the regression, the probability of starting
an investment acceleration in South Asia would likely
be higher still if combined with public investment in
physical and human capital, regulatory streamlining,
reduced government support for state-owned
enterprises, and improved access for the private sector to

Because of limited data,

credit. For example, public infrastructure projects—
such as the construction of the Padma Bridge in
Bangladesh and various railways and road projects in
India—can spur private investment and economic
activity more broadly in the surrounding area (World
Bank 2023b, 2023c¢).

Conclusion

Economic development is rarely a smooth, linear
process. Countries have often transitioned from poverty
to wealth through a series of sustained accelerations,
during which per capita GDP grows and poverty
declines rapidly as entire sectors are transformed.
Increasing the probability of these accelerations can help
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BOX 1.1 Accelerating Private Investment (continued)

fill infrastructure gaps, enable adaptation to climate
change, facilitate the energy transition away from fossil
fuels, accelerate poverty reduction, and advance shared
prosperity. Several policy options are available to
increase the likelihood of a private investment
acceleration.

Supportive institutions. Public institutions also tend
to attract more private investment and foreign direct
investment (Ali, Fiess, and MacDonald 2010;
Gwartney, Holcombe, and Lawson 2006; Heilbron and
Whyte 2019). Surveys of firms regularly show that
policy and regulatory uncertainty, followed by taxation
and burdensome regulations, are the most critical
barriers to private sector investment (OECD 2015).
Public institutions can also provide critical
complementary services to enable efficiently functioning
markets and allow greater scope for competition that
can help unleash private investment.

Business environment. Spurts of reforms to improve
the investment climate, especially in EMDEs, have been
associated with an increase in real investment growth of
about 6 percentage points per year (Stamm and Vorisek
2023). In Pakistan, tax policies discourage investment

in the tradable sector, and investment laws discriminate
against foreign (World Bank 2023d).
Reducing subsidies or budgetary support to state-owned
enterprises in Bhutan, Nepal, and Pakistan could allow
greater private sector participation, while also increasing
the room in state budgets for other programs (World
Bank 2022a, 2023d, 2023e¢). Similarly, in Pakistan,
state-owned enterprises tend to have low investment
rates, while consuming government resources equivalent
to about 23 percent of the fiscal deficit in FY2023
(World Bank 2023f). Better governance of state-owned
enterprises and a more level playing field could improve
the allocation of capital (World Bank 2023g).

investors

Other factors. In addition to the variables identified by
the regression, other factors are likely to facilitate private
investment, in particular improved access to finance or
land. Adverse liquidity shocks caused by troubled banks
can hinder investment (Kalemli-Ozcan, Kamil, and
Villegas-Sanchez 2016). Unclear or difficult-to-enforce
ownership rights to assets such as land can limit the
collateral available to potentially successful small
companies, which could be an important engine of
vigorous private investment growth (Zhang et al. 2020).

experiencing a third consecutive year of recession
in 2024 and is struggling to provide work for
migrants returning from Iran and Pakistan.

Inflation

Since peaking in mid-2022, inflation in both South
Asia and the rest of the world has receded rapidly. In
most countries, however, it remains above its pre-
pandemic pace and the midpoint of central bank
targets.

Global developments

Median global consumer price headline inflation
peaked at 9.4 percent (year-on-year) in July 2022.
It has since steadily declined to 3.4 percent in
January 2024 (figure 1.3). The fall in inflation can
be attributed to the effects on global demand of
monetary policy tightening since 2021 and easing

supply disruptions in commodity markets. Supply
chains appear to have recovered from pandemic-
related disruptions and seem resilient despite
tensions around the Red Sea and drought that has
limited shipping in the Panama Canal.

Regional developments

Inflation has also declined in South Asia, but not
as quickly as in other EMDEs. Consumer price
inflation in the median EMDE peaked at 10
percent (year-on-year) and has fallen to 4.2
percent in the most recent data. Meanwhile, in
South Asia, median inflation peaked at 8.9 percent
and has fallen to 5.9 percent in January 2024.

Persistently higher regional food inflation is an
important reason that inflation has receded more
slowly in South Asia. On global markets, most
food prices have been declining or stable in recent
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years. In South Asia, however, food inflation has
remained elevated because of local supply
disruptions, some of which may be related to
climate change. Food inflation is responsible for at
least half of headline inflation recently recorded in
Bangladesh, Bhutan, India, and Maldives.

In Bangladesh, Pakistan, and Sri Lanka, exchange
rate depreciations have been a major driver of
inflation since 2021.

Inflation is expected to slow across the region as a
result of the fading impact of previous currency
depreciations, falling commodity prices, and
previous central bank tightening. After raising
policy rates during 2022 and part of 2023,
monetary policy rates for most countries in the
region have either been held steady at high levels
or started to be cut.

In Bangladesh, inflation has been persistently
above the central bank’s target of 6 percent since
early 2022, when prices were pushed up by the
commodity price spike caused by Russia’s invasion
of Ukraine, significant currency depreciation, and
an increase in administered domestic prices of
fuel, gas and electricity. Recently, core inflation
(excluding food and energy prices) and inflation
expectations have declined, but headline inflation
remains close to 10 percent. The central bank has
responded to elevated inflation by increasing its
policy rate by 300 basis points since April 2022.

In India, inflation has remained within the
Reserve Bank of India’s 2—-6 percent target range
since a spike in mid-2023, and the policy rate has
remained unchanged since February 2023. Food
price inflation has been elevated, partly reflecting a
weak harvest due to El Nifo.

In Pakistan, headline inflation was 23 percent in
the year to February 2024, down substantially
from its peak of 38 percent in May 2023. The
decline in inflation has reflected the stabilization
of the currency and falling global commodity
prices. Agricultural production has recovered from
the effects of last year’s floods, reducing the
country’s reliance on costly imports. The State
Bank of DPakistan has kept its policy rate
unchanged at 22 percent since June 2023.

FIGURE 1.3 Inflation

Global inflation has declined since mid-2022. Supply chains have been
resifient fo recent disruptions around the Red Sea. In Bangladesh and
Pakistan, inflation remains above recent historical norms. Inflation in South
Asia is expected to continue declining, and monetary policy has started to
loosen in some countries.
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Sources: CEIC; Consensus Economics; Haver Analytics; Federal Reserve Bank of New York;
World Bank.
Note: AEs = advanced economies; AFG = Afghanistan; BGD = Bangladesh; BTN = Bhutan;
EMDEs = emerging market and developing economies; IND = India; LKA = Sri Lanka; MDV =
Maldives; NPL = Nepal; PAK = Pakistan; SAR = South Asia.

A. Solid lines show median of year-on-year headline inflation. Last observation is January 2024.
B. Global Supply Chain Pressure Index integrates transportation cost data and manufacturing
indicators.
C. Yellow whiskers denote inflation target bands of central banks. Last observation is February
2024 for India and Pakistan and January 2024 for all others.

D. Positive values denote year-on-year depreciation of monthly average exchange rates against
the U.S. dollar.
E. Bars show inflation forecasts from Consensus Economics surveys for March 2024. Latest
actual headline Consumer Price Index is January 2024.

F. Solid lines show the policy rate for each country. Last observation is February 2024.
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FIGURE 1.4 Financial conditions

The global monetary tightening episode appears fo have ended. The pace
of loosening is expected to be more gradual than after previous episodes.
Monetary tightening across the region has contributed to slowing private
credit growth. Market risk perception of most South Asian countries has
declined but remains high.

A. Balance of countries with monetary
policy rate increases
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Sources: CEIC; Federal Reserve Bank of St. Louis; Haver Analytics; World Bank.
Note: EMDEs = emerging market and developing economies; SAR = South Asia.

A. Tightening/loosening is percent of central banks raising policy interest rates minus the percent
lowering policy rates in the prior three months, 3-month-moving average. Sample includes 17
advanced economies and 58 EMDEs, six of which are in South Asia.

B. “Magnitude” is the peak-to-trough change and “speed” is the average change per quarter during
periods of loosening real rates. Real rate is the U.S. monetary policy rate minus one-year-ahead
expected inflation from consumer surveys, adjusted for persistent errors. The shaded bar shows the
market policy rate expectations for the 2024-26 period.

C. Year-on-year growth of private sector credit.

D. Difference (spread) between interest rates on treasury bills and bonds issued by SAR countries
and those with similar maturities issued by the U.S. Treasury. The instruments are, for Bangladesh
three-month Treasury bill (compounded rate), for India three-month Treasury bill yield, for Pakistan

three-month treasury bill auction yield, for Sri Lanka 10-year government bond yield, and for United
States three-month treasury bill yield or 10-year Treasury bond yield.

In Sri Lanka, inflation has swung widely, peaking
around 70 percent (year-on-year) in September
2022, then falling to around 6 percent in February
2024. Many factors—such as increased availability
of fertilizers, fewer shortages of essential goods,
gradual economic stabilization, the phasing out of
monetary financing of the budget, and the fading
effects of the sharp depreciations in 2022—have
contributed to disinflation. The Central Bank of
Sri Lanka started to reduce its policy rate in June
2023, earlier than other monetary authorities in
the region, and has since brought it down by 6.5
percentage points from its peak to 9.0 percent.

Financial conditions

Financial conditions remain restrictive but most
central banks’ monetary policy rates seem to have

peaked.

Global developments

Restrictive monetary policies in major advanced
economies are continuing to contribute to elevated
borrowing costs, slowing credit growth, and rising
corporate  bankruptcies. Most EMDEs have
weathered this period with few signs of financial
stress, with many countries that in the past
suffered crises in similar contexts apparently
benefiting from improved monetary, fiscal, and
financial policy frameworks (Ha, Kose, and
Ohnsorge 2019).

Around the world, monetary policy rates appear to
have peaked, with an increasing number of central
banks loosening policy, particularly in EMDEs
(figure 1.4). In light of still-elevated inflation in
many countries, the pace of loosening is expected
to be more gradual than in past episodes.

Regional developments

In the first half of 2023, several South Asian
countries experienced balance-of-payments crises
with significant capital outflows, widening credit
spreads, exchange rate depreciations, and declines
in foreign exchange reserves. These pressures were
stemmed by a combination of monetary policy
tightening, capital controls, import restrictions,
and agreements on IMF-supported policy
programs. In the second half of 2023 and
beginning of 2024, current account balances
improved in most South Asian countries, helped
by rising remittance inflows, recovering tourism,
and continued import compression due to
previous import restrictions (figure 1.5).

However, capital inflows remain subdued. Foreign
direct investment (FDI) inflows are persistently
below pre-pandemic levels and, in some cases,
declining. Net portfolio flows rebounded in India
but remained low in Bangladesh and Pakistan. In
Pakistan, the easing of exchange rate restrictions
has helped reduce the premium between informal-
market and official exchange rates, but in
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Bangladesh the premium remains sizable. Despite
some accumulation, foreign currency reserves in
several South Asian countries remain barely at, or
below, 3 months of imports.

Restrictive central bank policy has contributed to
tight financial conditions and sharp slowdowns in
private sector credit growth, particularly in
Bangladesh, Nepal, and Pakistan. That being said,
the latest domestic monetary policy tightening
episodes in the region tended to be considerably
shorter than previous ones.

In Bangladesh, there are signs of growing risks in
the financial system: 9 percent of outstanding
loans were nonperforming in late 2023, with a
particular concentration in state-owned banks.
Interest rate spreads have risen, even as they have
declined elsewhere in the region, with the
interbank borrowing rate recently above 9 percent,
an 11-year high. The stock market has also been
underperforming relative to global and regional
stock markets. Private sector credit growth has
slowed considerably, while public sector credit
growth remained strong at 20 percent in January,
primarily from domestic banks. Rising remittance
inflows channeled through the banking system
and import compression contributed to a
narrowing in the current account balance in the
second half of 2023. However, in part as a result
of foreign exchange restrictions, a spread of more
than 10 percent has persisted between the official
interbank exchange rate and the kerb rate. Net
commercial bank assets and short-term lending
have declined. As a result, gross foreign reserves
stood at about 3 months of import cover in
January 2024.

In Bhutan, private sector credit grew by 19 percent
in FY23, the highest growth rate in the past three
years. Nonperforming loans in the banking sector
decreased to about 4 percent of total loans in
September 2023, and other financial soundness
indicators, such as regulatory capital and liquidity,
also improved. However, official statistics may
overstate financial sector soundness because of
ongoing forbearance measures.

In India, financial conditions have remained
accommodative. Domestic credit issuance to the
commercial sector (including public and private

FIGURE 1.5 Trade and capital flows

Current account balances improved in many South Asian countries, helped
by recovering remittance inflows. Financial account flows remain depressed
as inward foreign direct investment (FDI) as a percent of GDP remains
substantially lower compared to other EMDESs, and in many cases has fallen
further in 2023 compared with 2022. Intemational reserve positions remain
low in Bangladesh, Sri Lanka, and Pakistan.
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Sources: CEIC; Haver Analytics; IMF Balance of Payments and International Investment Position
Statistics (database); Karachi Stock Exchange; World Bank MPO (database); World Bank.

Note: BGD = Bangladesh; BTN = Bhutan; EMDEs = emerging market and developing economies;
FDI = foreign direct investment; IND = India; LKA = Sri Lanka; NPL = Nepal; PAK = Pakistan.

A. The latest is 2023Q3 for Nepal, Sri Lanka and India, 2023Q4 for Bangladesh and Pakistan.
Bangladesh's 2023Q4 GDP is assumed the same as 2023Q3. Quarterly GDP for Nepal and Pakistan
are derived from annual data.

B. Dotted line indicates 100. Other EMDEs include six remittance-dependent countries. Three-month
moving average.

C. EMDE bars show the median of 57 non-South Asian EMDEs. Red lines represent the simple
average of the annual median inward FDI flows in percent of GDP over 2010-19. All economies use
the first three quarters of 2023 FDI flow data. When quarterly GDP is not available, it is assumed to
be 75 percent of estimated annual GDP for 2023.

D. Figure shows four-quarter moving average of quarterly net portfolio investment flows, as a percent
of lagged GDP.

E. Premium calculated as the difference between interbank and kerb market exchange rates.

F. Other EMDEs include 43 countries. Last observation is January 2024 for SAR countries. For other
EMDEs, last observation is December 2023. Number shows total reserves for Sri Lanka; usable
reserve was about 2 months of imports by end-January.

borrowers) grew by 14 percent (year-on-year) in
December 2023, the fastest pace since 2013.
Financial soundness indicators continued to
improve. The nonperforming-loan ratio fell to 3.2
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percent last year, well below its recent peak, in
March 2018, of about 11 percent. Regulatory
capital totaled 17 percent of bank assets in the
second quarter of 2023, surpassing both regulatory
requirements and peer averages. FDI as a share of
GDP fell in 2023, but a rebound in foreign
portfolio investment inflows in FY2023/24
contributed to foreign reserves rising 8 percent in
the year to January 2024, reaching a level
sufficient to cover about 11 months of imports.

In Nepal, credit to the private sector slowed in
FY23, reflecting weak demand and monetary
policy tightening. Nonperforming loans held by
commercial banks tripled from 1.2 percent of all
loans in June 2022 to 3.7 percent as of December
2023, reflecting higher lending rates and the
unwinding of forbearance measures (IMF 2023a).
The central bank put a counter-cyclical capital
buffer in place in mid-2023, is tightening its
regulatory practices, and introduced new liquidity
lending facilities to effectively peg the interbank
borrowing rate to the policy rate. Starting in mid-
February 2024, the central bank began
implementing a standing deposit facility to absorb
excess liquidity.

In Pakistan, after a sharp tightening between late-
2021 and mid-2023, the State Bank of Pakistan
has held its policy rate steady at 22 percent.
Monetary policy transmission continues to be
impeded by the central bank’s use of multiple
financing facilities with substantially different
interest rates, and the gap between the policy
interest rate and the rates charged by two
concessional  financing facilities—the Export
Finance Scheme and Long-Term Financing
Facility—has been reduced from 500 to 300 basis
points. The gap between the open-market
exchange rate and the administered exchange rate
has meanwhile been narrowed. These measures
have helped stabilize financial markets, improved
stock market performance, and encouraged a
modest appreciation of the currency following the
substantial depreciation in 2023. Foreign reserves
increased slightly, but are still not sufficient to
cover 2 months of imports. Borrowing spreads
remain high and private sector credit contracted
by 2 percent in the year to January 2024, down
sharply from growth of 22 percent around the
middle of 2022.

In Sri Lanka, as remittances and tourism recovered
and imports remained compressed, the current
account turned into surplus in 2023. Foreign
reserves began to be rebuilt as a result of continued
external debt service suspension, inflows from
development partners, large purchases of foreign
exchange, and delayed repayments on credit lines.
Nevertheless, reserves were sufficient to cover less
than 3 months of imports by January 2024.
Almost all import restrictions imposed at the
height of the currency crisis in 2022 and 2023
have been lifted, foreign exchange restrictions are
gradually being phased out, and the country is
negotiating with it external creditors to alleviate its
debt burden, with agreements in principle already
having been reached with official creditors (IMF
2023Db).

Outlook

The growth outlook has improved in several South
Asian countries, with domestic demand more resilient
than expected. Growth remains unusually dependent
on government spending.

Regional outlook

South Asia is expected to remain the fastest-
growing EMDE region in 2024-25 (figure 1.6).
After the upward surprise in growth in 2023,
growth in South Asia is projected to moderate to
near-potential growth rates. Growth in 2024 is
expected to be 6.0 percent as growth in India
remains robust, and Pakistan and Sri Lanka
continue to recover from balance-of-payments

challenges (table 1.1).

The public sector is expected to remain a larger
driver of growth than in other EMDEs. During
2023-25, government spending in South Asia—
including both consumption and investment—is
expected to contribute more than twice as much

to growth as in other EMDEs.

South Asia’s growth outlook is somewhat stronger
than in the previous edition of this report, by 0.4
percentage points for 2024 and 0.3 percentage
points for 2025. This primarily reflects upward
revisions to investment growth in India and
somewhat faster-than-anticipated rebounds from
last year’s recessions in Pakistan and Sri Lanka.
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Much of the strength of output growth in the
region is attributable to India, where projected
growth is 7.5 percent in FY2023/24 and 6.6
percent in FY2024/25. In the rest of the region,
growth this year is expected to be weaker than in
other EMDEs, and is not fast enough for
significant  progress in toward
advanced-economy per capita incomes.

convergence

Four countries in South Asia are among the one-
quarter of EMDEs that have recently been
financially stressed, being rated as near or in debt
default either by ratings agencies or by the IMF-
World Bank Low-Income Country Debt
Sustainability Analysis. Growth prospects in three
of these South Asian countries with available data
are somewhat weaker than in similarly financially

stressed EMDEs elsewhere.

Fiscal policies in the region are expected to tighten
over the forecast horizon as several countries
implement fiscal consolidation as part of IMF-
supported programs. Average fiscal deficits are
expected to narrow only slowly, however. The
median fiscal deficit is expected to reach 6.5
percent of GDP in 2024, down from the peak
deficit of 7.4 percent in 2022, but still some
distance from the 2015-19 average of 4.5 percent.
In India, government revenues are expected to
increase on the back of continued efforts to
broaden the improve  tax
administration, and current expenditures are likely

tax base and

to decrease as pandemic-related measures are
wound down.

Current account balances in the region are
generally in small or moderate deficit. These are
expected to remain essentially unchanged for most
countries over the projection horizon. Both
imports and exports are rebounding as most South
Asian countries have lifted trade restrictions.
Domestic demand is expected to remain more
resilient in South Asia than in the rest of the
world, but persistent weakness in financial inflows
will restrain import demand.

Country outlooks

In Bangladesh, output is expected to grow 5.6
percent in FY2023/24 and 5.7 percent in
FY2024/25, a marginal downgrade from the

FIGURE 1.6 Outlook for output growth

Output growth in the region is expected to continue outperforming other
emerging market and developing economies, but this is mainly attributable
to India. Government spending contributes more fo growth in South Asia
than elsewhere. The region is not making rapid progress in converging
toward per capita incomes of advanced economies. Fiscal deficits are
expected to narrow but remain wider than pre-pandemic levels. Current
account deficits are expected to narrow as financial inflows remain weak.
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Sources: WEO (database); World Bank MPO (database); World Bank.

Note: e = estimate; f = forecast; EMDE = emerging market and developing economies; IND = India;
SAR = South Asia.

A The regional aggregate is weighted using annual U.S. dollar GDP (at average 201019 prices and
market exchange rate).

B. Contributions in SAR assume that half of India’s forecasted discrepancy in FY2023/24 is due to the
public sector. SAR excludes Maldives and Sri Lanka due to lack of data.

C. Lines represent the GDP per capita at current prices in U.S. dollars relative to advanced
economies average GDP per capita. Sample excludes Maldives. Unweighted averages.

D. Financially stressed EMDEs include 58 EMDEs that are rated by Moody’s ratings agency C or
below or are considered in, or at high risk of, debt default by the IMF-World Bank Low-Income
Country Debt Sustainability Analysis (November 2023). In South Asia, it includes Maldives, Pakistan,
and Sri Lanka.

E. F. Bars represent median fiscal balance (E) or median current account balance (F), in percent of
GDP. Sample includes six countries for overall fiscal balance and seven countries for current account
balance.
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TABLE 1.1 Growth in South Asia

Country fiscal year

Calendar year basis 2022 2023(e)

. Revision to forecast from October
Real GDP growth at constant market prices 2023

(percent)

(percentage point)
2024(f) 2025(f) 2024(f) 2025(f)

South Asia region

(excluding Afghanistan) 5.7 6.6 6.0 6.1 0.4 0.3
Maldives January to December 13.9 4.0 4.7 5.2 -0.5 -0.3
Sri Lanka January to December -7.3 2.3 2.2 25 0.5 0.1
Fiscal year basis 21/22 22/23(e) 23/24(f) 24/25(f) 23/24(f) 24/25(f)
Bangladesh July to June 71 5.8 5.6 5.7 0.0 -0.1
Bhutan July to June 4.8 4.6 4.9 5.7 0.9 1.1
India April to March 9.7 7.0 7.5 6.6 1.2 0.2
Nepal mid-July to mid-July 5.6 1.9 3.3 4.6 -0.6 -0.4
Pakistan July to June 6.2 -0.2 1.8 2.3 0.1 0.0
Sources: World Bank Macro Poverty Outlook and World Bank staff calculations.

Note: (e) = estimate; (f) = forecast. GDP measured in average 2010-19 prices and market exchange rates. Pakistan is reported at factor cost. National accounts statistics for Afghanistan are not

available. To estimate forecasts for regional aggregates in the calendar year, fiscal year forecasts are converted to the calendar year by taking the average of two consecutive fiscal years for

Bangladesh, Bhutan, Nepal, and Pakistan because quarterly GDP forecasts are not available.

previous forecast. In the short term, persistently
high inflation and import compression associated
with trade and foreign exchange restrictions are
expected to weaken demand and constrain
economic activity. Financial markets’ anticipation
of a future devaluation may continue to limit
capital inflows and downward pressures on foreign
reserves are expected to persist. Efforts by the
central bank to stabilize the exchange rate may
continue to drain liquidity from local banks and
contribute to tighter credit conditions.

Bhutan’s economy is expected to grow 4.9 percent
in FY2023/24, 0.9 percentage points more than
previously projected, boosted by higher electricity
production, increasing mining and manufacturing
output, and stronger tourism-related service
activities after the reduction of the tourism levy.
Growth is expected to pick up further to 5.7
percent in FY2024/25 amid recoveries in
industrial activity outside the hydropower sector
and in services. The ending in December 2023 of
the moratorium on housing loans is expected to
increase imports and contribute to current account
pressures. The main risks to the growth forecast
are further delays in hydropower projects, delayed

fiscal consolidation, and rising and volatile
commodity prices due to geopolitical tensions.

In India, output growth is projected to reach 7.5
percent in FY2023/24 on the back of robust
growth in Q3 of FY2023/24. Growth is expected
to moderate to 6.6 percent in FY2024/25 before
picking up in subsequent years as a decade of
robust public investment yields growth dividends.
The expected slowdown in growth between
FY2023/24 and FY2024/25 mainly reflects a
deceleration in investment from its elevated pace
in the previous year. Growth in services and
industry is expected to remain robust, the latter
aided by strong construction and real estate
activity. Inflationary pressures are expected to
subside, creating more policy space for easing
financial conditions. Over the medium term, the
fiscal deficit and government debt are projected to
decline, supported by robust output growth and
consolidation efforts by the central government.

Output growth in Maldives is expected to rise to
4.7 percent in 2024, a 0.5 percentage point
downgrade from previous forecasts that partly
reflects a shift in tourism activity from high-end
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resorts toward lower-cost guesthouses. Growth is
expected to strengthen further to 5.2 percent in
2025, on the assumption that the extension of the
Velana International Airport will be completed.
The extension is expected to also result in
continued wide current account deficits, at around
20 percent of GDP, and a double-digit fiscal
deficit in 2024. Government debt well in excess of
GDP and a significant external debt service
burden continue to raise concerns about debt
sustainability.

In Nepal, growth is expected to pick up to 3.3
percent in FY2023/24, 0.6 percentage points
lower than previously forecast, as economic
activity outside the hydropower sector recovers
slowly after the lifting of trade and foreign
currency restrictions in 2023. Growth is expected
to strengthen further, to 4.6 percent, in
FY2024/25. Hydropower exports are expected to
pick up on the back of robust growth of the
Indian economy. Services sector activity is
expected to strengthen amid a recovery in goods
imports, an expanding hotel sector, and increased
tourism arrivals.

Following the contraction in FY2022/23,
Pakistan’s economy is expected to grow by 1.8
percent in FY2023/24, as foreign reserves rise and
business confidence improves. Growth is expected
to pick up further to 2.3 percent in FY2024/25.
Inflation is expected to remain high, however, as
reforms to lower energy subsidies drive up
domestic energy prices and transportation costs.
The projected recovery assumes that the IMF-
supported reform program and planned fiscal
consolidation remain on track, boosting investor
confidence and ensuring capital inflows are
sufficient to finance fiscal and current account

deficits.

In Sri Lanka, growth is expected to turn positive,
to 2.2 percent in 2024, a 0.5 percentage point
upgrade from the previous forecast, with modest
recoveries in reserves, remittances, and tourism.
Inflation is expected to remain within the central
bank’s target range and the exchange rate is
expected to stabilize. Growth is anticipated to
strengthen to 2.5 percent in 2025. The forecast
assumes that debt restructuring negotiations are

concluded successfully, vulnerabilities in the
financial sector ease, and structural reforms
continue to be implemented.

No forecast has been produced for Afghanistan, as
official statistics are unavailable. The country’s
economy remains fragile, with widespread food
insecurity and high unemployment (World Bank
2024b). Depleted household savings, reduced
public spending, weather- and policy-related
shocks to farmers’ income, and the aftermath of
the earthquake in October 2023 are expected to
continue depressing economic activity.

Risks and vulnerabilities

Risks to the growth forecasts are tilted to the
downside. Several South Asian countries have limited
buffers to respond to financial market disruptions. In
the short term, there is a danger that a longer-than-
anticipated period of restrictive monetary policy in
major advanced  economies triggers  currency
depreciation and currency crises in the region.
Increased trade fragmentation could depress global
trade, particularly in services, which is sensitive to
geopolitical considerations and on which South Asia
relies more than other regions. Climate change and
the increased frequency of weather extremes present
growing risks.

Renewed currency crises

More than any other EMDE region, South Asia
has been buffeted by sharp currency depreciations
in the aftermath of the pandemic (figure 1.7). In
2022-23, Bangladesh, Pakistan, and Sri Lanka all
experienced severe economic disruptions as a
result of balance-of-payments problems.

The economic conditions that contributed to
previous turbulence largely remain. Foreign
currency reserves, which provide a buffer against
sudden capital outflows, remain below 3 months
of imports in two countries. South Asia’s current
account deficits have narrowed since 2022, but
remain above the EMDE average. The double-
digit current account deficits of the region’s two
small states (Bhutan and Maldives) are expected to
rank among the decile of EMDEs with the widest
deficits relative to GDP.
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FIGURE 1.7 Risk of renewed currency crises

More than any other region, South Asia was buffeted by sharp currency
depreciations in the aftermath of the pandemic. In several South Asian
countries, reserves remain low or financial system buffers are limited.
Markets have repeatedly underestimated the future path of the U.S. Federal
Reserve’s policy rate.

A. Currency depreciation, 2021-23 B. International reserves, latest data
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Sources: AREAER (database); Consensus Economics; Haver Analytics; IMF; World Bank MPO
(database); World Bank.

Note: BGD = Bangladesh; EAP = East Asia and Pacific; ECA = Europe and Central Asia; EMDEs =
emerging market and developing economies; IND = India; LAC = Latin America and the Caribbean;
LKA = Sri Lanka; MNA = Middle East and North Africa; PAK = Pakistan; SAR = South Asia; SSA =
Sub-Saharan Africa.

A. Sample includes 35 countries with floating exchange rate arrangements, of which 4 are in EAP, 11
in ECA, 10 in LAC, 3 in SAR, and 6 in SSA. Bars show the median end-of-period currency
depreciation (local currency per U.S. dollar). A positive value means depreciation of the local currency
against the U.S. dollar. Whiskers indicate interquartile ranges. Last observation is December 2023.

B. Chart shows the number of months of imports that foreign reserves can cover. Last observation is
January 2024 for SAR countries. For other EMDEs last observation is December 2023.

C. Bars show the projected average current account balance in percent of GDP. Regional aggregates
computed using GDP-weighted averages (at current U.S. dollars).

D. Bars show the projected average of government financing requirements in percent of GDP for
2024-25. Regional aggregates computed using GDP-weighted averages (at current U.S. dollars).

E. Bars show the average regulatory capital-to risk-weighted assets using constant GDP weights at
average 2010-19 prices and market exchange rates.

F. Dark blue line shows the mid-point of the U.S. Fed Funds Rate target range.

In addition, South Asia is the EMDE region with
the largest government financing needs for short-
term debt and debt service (relative to GDP). For
2024, financing needs are equivalent to about 8
percent of GDP in India and 5 percent in
Bangladesh. The latest data suggest that, in all
South Asian countries other than Afghanistan and
India, two-fifths to one-half of government debt is
owed to external creditors, typically denominated
in foreign currency. This exposes governments to
rising debt service costs if there are further
depreciations.

Buffers in the financial system are also thin across
the region, again with the notable exception of
India. South Asia has the lowest average ratio of
regulatory capital to risk assets of any region. This
in part reflects low rates of return and elevated
shares of nonperforming loans in the region.

In these circumstances, even a moderate negative
shock to the region could trigger substantial
capital outflows, renewed currency depreciation,
and an acceleration of inflation. The three South
Asian countries with weak credit ratings are
particularly at risk. Sudden stops in capital flows
to EMDEs typically start broad-based across
countries but investors soon begin to differentiate
by country characteristics. As a result, capital flight
from EMDEs institutions or
macroeconomic fundamentals tends to be
significantly more persistent (Fratzscher 2012;
Wang and Yan 2022).

with weaker

Shocks to financial and currency markets could
arise from either domestic or global developments.
One possible risk scenario would be characterized
by higher U.S. interest rates than currently
assumed in the baseline scenario. Financial
markets currently expect the U.S. Federal Reserve
to begin lowering its policy rate in June 2024 to
reach 3.5 percent by the end of 2025. But markets
have repeatedly under-estimated the future path of
the federal funds rate. If this pattern holds and the
Federal Reserve keeps monetary policy tighter for
longer than anticipated, South Asia could face
severe spillovers.

In such a scenario, greater inflation persistence in
the United States would force the Federal Reserve
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to maintain its policy rate above 5 percent through
2025, 175 basis points above current market
expectations. A shift in market expectations could
happen suddenly (by assumption in the second
quarter of 2024) and cause a spike in global
uncertainty, risk aversion, and capital outflows
from vulnerable countries.

In several South Asian countries, the spillovers
from such a shock would be magnified by limited
buffers and financial sector weaknesses, possibly
resulting in currency crises. Historically, currency
crises have been more frequent during periods of
tight U.S. monetary policy and tended to result in
modest output losses and substantial increases in
inflation (figure 1.8).

The growth impact of such a shock on South Asia
overall would likely be limited because of the
resilience of India. However, in the rest of the
region, financial disruptions could substantially
lower output growth. Cumulatively by 2025, in
the assumed scenario, output in South Asian
countries other than India could be 1.6 percentage
points below the baseline as a result of import
disruptions and monetary tightening, compared
with twice as much as the average for other
EMDE: (0.8 percentage points below baseline).

Depreciations have also tended to be associated
with persistent increases in domestic inflation,
except in with inflation targeting
frameworks which, in South Asia, include only
India (as of 2015) and Sri Lanka (as of 2020; Ha,
Kose, and Ohnsorge 2019).

countries

Trade fragmentation

Many businesses appear to be adjusting inventory
practices and diversifying suppliers on the basis of
geopolitical considerations (ICC 2023). At the
same time, some trade liberalization measures are
still taking place: India signed a trade agreement
with the European Free Trade Area (EFTA) in
March 2024 and, globally, more goods trade
benefited from new trade-facilitating measures
than suffered from new restrictions in the year
ending October 2023 (WTO 2023). In all, global
trade growth is expected to remain subdued at 2.3
percent in 2024 and 3.1 percent in 2025.

FIGURE 1.8 Effects of currency crises

Currency crises have been more frequent when U.S. monetary policy rates
have been higher. Depreciations after currency crises have tended to
persist. Currency pass-through into inflation has generally been smaller in
countries with inflation-targeting frameworks. A delay in U.S. monetary
policy loosening could lower growth in South Asian countries, where
currency crises are more likely, especially outside India.
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Sources: AREAER (database); Haver Analytics; Laeven and Valencia (2020); Oxford Economics;
World Bank.

Note: EMDE = emerging market and developing economies; SAR = South Asia.

A. Bars show the number of currency crises defined as a nominal depreciation of 30 percent or more
against the U.S. dollar. For more details, see Laeven and Valencia (2020).

B. Solid line shows the median year-on-year depreciation for a sample of up to 97 EMDEs. Dashed
lines represent the interquartile range. Shaded area shows the starting month of a currency crisis.
C. Lines show the simple average of CPI inflation for countries that have experienced a currency
crisis during the period 1999-2017. Sample includes five countries with an inflation targeting
framework in place, and up to 25 countries using other types of monetary frameworks. Shaded area
shows the start of a currency crisis episode.

D. Bars show growth revisions (deviation from baseline) between the monetary tightening scenario
and the baseline scenario, as derived in the Oxford Economics Model. South Asia includes 4
countries.

South Asia’s export basket contains a larger share
of services than that of the average EMDE (figure
1.9; World Bank 2021a). Even as manufacturing
trade has stagnated in recent decades, global
services exports (such as telecommunications and
tourism) have risen steadily—interrupted by a
brief downturn during the pandemic—and
increased from 4 percent of global GDP in 2000
to 7 percent in 2022. For example, between June
2017 and October 2020, the number of online
workers in software development services who
work on projects in the five largest English-
language labor platforms increased from 10
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FIGURE 1.9 Risk of shifts in global trade

South Asia’s exports and outout are more tilted toward services than those
of other emerging market and developing economies. Exports of global
services have risen steadily even as manufacturing trade has plateaved.

A. Exports, 2022 B. Gross global exports
Percent of GDP Percent of GDP
50 mGoods  mServices 18 —Manufacturing  —Services

0 15 \/M

12
30

20

>

o w o ©

o
2000
2002
2004
2006
2008
1
1
1
1
1
2020
2022

SAR SSA EAP LAC ECA MNA

Sources: Subramanian, Kessler, and Properzi (2023); WDI (database).
Note: EAP = East Asia and Pacific; ECA = Europe and Central Asia; LAC = Latin America and the
Caribbean; MNA = Middle East and North Africa; SAR = South Asia; SSA = Sub-Saharan Africa.

A. Bars show exports of goods and services as percent of GDP. Regional aggregates computed
using GDP-weighted averages (at current U.S. dollars).

million to 40 million; about half of them were
based in Bangladesh, India, and Pakistan (World
Bank 2021a).

Services are particularly vulnerable to geopolitical
tensions because trade in services is more closely
linked to transactional costs, such as buyers’ trust
in the seller, and less dependent on transportation
or fixed costs than goods trade (Bhattacharya,
Patnaik, and Shah 2012; Wagner 2014). An
increase in risk perception or a decrease in trust as
a result of geopolitical tensions could have a
disproportionate effect on the long-standing
commercial relationships often required for
services trade.

A lasting rollback in services trade would slow an
engine of growth for South Asia. In addition,
efforts to attract foreign direct investment as
supply chains diversify away from China may fail.
This would set back the region’s exports further
behind other EMDE:s.

Climate change

Without a massive change in policies, the world is
on track to warm by an average of 3°C above pre-
industrial levels this century (UNEP 2023).
Climate change is taking a rising toll on human
health and wellbeing through increasingly
frequent weather extremes such as heatwaves,

floods, and droughts, as well as a greater incidence
of infectious diseases (Romanello et al. 2023;

World Bank 2021b).

Climate change will have particularly severe
consequences for South Asia. Average summer
temperatures in the region have already increased
by 0.7°C relative to the 1986-2005 baseline, with
particularly large increases in Afghanistan (1.3°C)
and Bangladesh (0.9°C; figure 1.10).

Heatwaves are particularly damaging for South
Asia, because of its already relatively warm average
temperature and its large agricultural sector,
accounting for about 40 percent of employment.
High temperatures already pose at least a moderate
risk of heat stress for people engaged in light
outdoor activity for more than five hours a day in
much of the region, and periods of unhealthily
high temperatures are expected to increase in both
duration and intensity in coming decades. Higher
temperatures will also make land less productive.
The land area affected by extreme droughts has
increased by one-third in Pakistan and more than
doubled in Bangladesh and India since the 1950s.

Rising temperatures are also on track to cause the
glaciers in the Hindu Kush Himalaya region to
lose up to 80 percent of their volume by 2100.
This would increase the probability of floods and
landslides for adjacent communities, and threaten
water scarcity for the 1.7 billion people residing
downstream (Wester et al. 2023).

Highly populated coastal areas will also be affected
by climate change. Rising sea levels will make
much land uninhabitable, and are one reason why
an estimated 40 million people in South Asia are

expected to be forced to migrate because of
climate change by 2050 (Clement et al. 2021).

Globally, climate change is expected to reduce
GDP per capita by an average of about 7 percent
by 2100 (Kahn et al. 2021). Climate change
disproportionately harms poorer countries (Jafino
et al. 2020). As a result, projected losses from
climate change for South Asian countries are well

above the global average (World Bank 2021b).

Climate change will likely push up poverty rates in
South Asia. In high-climate-change scenarios, the
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poverty rate in South Asia could be twice as high
in 2030 as it would be in a world without climate
change (Jafino et al. 2020). These losses are
unlikely to accumulate smoothly or predictably,
and instead may come as a series of humanitarian
catastrophes.

Policy challenges

The growth slowdown expected in advanced
economies in 2024 and the heightened risks to the
outlook will make it harder for South Asian
governments to implement policies needed to address
risks and long-standing development  challenges.
Unless  revenues can  be raised  substantially,
government spending will be severely constrained,
including on public goods that can provide the most
effective ways of adapting to climate change. For the
region to realize its demographic dividend, job
creation must be accelerated. The needed measures,
including the removal of distortions in the financial
system, could also help lift private investment growth.

Increasing and shifting government revenue
collection

The recent prolonged period of high interest rates
is testing the ability of some South Asian
governments to preserve fiscal sustainability while
providing adequate government services. At the
root of the problem lies the region’s low
government revenue collection. The average South
Asian government collects about 20 percent of
GDP in revenues, substantially less than the 32
percent of GDP collected, on average, by other
EMDEs. This severely constrains government
spending and has contributed to a rapid increase
in government debt over the past decade (figure
1.11). Low reason that
governments in the region spend less than peer
countries on public goods such as health care,
education, and research and development.

revenues are one

The composition of revenues also differs from
other EMDEs; a greater share of revenues in South
Asia comes from trade-related revenues. Taxes on
trade account for 7 percent of total revenues in the
average EMDE, but make up around 20 percent
of total revenue in Maldives, Nepal, and Sri
Lanka; and about 40 percent for Afghanistan.

FIGURE 1.10 Climate risks

Average summer temperatures have increased in South Asia, increasing
the time when it is ftoo hot to work outside and the land area affected by
drought. Climate change will raise poverty.
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Sources: Jafino et al. (2020); Lancet countdown on health and climate change data sheet (2023)
available at www.lancetcountdown.org; World Bank.

Note: AFG = Afghanistan; BGD = Bangladesh; BTN = Bhutan; EAP = East Asia and Pacific; IND =
India; LAC = Latin America and the Caribbean; LKA = Sri Lanka; MDV = Maldives; NPL = Nepal; PAK
= Pakistan; RHS = right-hand side; SAR = South Asia; SSA = Sub-Saharan Africa.

A. Change in temperatures that people were exposed to during their respective summer seasons.

B. Number of hours (average per person per day) during which high heat posed at least a moderate
heat stress risk during light outdoor physical activity, based on the "moderate" heat stress risk
classification, as outlined in the 2021 Sports Medicine Australia Extreme Heat Policy, which
categorizes estimated heat stress risk according to ambient temperature and relative humidity.
Projections for 2050 for 2°C scenarios.

C. Total land area affected by extreme drought at least once per year, on average, in 2013-2022.
Horizontal lines show percent increase of at least one month of extreme drought per year from 1951—
1960 to 2013-2022.

D. Poverty headcount by 2030 under scenarios in which all climate impact channels are
simultaneously included. Numbers in climate change scenarios are additional headcount from the
baseline scenario.

Collecting revenues on domestic activity can be
difficult in South Asia. In 2022, 80 percent of
employment was in informal businesses, compared
with an average of 49 percent in other EMDEs.
Taxing the earnings of these businesses, many of
which are subsistence farms, can be challenging.
Earnings often fluctuate, wages are paid in cash or
in kind, and many of the businesses have only
limited bookkeeping capacity (Joshi, Prichard, and
Heady 2014). These factors contribute to the
region’s lower reliance on income taxes and greater
reliance on trade-related taxes.! Tariffs and export
duties tend to be less expensive to administer than,
say, income or value-added taxes (Evans 2003).
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FIGURE 1.11 Increasing revenues

Low government revenues in South Asian countries have contributed to
larger government debt and lower government spending than in other
emerging market and developing countries. South Asia’s government
revenues heavily rely on taxing cross-border trade. Many countries in the
region have digital systems in place for collecting and processing taxes and
providing government services.

A. Government debt B. Composition of public expenditure,

latest available data

Percent of GDP Percent of GDP Percent of GDP
140 W2010 u2022 Education = Health
120 10 m Social protection Expenditure (RHS) )35
100 8 30
0 25
6 I 20
60
4 I 15
40 l 10
20 2 5
0
SAR EMDEs SSA SAR ECA LAC EAP MNA

D. Share of revenues from trade taxes,
latest available data

C. Share of revenues from trade taxes,
latest available data
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E. Application of GovTech in tax F. GovTech Maturity Index

Percent of H Tax management info system Index m Overall GovTech index
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Customs online service portal 1.00 Digital citizen engagement index
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Sources: GovTech Maturity Index (database); Government Financial Statistics (database); World
Bank.

Note: BGD = Bangladesh; BTN = Bhutan; EAP = East Asia and Pacific; ECA = Europe and Central
Asia; EMDEs = emerging market and developing economies; IND = India; LAC = Latin America and
the Caribbean; LKA = Sri Lanka; MDV = Maldives; MNA = Middle East and North Africa; NPL =
Nepal; PAK = Pakistan; SAR = South Asia; SSA = Sub-Saharan Africa.

A. Bars show unweighted averages (at 2010-19 average prices and market exchange rates). Yellow
whiskers indicate minimum-maximum range for seven South Asian economies, and interquartile
range for EMDEs.

B. Regional aggregate uses the median for latest available data (during 2010-2022). Sample
includes 105 countries for total spending, 83 countries for health and education, and 80 countries for
social protection. Latest data are 2011 for Maldives; 2015 for Pakistan; 2016 for Bangladesh; 2017
for Afghanistan; 2018 for India; 2020 for Bhutan; 2021 for Nepal; and 2022 for Sri Lanka.

C.D. Sample includes 93 countries, including 21 countries in EAP, 18 in ECA, 25 in LAC, 14 in MNA,
8in SAR and 41 in SSA. Regional aggregate is median. Last observed year is 2017 for Afghanistan;
2021 for Bangladesh, Maldives and Nepal; 2020 for Bhutan; 2018 for India; 2022 for Sri Lanka.
“Trade taxes” include both customs tariffs and other trade-related taxes, including taxes on exports,
on profits of export or import monopolies, on exchange profits, exchange taxes, and other taxes on
international trade and transactions, based on IMF financial statistics definitions.

E. Share of countries in the region implementing tax-related digital government services. A country
receives full score if the system is fully in use and half score if the implementation is in progress.
Sample includes 152 EMDEs in 2022.

F. Bars show unweighted averages of GovTech Maturity Index.

Trade duties can create substantial economic
distortions, however:

®  Pakistan’s high import duties—particularly on
consumer goods, intermediate goods, and
capital equipment—deter import
competition, reduce productivity, and increase
domestic profits of incumbent firms at the
expense of growth. A 1l-percent increase in
tariffs and other levies on imports in upstream
sectors such as ferrous metals and dairy
products has been associated with a 0.6-
percent decline in productivity and wages in
downstream sectors such as metal production
and food processing (World Bank 2022b).

®  Bangladesh also has high tariffs and a complex
web  of regulatory requirements and
supplementary duties that weigh particularly
heavily on final goods. These reduce
competition, incentivize companies to focus
on the domestic market, and reduce activity in
the less protected intermediate goods sector. A
result is the country’s highly undiversified
export base, with about 85 percent of exports
being ready-made garments (Kathuria and
Arenas 2018; Kathuria and Malouche 2016).

* In Nepal, effective tariffs above 100 percent in
a variety of sectors—including wood
products, beverages, tobacco, and chemicals—
limit competition and discourage

participation in international value chains

(World Bank 2021c¢).

South Asian countries would benefit from
increasing their government revenues, while also
shifting away from their reliance on trade-related
taxes. Broad-based taxes on consumption or

income, with few exemptions and simplified

! Apart from fiscal reasons, tariffs have also been imposed to
discourage imports and help close the region’s persistent current
account deficits. But the relationship between tariffs and trade
balances is more complicated. Import tariffs directly raise domestic
prices relative to export prices, while also increasing the price of
intermediate inputs used by exporters (Furceri et al. 2019; Tokarick
2006). Both these effects discourage exports, undermining any hoped
-for improvements in the balance of payments from import
reductions, while also hindering productivity gains from greater
competition.
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processes, would tend to be less distortionary than
trade duties and could also raise more revenue
because they are levied on a far larger share of
economic activity. For example, India’s goods and
services tax (GST) was introduced in 2017. It
replaced an existing system of fragmented and
complex indirect taxes and aimed to bring about a
common framework reducing inefliciencies and
costs to the economy. It is estimated to have
boosted formal sector output by 12 percent and
formal household income by 20 percent (Zhou
2022).

However, sales and value-added tax systems can
have limited revenue potential unless properly
designed. The narrow base, multiple exemptions,
and concessional rates in Pakistan’s current sales
tax are estimated to cost the country 15 percent of
the tax’s potential revenue (World Bank 2023f).
In Nepal, value-added tax exemptions reduce

revenues by nearly 40 percent without easing the
burden on the poor (World Bank 2021¢).

Other measures to raise revenues include
strengthening tax administrations, for example
through digital data collection systems that help
facilitate compliance and detect noncompliance.
In part by removing opportunities for corruption,
digitization can lift revenues significantly, both on
trade-related taxes as recently found in Colombia
and from taxes more broadly as recently found in
Tajikistan (Laajaj, Eslava, and Kinda 2023;
Okunogbe and Pouliquen 2022).

Many countries in the region have digital systems
in place for collecting and processing taxes—such
as e-filing services, online tax service portals, and
single window services for customs—but these are
sometimes not widely used or well maintained.
Increased revenue collection after the introduction
of India’s goods and services tax in 2017 has in
part been attributed to its integration with a
digital platform (Joseph and Ramalingam 2022;
Alonso et al. 2023). South Asia scores higher on
several indicators of government use of technology
(GovTech) than do other EMDE:s, with India and
Bangladesh outperforming the rest of the region.
More generally, an increase in the use of digital
technologies can help governments increase the
effectiveness of public service delivery and bring
more people and firms into the formal sector,
improving incomes but also widening the tax base.

Building climate resilience and greening the
economy

South Asia has thus far contributed little to the
global emissions responsible for climate change,
but is highly vulnerable to the consequences
(higure 1.12). Unless South Asian economies can
adapt to climate change, future growth may
increasingly be derailed by related shocks. But
South Asian governments’ limited fiscal resources
constrain their ability to engage in effective
climate adaptation.

A meta-analysis of studies on the steps taken by
households, farmers, and firms finds that firms’
adaptations can offset nearly three-quarters of the
damage from climate change, compared with less
than half for households (spotlight 1). Adaptation
mechanisms that leverage technologies such as
cooling, improved seeds, and adaptive business
management practices tend to be particularly
effective. In contrast, households’ most common
adjustments—migration and shifting toward non-
farm activities—are less effective at offsetting
climate damage.

Because of the scale of the challenge, adaptation is
likely to require broad-based actions, with
household and firm-level responses supported by
public infrastructure and policy measures. Such
measures  include  providing
infrastructure, essential public services, access to
water, and effective health systems. Such public
goods can make sizable contributions to
adaptation not only by shielding economic
activities and human capital from climate damage
but also by aiding private adaptation responses.
Because of the region’s precarious fiscal
positions—with high debt and low government
revenues—government projects will have to be
carefully selected to ensure that the most effective
actions are taken.

connective

The most effective solutions are likely to be those
that yield multple dividends: achieve climate
adaptation, as well as climate mitigation or other
development goals.

For example, energy-efficient urban cooling
solutions such as “cool roofs” may reduce climate
damage (Heyes and Sabarian 2022; Phelan et al.
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FIGURE 1.12 Building climate resilience

South Asia has contributed very little to the global emissions responsible for
climate change but is highly vulnerable to the consequences of climate
change. Transitioning to cleaner growth would also help lower air pollution.

A. Contribution to historical green- B. Air pollution exposure, 2015-19

house gas emissions and climate
vulnerability, 1850-21

Percent of global Index Micrograms per cubic meter
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South Asia AEs EMDEs SAR MNA SSA EAP ECA LAC AEs

Sources: Climate Watch (database); Jones et al. (2023) as reported in Our World in Data; World

Bank.

Note: AEs = Advanced Economies; EAP = East Asia and Pacific; ECA = Europe and Central Asia;
EMDEs = Emerging Market and Developing Economies; LAC = Latin America and the Caribbean;

MNA = Middle East and North Africa; SAR = South Asia; SSA = Sub-Saharan Africa.

A. Contribution of total greenhouse gas emissions from 1850 to 2021 and average climate
vulnerability index 2017-21. Regional aggregates weighted using real U.S. dollar GDP (at average

2010-19 prices and market exchange rates).

B. Average air pollution is calculated based on the mean annual exposure to particulate matter
(PM2.5) air pollution from 2015 to 2019 (measured in micrograms per cubic meter). Regional

aggregates computed using 2022 population as weights.

2015; Somanathan et al. 2021). At the same time,
they mitigate the increase in greenhouse gas
emissions caused by rising demand for energy to
power air conditioners (Harish, Singh, and Tongia
2020; Isaac and van Vuuren 2009). Similarly,
increased forest cover sequesters carbon and
improves the resilience of crop yields to weather
shocks (Costa, Sant’/Anna, and Young 2023) and
the negative impact of heat on labor productivity
(Masuda et al. 2021). Reliable water access is
central to the adaptive capacity of farmers
(Fishman 2018; Zaveri and Lobell
Complementing centralized irrigation projects
with community-scale systems, pricing reforms
and efficient technologies can achieve
objective while also contributing to greenhouse gas

mitigation (Gleick 2003).

The green transition is an opportunity for South
Asia to lift productivity and cut air pollution and
greenhouse gas emissions. High levels of air
pollution in the region impose a substantial toll on
human health—more than 815,000 deaths in
India were attributed to small particulate matter
from human activities in 2020, more than all of
India’s COVID-19-related deaths (Romanello et

al. 2023; World Bank 2021Db).

The power sector in some South Asian countries
relies heavily on coal, and is responsible for a
considerable share of South Asia’s greenhouse gas
emissions and small particulate matter air
pollution. Shifting away from coal and scaling up
investment in renewables is an essential element of
greening the economy.

Across the region, countries will benefit if policy
makers focus on improving energy efficiency in
key industries and transport, eliminate fossil fuel
subsidies, strengthen power grids to facilitate the
integration of renewable energy sources, introduce
carbon taxes, and implement clean air programs

(World Bank 2023a).

Creating jobs

South Asia is currently on a path that risks
squandering its demographic dividend of growth.
The region does not create jobs nearly fast enough
to provide employment for its growing population
(chapter 2). Despite rapid economic growth,
employment in South Asia has grown by only 1.7
percent per year since 2000—Iess than the 1.9
percent per year growth of the working-age
population. In absolute terms, the region created
an average of 10 million jobs a year when the
working-age population was growing by an
average of 19 million a year. As a result, South
Asia was the only EMDE region in which the ratio
of employment to working-age population has
declined over 2000-23 (figure 1.13).

South Asia’s employment weakness has affected
both men and women. The women’s employment
ratio in South Asia is about half the average
among other EMDEs, and only about one-third of
the employment ratio for men in the region.

Like other EMDE regions, South Asia is going
through a structural transformation in which the
agricultural ~ sector  sheds labor.  Although
agricultural sectors in the region have been
shedding workers at rates similar to other EMDEs,
its non-agricultural sectors have not been
absorbing workers as fast—a key reason for South
Asia’s below-average job creation.

To accelerate job creation, realize the dividend
from still-favorable demographic trends, and
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facilitate productivity gains in agriculture, and
thereby boost output growth, South Asia needs to
address several policy weaknesses. One issue is
small firm size. The average firm size in
Bangladesh, India, and Sri Lanka is either in or
close to the bottom quartile of EMDEs. Larger
establishment sizes have been associated with

greater job creation (Bento and Restuccia 2021;
Hsieh and Klenow 2014).

Policies that support firm growth and encourage
productive firms to hire workers can boost
employment in South Asia. These include
streamlining product market and labor market
regulations to add flexibility to employment
decisions and removing obstacles to firm
operations including difficulties accessing land.
Greater openness to international trade can also
spur firm expansion and job creation. India’s trade
agreement with EFTA in March 2024 presents an
opportunity for faster output and employment
growth.

Laws that protect women’s rights could encourage
women’s employment. In EMDEs, stronger and
more comprehensive protections of women’s equal
rights in the workplace, on equal pay, assets, and
mobility are associated with higher employment
ratios for women in the long run (chapter 2).
According to the Women, Business, and the Law
database, South Asia scores poorly on legal
protection of women’s rights. In particular,
Bangladesh, India, Pakistan, and Sri Lanka fell
into the bottom quartile of EMDEs in terms of
laws that promote women’s equal pay;
Bangladesh, Nepal, and Pakistan fell in the
bottom quartile for equal asset ownership.

In addition to failing to create a sufficient number
of jobs to employ its growing working-age
population, South Asian jobs are also less
productive than elsewhere. South Asia is
characterized by the second-lowest labor
productivity, after Sub-Saharan Africa, at only 6
percent of the advanced-economy average. In part,
this reflects the prevalence of informal activity in
the region, which is on a par with Sub-Saharan
Africa and higher than any other EMDE region.

FIGURE 1.13 Creating jobs

Job creation in South Asia has fallen well behind working-age population
growth and employment ratios have declined. The region’s non-agricultural
sectors have not employed as much of the working-age population as in
other regions. On average, South Asia has smaller firms and less
productive jobs than other emerging market and developing economies.
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Sources: Bento and Restuccia (2021); GGDC/UNU-WIDER Economic Transformation Database;
International Labour Organization; MPO (database); National statistical offices; Penn World Tables
(database); UN DESA (database); WDI (database); World Bank.

Note: AEs = advanced economies; BGD = Bangladesh; BTN = Bhutan; EAP = East Asia and
Pacific; ECA = Europe and Central Asia; EMDEs = emerging market and developing economies;
IND = India; LAC = Latin America and the Caribbean; LKA = Sri Lanka; MDV = Maldives; MNA =
Middle East and North Africa; NPL = Nepal; PAK = Pakistan; SAR = South Asia; SSA = Sub-
Saharan Africa.

A.B. Employment ratio is defined as the share of the working-age population that is formally or
informally employed. Working-age population is the number of people aged 15-64. South Asia
excludes Afghanistan for lack of data.

C. The share of (formal and informal) employment by sector. South Asia aggregate excludes
Afghanistan for lack of data.

D. SAR is an unweighted average of India, Bangladesh, Nepal, and Sri Lanka for manufacturing
(“Manu. establishment size”); and of India, Bangladesh, and Sri Lanka for services.

E. Latest available data is 2022. Employment-weighted averages for country aggregates. Labor
productivity is defined as real GDP relative to the total number of employed.

F. Estimates from Ohnsorge and Yu (2022). Bars show unweighted average of share of self-
employment 2010-18.
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FIGURE 1.14 Removing distortions in the financial
system

South Asia has more stringent interest rate controls than other emerging
market and developing economies, and the lowest average credit rating.
Interest rates in the region are typically below nominal GDP growth.
Financial inclusion is low. The region has stringent capital controls and
(except for India) less developed capital and private debt markets.
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Sources: Fernandez et al. (2016); Haver Analytics; Jafarov, Maino, and Pani (2019); International
Monetary Fund: Financial Access Survey, Public Finances in Modern History database, and Global
Debt database; Trading Economics; World Bank.

Note: Avg. = average; BGD = Bangladesh; BTN = Bhutan; EAP = East Asia and Pacific; ECA =
Europe and Central Asia; EMDEs = emerging market and developing economies; IND = India; LAC =
Latin America and the Caribbean; LKA = Sri Lanka; MNA = Middle East and North Africa; NPL =
Nepal; PAK = Pakistan; SAR = South Asia; SSA = Sub-Saharan Africa.

A. Unweighted averages for 90 countries of 5-year moving average of interest rate control index. The
index represents the presence and importance of administrative or legal controls on the interest rates
that commercial banks apply to deposits and loans. The index ranges from 3 (strictest controls) to 0
(banks are essentially free to set their own interest rates). see Jafarov, Maino, and Pani (2019).

B. Bars show unweighted averages for 140 countries (five SAR countries). Credit ratings 96—100,
prime; 81-95, high grade; 66—-80, upper medium grade; 51-65, lower medium grade; 36-50, non-
investment grade; 21-35, highly speculative; 11-20, substantial risk; 6-10, in default; and 0-5, junk.
Whiskers present the range of credit ratings within each region.

C. Public debt interest rate is the difference between fiscal balance and primary fiscal balance over
the gross public debt stock of previous year. Diamonds show annual average nominal output growth.
D. Regional aggregate computed using 2021 real U.S. dollar GDP (at average 201019 prices and
market exchange rates) as weight. Sample for ATMs per 10,000 adults and branches per 100,000
adults includes 129 EMDEs (seven SAR countries) for latest year available between 2019 and 2021.
Sample for mobile subscriptions includes 153 EMDEs (eight SAR countries) for 2021. Sample for
internet access includes 139 EMDEs (seven SAR countries) for 2021.

E. Value of 1 indicates highest level of restrictiveness. Sample includes 69 EMDEs (including
Bangladesh, India, Pakistan, and Sri Lanka). Aggregates are 2010-19 GDP-weighted averages.

F. For EMDEs, weighted average using U.S. dollar GDP (at average 2010-19 prices and market
exchange rates). Private debt is the total stock of loans and debt securities of households and
nonfinancial corporations.

Removing distortions in the financial system

Faster firm growth would stimulate job creation,
as well as private investment. Private investment
growth has slowed since the pandemic. Reforms to
improve the investment climate and increase
South Asia’s openness to international trade and
finance could increase the likelihood that a
sustained private investment acceleration gets
underway (box 1.1).

Removing distortions in the financial system could
help unlock the financial resources needed for
faster firm growth and private investment.
Financial systems in South Asia are subject to
multiple administrative interventions that reduce
borrowing costs for favored borrowers, including
governments. These include interest rate controls,
directed lending, restrictions on entry into the
banking  sector, and direct government
intervention in the financial sector (Jafarov,
Maino, and Pani 2019). Controls on interest rates
in South Asia, for example, after falling sharply
during the 1990s, have since been trending up,
and by some measures are now greater than in any

other EMDE region (figure 1.14).

Several policies are in place to tilt financial
markets in South Asia.

*  Bangladesh imposes a lending rate corridor
and a cap on interest rate spreads in the
banking sector.

o In Maldives, limited competition, a large state-
bank  presence, and  market
segmentation allow banks to charge lending
rates far higher than rates in neighboring
countries.

owned

* In Sri Lanka, the central bank capped interest
rates on selected lending products in August
2023.

In countries with low sovereign credit ratings or
those facing very high
borrowing in international markets, such measures
can help keep interest rates below growth rates and
thus improve debt dynamics. By reducing
financing cost and creating a captive investor base,

otherwise costs of
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they can help governments avoid financial crises or
default (Jeanne 2023).

However, such administrative interventions tend
to act as a tax on savers and can hold back
financial system development. They reduce
available credit, diminish the efficiency of credit
allocation, impede the transmission of monetary
policy, and encourage firms to manipulate the
system rather than engage in profit-seeking
economic behavior (Jafarov, Maino, and Pani
2019). The region’s financial institutions, mainly
banks, provide less credit to the private sector
relative to GDP than those in other EMDEs
(Ohnsorge and Pallan 2023). They also tend to be
less used and less accessible than in other EMDEs
according to metrics such as ATMs per person or
the ability to bank online or by phone.

In addition to administrative interventions, state-
owned banks are ubiquitous in South Asia and
shape financial intermediation. They account for
an average of 43 percent of banking system assets.
Conversely, the share of foreign banks is low—for
example, only about 5 percent of banking system
assets in Bangladesh and India. State-owned banks
tend to be less efficient than private banks at
turning deposits into loans and allocating financial

resources toward their most productive use. They
have also been associated with higher credit to the
public sector and weaker fiscal discipline (Cihdk
and Demirgtic-Kunt 2013).

Finally, capital controls and barriers to entry limit
competitive pressures from foreign banks or
financial markets (Claessens and Van Horen
2012). Restrictions on foreign capital are far
higher in South Asia than in other regions, and
stock markets and corporate debt markets are
smaller, with the exception of India.

Removing distortions in the financial sector would
encourage entrepreneurship and competition, help
mobilize capital for high-return investments, and
help channel capital to the most dynamic parts of
the economy. Most South Asian countries are at a
point of financial development where further
financialization would be significantly correlated
with stronger growth (Sahay et al. 2015).
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TABLE B1.1.1 Correlates of the likelihood of private investment accelerations starting

Policy var: 1) 2) (&) (C))
Lagged per capita GDP 0.045 0.201* 0.042 0.220**
(0.68) (2.14) (0.58) (2.09)
Lagged capital-to-output ratio -0.446™** -0.383* -0.430** -0.272
(-3.23) (-1.87) (-2.70) (-1.21)
Lagged overvaluation index -0.729*** -0.897*** -0.849*** -1.190***
(-4.72) (-3.69) (-5.33) (-4.94)
Lagged global GDP growth -0.008 0.004 0.031 0.030
(-0.17) (0.08) (0.61) (0.52)
Lagged institutional quality (IQ, Law and Order from ICRG) 0.257** 0.224** 0.285"** 0.257***
(4.18) (2.99) (4.15) (3.21)
Change in trade restrictiveness (percent change in index) 0.009** 0.013***
(2.02) (2.77)
Interaction of lagged IQ and change in trade restrictiveness 0.011** 0.012***
(2.48) (2.71)
Change in capital account openness (percent change in index) 0.007*** 0.009***
(3.91) (3.41)
Interaction of lagged IQ and change in capital account openness 0.002 0.002
(1.52) (1.43)
Constant -2.387*** -2.880*** -1.516** -3.302***
(-4.90) (-3.66) (-2.40) (-3.77)
Observations 2016 1434 1782 1284
Adjusted R-square 0.027 0.031 0.036 0.049
Number of episodes 114 83 100 74
Number of countries 97 75 94 72
Earliest year in sample 1985 1985 1985 1985
Latest year in sample 2018 2014 2018 2014

Source: World Bank.
Note: Results from a logit regression of the likelihood of the start of a private acceleration episode. See World Bank (2024a) for variable descriptions. Sample includes 105 economies for
1960-2022. t-statistics in parentheses. * indicates significance at the 10 percent level, ** at the 5 percent level, and *** at the 1 percent level.
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Spotlight: Who Bears the Burden of
Climate Adaptation and How? A Systematic Review

South Asia is highly vulnerable to climate change. However, severely constrained fiscal positions will limit the
scope for public policies to facilitate climate change adaptation. This means that the burden of adaptation will
fall disproportionately on firms, farmers, and households and, especially, poor households, which typically suffer
greater damage from climate shocks. A comprehensive and systematic review of climate change research identifies
a variety of adaptation strategies used by households, firms, and farmers, which have offset 46 percent of climate
damage, on average. Firms have access to the most effective adaptation strategies, typically technology-related,
whereas the least effective strategies are employed by households and farmers, often in the form of labor market
adjustments. Adaptations that involve public support tend to be more effective than purely private strategies.
The analysis suggests that policy should be guided by three principles: (i) implementing a comprehensive package
of policies; (ii) prioritizing policies that generate “double dividends”; and (iii) designing policies that target

non-climate goals in a manner that does not set back climate-related goals.

Introduction

Impact of climate change. Climate change is
raising global temperatures, changing precipitation
patterns, acidifying oceans, and raising sea levels.
Estimates of the future increase in the global mean
temperature range from 0.9 degrees to 5.4 degrees
Celsius by the end of this century (IPCC 2014;
Hsiang and Kopp 2018). Rising temperatures will
be accompanied by more frequent and intense
droughts and other extreme weather events such as
cyclones (Collins et al. 2014; Kossin et al. 2017).

South Asia’s vulnerability. South Asia is highly
vulnerable to these effects of climate change.
According to the vulnerability index of the
University of Notre Dame’s Global Adaptation
Initiative (ND-GAIN), South Asia is the most
vulnerable to climate change of all the emerging
market and developing economy (EMDE) regions
(hgure SL1A). This South  Asia’s
geography, which leaves it exposed to changes in
groundwater availability, floods, extreme heat, and
rising sea levels. It also reflects the fact that a large
share of the region’s population lives in areas that
are particularly exposed to climate hazards.
Furthermore, increasingly rapid melting of the
region’s mountain glaciers creates risks of flash
floods, landslides, and disruptions of water supply
(Mani 2021). On average, about 60 million

reflects

Note: This spotlight was prepared by Jonah Rexer and Siddharth
Sharma, with contributions from Margaret Triyana (all SARCE).

people annually have been affected by natural
disasters in South Asia since 2010, more than in
any other region in the world (figure SL1B).

Channels of vulnerability in South Asia. The
potential economic damage to South Asia from
climate change is sizable, driven by both extreme
weather events and slow-moving climate trends.
Climate change is projected to reduce agricultural
yields, industrial  output, labor  supply,
productivity, and human capital.! Climate change-
induced income losses will be a particular
challenge for the 9 percent of the South Asian
population living in extreme poverty (less than
$2.15 per day) and the 34 percent living on the
brink of extreme poverty (between $2.15 and
$3.65 per day; World Bank 2022). The agriculture
sector, in which almost half of South Asia’s
working-age population works, is particularly
susceptible to climate change. For example,
changes in temperature and precipitation patterns
could reduce India’s agricultural output by 25
percent or more in the long run (Guiteras 2009).
The non-farm sector is also vulnerable to climate
change. In India, 2.2 percent of firm-level assets
are lost in the average cyclone and the annual
output of manufacturing factories falls by 2
percent for every degree Celsius of warming
because of lower labor productivity (Pelli et al.
2023; Somanathan et al. 2021).

! See, for example, Aufthammer (2018); Carleton and Hsiang
(2016); Dell, Jones, and Olken (2014); Fernando, Liu, and
McKibbin (2021); and International Monetary Fund (2022).
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FIGURE SL.1 Vulnerability to climate change and fiscal
constraints

South Asia is more vulnerable to climate change than other emerging
market and developing economies (EMDE) regions and has seen the
largest share of its population affected by extreme weather events among
all EMDE regions in recent years. Governments in South Asia have limited
spending capacity to finance climate change adaplation because of large
and growing government debt and low revenues.

A. Climate change vulnerability index,
2017-21 average

B. People affected by natural
disasters, 2013-2022 average
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Sources: International Disaster database (EM-DAT); International Monetary Fund, World Economic
Outlook database ; national sources; Notre Dame Vulnerability Index; WDI (database).

Note: EAP = East Asia and Pacific; ECA = Europe and Central Asia; BGD = Bangladesh; BTN =
Bhutan; EMDEs= emerging market and developing economies; IND = India; LAC = Latin America
and the Caribbean; LKA = Sri Lanka; MDV = Maldives; MNA = Middle East and North Africa; NPL =
Nepal; PAK = Pakistan; SAR = South Asia; SSA = sub-Saharan Africa;

A. Bars shows the climate vulnerability index of the Notre Dame Global Adaptation Initiative,
averaged over 2017-21. Regional aggregates are GDP-weighted by country GDP in 2015.

B. Bars show the total population affected by natural disasters, and diamonds show the share of total
population affected; annual averages over 2013-22. Sample includes 144 EMDEs (22 in EAP, 20 in
ECA, 31in LAC, 18 in MNA, eight in SAR, and 45 in SSA).

C. Bars show unweighted averages (at 201019 average prices and market exchange rates). Yellow

whiskers indicate minimum-maximum range for seven SAR economies, and interquartile ranges for
EMDEs.

D. EMDE average computed using 2015 GDP as weights. Bars show 2020-22 averages of
government revenue.

Government responses in South Asia. Faced
with climate change-related threats, South Asian
governments have launched major programs, such
as the Bangladesh Delta Plan 2100 (Government
of Bangladesh 2018), to build resilient
infrastructure and disaster preparedness systems.
However, fiscal constraints limit how much public
investment can be channeled into adaptation to
climate change. In most South Asian countries,
governments  debt-to-GDP ratios are well above
the EMDE average, while its government revenue-

to-GDP ratio is far below the EMDE average
(hgure SL1C and D). These constraints hinder the
effectiveness of public spending on climate
adaptation and require a larger focus on
facilitating climate adaptation on the private sector
in other ways. Effective climate adaptation may
require not only supporting specific adaptation
mechanisms, but also targeting the
vulnerable groups of households and firms.

most

Questions. This spotlight examines four questions
crucial for rigorous policy prioritization:

e  Which households, firms, and farms are most
exposed to, and hurt by, climate shocks?

e How do households, firms, and farms adapt to
climate change?

e How effective is climate adaptation by
households, firms, and farms?

e What are the implications for South Asia’s
policy priorities?
Effectiveness  versus  cost-efficiency.  The
adaptation strategies that firms and households
ultimately adopt will depend on effectiveness
relative to cost, as well as such constraints as access
to finance. While a particular adaptation strategy
may be highly effective, it may not be adopted if it
is prohibitively expensive. This review focuses
solely on one aspect of this cost-benefit analysis,
by summarizing the literature on the effectiveness
of adaptation strategies. Estimates of the cost of
these strategies are beyond the scope of this review.

Contributions: This spotlight makes several
contributions.

First, it draws on Rexer and Sharma (2024) to
present the only statistically rigorous meta-analysis
of the estimated impacts of climate change
adaptation that have been reported in the
economics literature.?  Climate  change
“adaptation” is defined as any human behavioral

2Balboni, Bhogale, and Kala (2023) and Goicoechea and Lang
(2023) are other recent reviews of climate change adaptation. By
contrast, Rexer and Sharma (2024) is a meta-analysis and does a
systematic stocktaking of papers, focuses on adaptation, excludes
mitigation studies, and considers households and farmers, not just
firms.
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response to actual or expected climate change or
weather shocks that can be understood as
attempting to mitigate the losses from them.
Examples include adoption of climate-resilient
technologies, reallocation of resources to less
climate-sensitive economic activities, migration,
and the use of transfers to help households and
firms cope with climate shocks. Rexer and Sharma
(2024) introduce a novel standardized measure of
the impact of adaptation: the adaptation ratio. It
measures the share of the damage from a climate
shock that is offset by adaptation. It can be derived
from estimates commonly presented in studies and
compared across studies of different types of
adaptation mechanisms, types of climate shocks,
agents involved, and outcomes.

Second, this spotlight systematically analyzes
differences in the average effectiveness of
adaptation  across agents and adaptation
mechanisms.

Third, this spotlight uses the main messages of the
review of climate change adaptation research to
identify policy priorities for South Asia to help
ensure effective climate adaptation by a
combination of public and private actions.

Fourth, this spotlight complements previous
literature  reviews  that  discussed  the
disproportionate exposure to, and impact of,
climate change for poor households. In contrast to
previous  research  that  examined  these
relationships in depth, this spotlight aims for
breadth by covering as large a body of research as
could be assembled. This includes estimates
featured in the World Bank’s Country Climate
and Development Reports (CCDRs).

Main findings. The main findings of the spotlight

are:

® DPoor households are typically more exposed
to, and more adversely affected by, climate
shocks than more affluent households. Less is
known about firms, but less productive firms
appear to be more adversely affected than
more productive ones.

e Houscholds, firms, and farmers have adopted
a variety of strategies to adapt to climate
change that, on average, mitigated 46 percent

of climate damages. Firms’ adaptation
strategies have been the most effective,
offsetting 72 percent of the damage from
climate change, while farmers’ strategies have
been the least effective, offsetting 38 percent
of the damage. Adaptation has rarely fully
offset climate damage.

e Firms have better access to the most effective
adaptation strategies, typically technology-
related, whereas households tend to rely on
less effective strategies, such as labor market
adjustments including migration and shifts
from farm to non-farm activities. Adaptations
that are supported by public policies tend to
be more effective than purely private ones.

e Dolicy priorities include support for adoption
of technologies in the private sector and
investment in broad public goods. In
addition, social protection systems remain an
important tool in blunting the negative effects
of climate shocks on households. The choice
of policies can be guided by three principles:
implementing a wide range of policies,
prioritizing policies that generate dividends
beyond climate adaptation, and designing
policies aimed at goals other than climate
adaptation in a manner that does not set back
climate-related goals.

Differing exposure to, and
impact of, climate shocks

Poor households are usually more exposed to, and
more adversely affected by, climate shocks than more
affluent households. Few studies have examined the
impact on firms and the evidence on this is mixed.

Households

Methodology. A systematic review of the research
is conducted to identify whether poor households
are more exposed to climate shocks and, if climate
shocks occur, whether they are more adversely
affected than more affluent households. From a
pool of 1,303 potentially relevant studies, 70 were
identified that include 829 quantitative estimates
(box SL.BI.1). Then a probit estimation was
conducted to quantify the probability that a study
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FIGURE SL.2 Distributional implications of climate

shocks

The research literature on the exposure fo, and impact of, climate shocks
Indicates that poor households tend to be more exposed to, as well as more
aadversely affected by, climate shocks than better-off households. In
particular, poor household tend to suffer larger income and human capital

losses than more affluent households.

A. Share of studies that document that
the poor are more exposed to, or more
adversely affected by, climate shocks

Percent of studies

B. Share of studies that document the
poor suffer larger losses for the poor
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Sources: World Bank.

Note: CCDR =Country Climate and Development Report.

A. CCDR sample includes 70 studies. Gray line indicates 50 percent.

B. Share of studies documenting that poor households suffer greater losses than more affluent
households. Includes CCDRs as well as academic studies.

of a particular type of climate shock documents
that the poor are either more exposed to climate
shocks than other households or more adversely
impacted by climate shocks.

Disproportionate impact on poor households’
incomes. About two-thirds of the studies find that
the poor are more exposed to climate shocks,
especially to droughts and floods, than more
affluent households (figure SL2A). In addition,
because they are less able to adapt and respond,
poor households usually also suffer greater damage
from climate shocks, with four-fifths of the studies
supporting this finding. Income and human
capital (education and health) losses tend to be
particularly concentrated among the poor, whereas
evidence on other impacts, such as household
expenditure cuts or mortality, is mixed (figure

SL2B).

Firms

Mixed evidence thus far. Very few studies have
examined the differing impacts of climate shocks
on firms and none has examined differences in
exposures to shocks across firms. In the United
States, agricultural firms (Nath 2021) and firms
that  predominantly served local markets
(Gallagher, Hartley, and Rohlin 2023) suffered

greater damage from climate shocks than
manufacturing and services firms. Unsurprisingly,
perhaps, firms involved in reconstruction after
natural disasters benefited (Indaco, Ortega, and
Taspinar 2021). In India and Indonesia, weaker-
performing firms were more affected by natural
disasters (Pelli et al. 2023, Xie 2022). In contrast,
in China, climate shocks appear to have had
similarly adverse effects across various types of
manufacturing firms, including labor-intensive
and capital-intensive industries, light and heavy

manufacturing, and high- and low-tech sectors
(Zhang et al. 2018).

Adaptation strategies by
households, firms, and
farms

Households, firms, and farmers have adopted a
variety of strategies to adapt to climate change. Firms
have had the most success at reversing the damage
Sfrom climate change (72 percent of it) and farmers
have had the least success at it (38 percent). The
research reviewed here has robustly documented only
a few instances of maladaptation.

Methodology

Review sample. Starting with a pool of more than
5,000 studies and applying comprehensive filters
for relevance and quality, the review in Rexer and
Sharma (2024) compiles a database of 324 studies
on adaptation in 10 advanced economies and 34
EMDE:s in South Asia (SAR), Sub-Saharan Africa
(SSA), Latin American and the Caribbean (LAC),
and East Asia and the Pacific (EAP), as well as 50
global or regional studies.’ In addition to
systematically assessing these studies, it conducts a
meta-analysis using a subset of 80 studies for which
statistical analysis of standardized quantitative
estimates of the effectiveness of adaptation is
feasible, and 52 studies for which estimation of
standard errors (a measure of how closely a sample
reflects the whole population) is feasible.

3The baseline pool of papers is built up from studies cited in
Balboni, Bhogale and Kala (2023) by collecting all articles citing or
cited by these studies.
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BOX SL. B1.1 Climate Shocks and the Poor2

About two-thirds of studies find that the poor are more exposed to climate shocks than more affluent households and four-
[ifths of studies find that the poor are also more adversely affected by these shocks. Income and human capital losses tend to
be particularly concentrated among the poor, whereas the evidence is more mixed for other impacts such as mortality or

household expenditure cuts.

Introduction

Climate shocks are expected to become more
unpredictable as climate change accelerates (United
Nations Framework Convention on Climate Change
2007). Similar to other regions, South Asia is
expected to face a growing number of extreme

weather events. With fiscal resources

most severely impacted by climate change.

Poor households may be more exposed to climate
shocks than better-off households because they tend
to live or work in locations that are prone to climate
shocks (in part because have fewer options to choose
from) and face a more difficult tradeoff between
locational amenities, including climate risks and
opportunities
(Hallegatte, Fay, and Barbier 2018; Kim 2012). In
addition to greater exposure to risks, poor households
are likely to have fewer resources to invest in
protective measures against climate risks, lose a larger
fraction of their income or assets, have access to lower

proximity ~ to  income-earning

-quality housing and infrastructure, are less able to
respond to shocks after they happen, and have less
access to post-disaster relief mechanisms (Anttila-
Hughes and Hsiang 2013; Hallegatte, Fay, and
Barbier 2018). As a result, climate shocks can trap
poor households in poverty for prolonged periods

(Carter et al. 2007).

Using a meta-regression analysis, this box distills the
findings of a large and rapidly growing body of
research on the distributional consequences of

climate shocks. It examines the following questions:

e Are poor households more exposed to climate

shocks than other households?

e Are poor houscholds more hurt by climate

shocks than other households?

@ This box was prepared by Margaret Triyana (SARCE).

severely
constrained in most South Asian countries, policy
makers will need to focus their efforts on the groups

Contributions. This box contributes to the research
literature in several ways. First, it is a review of the
literature that deliberately aims for breadth of
coverage. Previous literature reviews have described
groups of studies in detail (for example, Hallegatte,
Fay, and Barbier 2018), and have examined specific
channels through which poor households are more
affected, such as physical infrastructure (Hallegatte,
Rentschler, and Rozenberg 2019). In contrast, the
goal here is to cover the literature as comprehensively
as possible, although in less detail. Second, since the
literature is growing rapidly, this study updates
previous literature reviews (for example, Hallegatte et
al. 2020; Hallegatte et al. 2016). One-quarter of the
studies reviewed here were published during 2020-23,
including all 37 Country Climate and Development
Reports (CCDRs) that offer quantitative estimates.

Vulnerability and resilience. Since this box aims to
quantify the main messages from as large a literature
as possible, it is constrained in the degree of
granularity it can implement. For
Hallegatte et al. (2016) distinguish between exposure,
vulnerability, and resilience of households to shocks.
Unfortunately, less than a handful of papers offers
estimates on resilience. As a result, this box merges
vulnerability and resilience into a single category to
describe the impact of shocks once they materialize.

example,

Main findings. The main findings of the box are as

follows.

o  First, about two-thirds of the studies in the
find that poor households are
significantly more exposed than other households,
especially to drought and floods. For other types

of climate shocks, the evidence is mixed.

literature

e Second, the disproportionate impact on poor
households has been most often documented for
income and human capital losses. The evidence
for other impacts, such as mortality or household
expenditure cuts, is mixed.
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BOX SL. B1.1 Climate Shocks and the Poor (continued)

FIGURE SL.B1.1 Description of the literature

Differences in the exposure to, and impact of, climate shocks between poor and more affluent households have been
examined for a wide range of countries, at multiple levels of analysis, and for many types of shocks. While most non-CCDR
studlies examine the greater impact of climate shocks on the poor, the bulk of the evidence indicating greater exposure of the

poor comes from the World Bank’s CCDRs.

A. Number of studies, by region

observation
Number of studies Number of studies
20 35
30
15 25
20
10 15

B. Number of studies, by unit of

C. Number of studies, by source

Number of studies
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Country
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Sources: World Bank.

Sub-
national

Household/ 0

individual Greater Exposure Greater Impact

Note: CCDR = Country Climate and Development Report; EAP = East Asia and Pacific; ECA = Europe and Central Asia; LAC = Latin America and the Caribbean;

MNA = Middle East and North Africa; SAR = South Asia; SSA = Sub-Saharan Africa.

Methodology

Sample of studies. A systematic review of the research
and policy literature is conducted starting with 11
index studies that seed a backward and forward
citation search (Triyana et al. 2024). This is
supplemented with a database search. The search
results are then restricted to studies published after the
year 2000 to ensure the included studies would closely
reflect current policy settings. Finally, all published
Country Climate Development Reports (CCDRs) by the
World Bank are included. These reports include an
analysis of the link between climate shocks and
poverty. Starting with a pool of 1,303 potentially
relevant studies, the results were restricted to articles in
economics, general interest peer-reviewed journals, and
reports. After reviewing abstracts and the full text, a
total of 70 studies that featured quantitative estimates
were selected. Most of these studies
estimates for multiple specifications.

document

Characteristics of the selected studies. These 70
studies—of which 37 are empirical estimates and the
rest include a variety of methods, including
simulations—yield 701 estimates that are combined
into the meta-regression analysis below. Most non-
CCDR studies examine the greater impact of climate

shocks on the poor, whereas the overwhelming
majority of the evidence for greater exposure to the
poor comes from the World Bank’s CCDRs. The level
of analysis includes studies at the individual
household, subnational or country-level (figure
SL.B1.1). Most household or individual-level studies
are about non-farm households but just about one-
quarter include farmers. The studies cover a wide

geographic range.

Estimation. The studies vary widely in the outcomes
examined and in the definitions of outcomes, shocks,
and level of analysis. Consequently, only a general
categorization of outcomes is feasible for comparing
results across studies. The findings have two outcomes:
either “the poor are more exposed to climate shocks”
or “the poor are more adversely affected by climate
shocks.” A probit regression is used to estimate the
probability of the poor’s greater-than-average exposure
to, or damage from, specific climate shocks controlling
for the study’s region and the level of analysis (annex
SL.B1.1). Climate shocks are broadly classified into
any categories such as natural disasters, extreme
temperatures including extreme heat, unusual rainfall
patterns, flooding, droughts, earthquakes, landslides,
climate change, and other climate-related shocks.
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BOX SL. B1.1 Climate Shocks and the Poor (continued)

FIGURE SL.B1.2 Types of natural disasters

Flood’s are the most common type of disaster, including in South Asia. Drought and extreme heat, however, are more common

in South Asia than elsewhere.

A. Composition of sample of studies, by
shock under examination

Share of studies Percent of disasters

= Unusual temp.

B. Distribution of natural disasters

m Other m Storm = Flood m Drought

C. Average annual number of natural
disasters per country

Percent uSAR Al

Heat wave 4

0

Heat wave 100
Drought 80
= Flood 60
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Sources. EM-DAT database; World Bank.

Drought Heat Flood Storm  Other

SAR

A. Other = earthquakes and landslides and generic natural disasters or climate change. Unusual temperature = temperature changes that are not extreme heat or heat
waves, such as less pronounced temperature increases, as well as unusually low temperature, such as a cold snap. Unusual rainfall = either excess or shortfall

precipitation that is not a drought or flood.

B.C. Other = earthquakes and landslides as well as unspecified natural disasters or climate shocks.

Exposure to climate shocks

Types of shocks. South Asia stands out as the
EMDE region with the largest number of people
exposed to climate shocks over the past decade.
Similar to other regions, the most common type of
disaster is flooding. South Asia suffers more frequent

floods, but fewer severe storms, than the rest of the
world (figure SL.B1.2).

Greater exposure of the poor: Droughts and
floods. More than two-thirds (68 percent) of the
estimates found that the poor are statistically
significantly more exposed to climate shocks (figure
SL.B1.3). Among estimates not derived from
CCDRs, 61 percent documented greater exposure of
the poor, especially to droughts and floods (about
three-quarters of estimates). This is confirmed in the
regression analysis that controls for other factors.
Compared with studies of other climate events,
studies of droughts and floods were significantly
more likely to find the poor were more exposed to
the disaster than average houscholds (annex table
SL.B1.1.1). In part, the prevalence of studies finding
that the poor are more exposed to shocks may reflect
the samples included in these studies. For example,

there is some evidence that the poor are more
exposed to floods than other households—but only
in urban areas, not in rural areas where the poorest
tend to live (Hallegatte et al. 2020).

Impact of climate shocks

Greater impact on the poor: Drought and floods.
Four in five (80 percent) studies in the sample found
that the poor are more adversely affected by climate
shocks than other households—a finding that
emerges from both CCDRs and non-CCDR studies.
Greater impacts on the poor were identified most
frequently in studies of droughts (92 percent),
extreme heat (100 percent), and floods (88 percent;
figure SL.B1.4). Compared with studies of other
shocks, studies of droughts and floods were
significantly more likely to show a greater impact on
the poor than on other households.

Types of impact on the poor: Income and human
capital losses. The studies in the sample covered a
wide variety of effects of climate shocks, including
loss of income, houschold expenditure, welfare,
assets, education, or mortality. Most estimates of the
impact for the poor focus on income (27 percent),
followed by human capital (education, health, and
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BOX SL. B1.1 Climate Shocks and the Poor (continued)

FIGURE SL.B1.3 Disproportionate exposure of the poor to climate shocks

Most studies find that the poor are more exposed to climate shock than the average household, especially to droughts and

floods.

A. Share of studies that report greater
exposure of the poor to climate shocks

B. Share of studies that report greater
exposure of the poor to climate shocks

C. Marginal probability of a study
documenting greater exposure of the
poor to climate shocks

Percent of studies Percent of studies Percentage points
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20
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All studies Excluding CCDRs Heat Flood Drought All studies Excl. CCDRs

Source: World Bank.

Note: CCDR = Country Climate and Development Report. Only CCDRs estimate the impact of extreme heat. Sample covers 33 studies, of which 22 are CCDRs. Grey

lines indicate 50 percent.

C. Probability of a regression estimate for a specific shock documenting the poor being more exposed than other households, as deviation from the probability of the
same finding in studies of other shocks. Whiskers indicate 95 percent confidence intervals.

FIGURE SL.B1.4 Disproportionate impact of climate shocks on the poor

Most studies find that the poor are more adversely affected by climate shock than the average household, especially in the

case of droughts and floods.

A. Share of studies that report greater
impact of climate shocks on the poor

B. Share of studies that report greater
impact of climate shocks on the poor

C. Marginal probability of a study
documenting a greater impact of climate
shocks on the poor

Percent of studies Percent of studies Percentage points
100 100 m All studies  + Excl. CCDRs 50
80 80 40
60 60 30
20
40 40
10
20
20 0
0 0 Flood Drought Flood Drought
All studies Excluding CCDRs Heat Flood Drought All studies Excl. CCDRs

Source: World Bank.

Note: CCDR = Country Climate and Development Report. Only CCDRs estimate the impact of extreme heat. Sample covers 61 studies, of which 34 are CCDRs. Grey

lines indicate 50 percent.

C. Probability of a regression estimate for a specific shock documenting a greater impact on the poor than on other households, as deviation from the probability of the
same finding in studies of other shocks. Whiskers indicate 95 percent confidence intervals.

crime, 17 percent). Among studies that focus on
income, 80 percent show worse outcomes for the
poor. A similar finding emerges among studies that
focus on human capital (figure SLB1.5).

Food security is an important mechanism in settings
such as Pakistan’s floods in 2022 (Baron et al. 2022).
Indeed, all studies in the sample that examine post-
shock food security show that the poor are more
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BOX SL. B1.1 Climate Shocks and the Poor (continued)

FIGURE SL.B1.5 Disproportionate income and human capital losses for the poor

Studies of income and human capital losses mostly find that poor household suffer larger losses than more affluent
households. Evidence for other impacts, such as mortality or expenditure reduction is mixed.

A. Share of studies on income and other
losses

B. Share of studies that document the
poor suffer larger losses, all studies

C. Share of studies that document the
poor suffer larger losses, excluding

CCDRs
Percent of studies Percent of studies Percent of studies
25 100 100
20 80 80
15 60 I 60 I I
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5 20 20
0 0 0
Income Human Exp. Asset Mortality Income Human Exp. Asset Mortality Income Human Exp. Asset Mortality
loss  capital reduction loss loss  capital reduction loss loss  capital reduction loss
loss loss loss

Source: World Bank.

Note: CCDR = Country Climate and Development Report; Exp = Household expenditure reduction. Sample covers 61 studies, of which 34 are CCDRs. Grey lines
indicate 50 percent. Income includes earnings. Human capital includes education, health, crime, and food security. Sample includes 123 estimates of income (11
studies), 74 estimates of human capital (16 studies), 17 estimates of household expenditure cuts (5 studies), 12 estimates of asset losses (8 studies), and 28 estimates

of mortality (5 studies).

adversely affected. In the sample used here, three
fourths of estimates found that the poor still suffer
impacts more than one year after the shock,
suggesting that the poor also struggle to recover.

Conclusion

Research finds that the poor are often more exposed
to climate shocks, especially droughts and floods, and

that the poor typically suffer greater income and
human capital losses than other households. This
suggests that support for poor households should be
prioritized when strained fiscal resources require
tradeoffs among spending priorities.

Scope. The review targets studies in the 250 top-
ranked economics journals on the Research Papers
in Economics (RePEc) repository. This is done to
ensure consistency in methodological approach.
The sample of reviewed studies includes ones from
top cross-disciplinary journals such as Science and
Nature that are included in the RePEc list.
However, it does not include more specialized
journals in, for example, risk management,
operations research, or climate sciences. It also
excludes papers that use a case study approach or
engineering estimates to assess the cost and impact

of adaptation and lack econometric estimates
based on observational data. The reviewed studies
use econometric techniques for measuring the
effectiveness of observed adaptation strategies. In
general, they estimate the impact of a specific
adaptation strategy by comparing against a control
group that does not adopt the strategy but may
well adopt other, unspecified strategies. The review
sample covers a wide range of climate hazards,
including both natural disasters and long-run
climatic shifts such as rising temperature or

changing rainfall patterns (figure SL3A).



46 SPOTLIGHT

SOUTH ASIA DEVELOPMENT UPDATE | APRIL 2024

FIGURE SL.3 Effectiveness of climate adaptation

The research literature on climate change adaptation has focused less on
firms than on farmers and households. Temperature and rainfall extremes
are the most-studied climate shocks. On average, adaplation offsets 46
percent of the damage from climate change, but there is considerable
variation among households, firms, and farmers.

A. Number of climate change
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Sources: Rexer and Sharma (2024); World Bank.

Note: Adaptation ratio = the share of the damage from a climate shock that is offset by adaptation
A. Bars show the number of studies by agent and climate shock for the full sample of 324 studies
from high-income countries and EMDEs reviewed in Rexer and Sharma (2024). Individual studies
that analyze more than one climate shock and/or agent type are counted separately for each shock-
agent pair, resulting in a total that may exceed 324.

B.-D. Charts plot all the adaptation ratios from household (B), firm (C) and farmer (D) studies, as
estimated in Rexer and Sharma (2024). Each diamond represents an estimated adaptation ratio, and
the corresponding horizontal blue bar represents its 95 percent confidence interval. Vertical lines
indicate adaptation ratios of O (ineffective adaptation) and 1 (fully effective adaptation). In total, they
represent 110 estimates from 51 papers. For visual clarity, eight estimates with extremely large
confidence intervals are dropped. Technical details are explained in Rexer and Sharma (2024).

Household adaptation strategies

Coverage in the literature. Households are the
best-represented group in the research on climate
change adaptation, examined in 48 percent of the
324 reviewed studies. Temperature (extreme heat
and cold) is the most common climate change
dimension examined (figure SL3A). There are also
numerous studies of adaptation by households to
abnormal rainfall, floods, droughts, and other
natural disasters.

Labor market adjustments, in particular
migration, are the most common adaptations by

households in the reviewed studies, accounting for

34 percent of household studies. Among these,
migration is most common. For example, a
significant number of households affected by a
major flooding in Bangladesh in 2014 migrated,
mostly within Bangladesh in the case of low-wealth
households and to international destinations for
high-wealth ones (Giannelli and Canessa 2022).
Remittances from migrants helped households deal
with the income loss from the floods.

Sectoral labor reallocation is also a common
adaptation strategy for households. Because farm
activities are generally more sensitive to climate
than non-farm activities, workers switching to
non-farm activities help rural households adapt to
climate change. For example,
temperatures have been linked to an increase in
non-agricultural employment in India, and it is
estimated that local economic losses from climate
change could be up to 69 percent higher if such
labor reallocation were not possible (Colmer

2021).

abnormal

Resource transfers are another common
household adaptation mechanism identified in the
reviewed literature, often provided through
government relief programs. In Bangladesh, an
anticipatory cash transfer to households at risk of
flooding helped prevent food deprivation when
floods struck in 2020 and significantly improved
the wellbeing, assets, and income-earning
potential of recipient households (Pople et al.
2021). Timely disaster relief may even ease the
mental cost of natural disasters. In Pakistan,
households reported significantly lower aspirations
after experiencing the abnormal rainfall that led to
the devastating 2010 floods. However, this decline
in aspirations was significantly less pronounced in
villages that received disaster relief in the form of
cash transfers for each of the three years following
the floods (Kosec and Mo 2017).4

Technology adoption serves as another
household adaptation mechanism, albeit less
commonly than labor market adjustments or
transfers in the studies reviewed. For example, in

4Cash transfers may also have spillover effects on local labor and
goods markets, with unclear implications for aggregate welfare (Egger
etal. 2022). This may hold true for other adaptations as well.
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India, households reported a reduced “ability to
work” during extremely hot days, but this effect
was significantly less in households with access to
electricity and desert coolers, which are a low-cost
evaporative cooling technology (Heyes and
Saberian 2022).

Effectiveness of household adaptation

Overall. On average, adaptive behaviors mitigate
49 percent of the damage from climate change
among households. There is substantial variation
in the adaptation ratio across the 56 estimates in
the household meta-analysis (figure SL3B).

Wide range of effectiveness. The most effective
adaptation observed  among
households involve access to finance and
infrastructure in rural areas. An example from
South Asia is the expansion of rural bank branches
in India. This improved access to credit and is
estimated to have significantly reduced heat-
related deaths among the rural poor by allowing
them to meet healthcare expenses (Burgess et al.
2013). Another example is bridge construction in
rural Nicaraguan villages facing seasonal floods—a
situation not dissimilar to parts of South Asia. The
presence of bridges almost completely mitigated
the adverse impact of seasonal flash flooding on
incomes, by reducing uncertainty of access to off-
farm labor markets, inputs, and outputs (Brooks
and Donovan 2020). Conversely, studies that
consider private labor market adjustments alone
tended to yield smaller adaptation effects (Gao
and Bradford 2018; Giles 2006 ).

mechanisms

Firm adaptation

Coverage in the research literature. Firms are the
least-represented group, with only 13 percent of
the reviewed studies focusing on them. This share
rises to 22 percent in the top tier of economics
journals. Most firm-level studies of climate change
adaptation examine adaptation to abnormal
temperatures or climate disasters (figure SL3A).

Technology adoption is a common adaptation
strategy employed by firms, comprising 19 percent
of the firm-level studies in the full review sample.
Cooling technology is particularly important for
firms to adapt effectively to rising temperatures. A
recent study from India found that workers’

productivity in garment factories fell by almost 15
percent on hot days. This heat-related productivity
decline disappeared when the garment factories
had climate control technology (Somanathan et al.
2021). Modern, energy-efficient technologies can
combine climate change adaptation with
reductions in energy costs. For example, the
adoption of energy-efficient LED lights by a
garment factory in India reduced productivity
losses on hot days by generating less ambient heat
(Adhvaryu, Kala, and Nyshadham 2020). In the
absence of cooling technology, workers may use
second-best adaptation strategies, such as increased
work breaks, which ultimately reduce labor
productivity (Masuda et al. 2021).

Improved management practices may also
enhance firms’ capacity to adapt to climate
change. For example, when faced with adverse
environmental conditions, managers can reallocate
workers: workers who are more sensitive to those
conditions can be shifted to less critical tasks. The
resulting improvement in worker-task matches can
reduce the adverse impact of environmental
conditions on overall labor productivity, as shown
in a recent study of management, air pollution,
and firms’ productivity from India (Adhvaryu,
Kala, and Nyshadham 2022).

Reallocation of inputs and outputs among
suppliers and buyers also helps firms adapt to
climate change. In Pakistan, flooding prompted
firms to diversify their supplier base and shift
purchasing toward suppliers less likely to be
affected by future floods. They also moved to less
flood-prone areas (Balboni, Boehm, and Waseem
2023). Firms in Tanzania similarly adjusted their
supply networks, while also building up inventory
and backup capacity, in response to flood risk
(Rentschler et al. 2021). Climate shocks also
induce reallocations across firms. In India,
cyclones have prompted the reallocation of
resources and market share to higher quality firms
(Pelli et al. 2023). This indicates that capital and
labor mobility is likely to be important to
facilitating economy-wide adaptation.

Transfers and credit help firms cope with
extreme weather and natural disasters. Relief in

the form of cash grants helped Sri Lankan
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microenterprises recover from the December 2004
tsunami, offsetting 80 percent of the tsunami’s
effect on firms' monthly profits (De Mel,
McKenzie, and Woodruff 2012). Access to credit
also helped firms recover faster from natural
disasters such as typhoons (Elliott et al. 2019).

Effectiveness of firm adaptation

Overall. The meta-analysis finds that, on average,
adaptation offsets 72 percent of the climate
damage among firms. As with households, there is
considerable variation in the estimated adaptation
ratio across different studies (figure SL3C).
Although this is a small sample of 13 estimates, it
appears that, compared to households and farmers,
a larger number of the reviewed firm-level studies
find adaptation ratios near or even exceeding 1,
indicating a full offset of climate damage.

Double dividends. Most of the cases in which
adaptation ratios among firms are estimated to be
larger than 1 involve technology and management
practices. These mechanisms tend to have benefits
beyond aiding climate change adaptation and
hence have the potential to generate a “double
dividend.” For example, in one study, better
monitoring and task allocation of workers by
supervisors is estimated to entirely offset the
adverse impact of air pollution on labor
productivity (Adhvaryu, Kala, and Nyshadham
2022). Combined with the evidence that better
management practices improve firm performance,
these findings suggest that upgrading management
quality may generate double dividends from
climate adaptation in firms (for example, Bloom et
al. 2013; Bloom et al. 2020). Similarly,
technologies such as energy-efficient lights may
improve resilience to climate change, productivity,
and energy conservation. By also reducing energy
use, such technologies may even constitute a
“triple dividend” (Brandon et al. 2022).

Farmer adaptation

Coverage in the literature. Farmers are well
represented in the literature on climate change
adaptation, with 47 percent of the reviewed
studies examining climate change impacts on and
adaptation by farmers. Unlike in firm and
household studies, rainfall and temperature shocks

are studied roughly equally for farms (figure
SL2A). Climate shocks related to rainfall and
drought together comprise 50 percent of farm
studies, reflecting the importance of rainfed
agriculture in many of the countries in the sample.

Reallocating land to crops that are less sensitive
to extreme climate conditions or to a larger variety
of crop is a common adaptation strategy among
farmers. For example, in India, farmers who faced
dry years shifted to less water-intensive crops
(Taraz 2017). During the Green Revolution, crop
diversity declined in large parts of India because of
the growing dominance of a small set of high-yield
seed varieties. Farming in these areas is now less
drought resistant than in areas with greater crop
diversity (Aufthammer and Carleton 2018).

Climate-smart agriculture (CSA) is another
common adaptation response among farmers in
the reviewed studies. CSA refers to a set of
agricultural practices—including crop rotation,
intercropping (growing two or more crops in a
field simultaneously), and preservation of
biodiversity and green cover—that are more
sustainable and resilient to climate shocks. For
example, legume intercropping has been found to
protect against floods and droughts, and green
belts have been found to protect against floods in
rural Malawi (McCarthy et al. 2021). However,
there may be a tradeoff, at least in the short run,
between maximizing yields in normal conditions
and minimizing yield loss in extreme weather. For
example, in Zimbabwe, adoption of CSA reduced
the damage from poor rainfall but may have
reduced yield in normal rainfall years (Michler et
al. 2019). Almost all the CSA studies in the meta-
analysis are from sub-Saharan Africa, and none
from South Asian countries. Given the differences
in agricultural conditions and practices between
these regions, it is unclear to what degree the
literature’s main findings about CSA can be
generalized to South Asia.

Technology adoption is another common
adaptation among farmers in the reviewed studies.
The introduction and dissemination of new crop
varieties that are more tolerant of extreme growing
conditions has been a major development. In
India, switching to a new flood-tolerant rice
variety reduced the adverse impact of floods on
yields by 45 percent (Dar et al. 2013).
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Public investments, such as irrigation systems,
may help farmers adapt to climate change.
Irrigation expansion in India has increased average
yields while also reducing the heat sensitivity of
yields: irrigated wheat fields are 75 percent less
heat sensitive than fully rainfed fields (Zaveri and
Lobell 2019). Investments in irrigation have also
increased resilience to dry conditions; however,
their potential to help adapt to a changing climate
may become increasingly constrained by limits on
groundwater availability (Fishman 2018).

Effectiveness of farm adaptation

Overall. The meta-analysis finds that, on average,
adaptation recoups only 38 percent of the damage
from climate shocks among farms. This is
considerably lower than for households (49
percent) or firms (72 percent, figure SL4A). As is
with household studies, there is
substantial variation in the estimated adaptation
ratio across the 59 estimates (figure SL3D).
However, no adaptation mechanisms consistently
yield high adaptation ratios.

the case

Tradeoffs and unintended responses. One of the
adaptation mechanisms examined in the meta-
analysis involved an unintended private response,
with the perverse effect of exacerbating the effects
of climate shocks. A subsidized federal crop
insurance program in the United States expanded
access to crop insurance for corn and soybean
farmers, but it also reduced the incentive for these
insured farmers to switch to less heat-sensitive
crop varieties and made yields more sensitive to
rising temperatures (Annan and Schlenker 2015).
Although there is no similar reported case in the
reviewed studies from South Asia, the US example
is a reminder of the need to resolve potential
conflicts between multiple policy goals.’

Comparing adaptation
strategies

The most effective adaptation strategies, typically
involving new technologies, are available to firms and
the least effective are those employed by households,
often involving labor market adjustments. Purely

5 However, Avner and Hallegatte (2019) argue that this “moral
hazard” effect may be small.

FIGURE SL.4 Effectiveness of different climate
adaptation strategies

Studies involving firms report a higher average adaptation ratio (0.72) than
those involving households (0.49) and farmers (0.38). The two types of
adaptation mechanisms with the highest mean adaptation ratios are public
goods and technologies. On average, public adaptation mechanisms have
higher adaptation ratios than private ones. Studies from South Asia have a
higher mean adaptation ratio than those from other emerging market and
developing economies and from advanced economies. There is no
significant difference in adaptation impacts across climate shocks.
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Sources: Rexer and Sharma (2024); World Bank.

Note: Adaption ratio is the share of the damage from a climate shock that is offset by adaptation. The
bars represent the mean adaptation ratios disaggregated by agent type (A), adaptation mechanism
type (B), public versus private adaptation (C), and climate shocks (D). The yellow lines represent 95
percent confidence intervals. The total sample consists of 118 estimates from 52 papers included in
the meta-analysis of adaptation in Rexer and Sharma (2024). Adaptation ratios measure the share of
climate damage that is offset by climate adaptation. Technical details are explained in Rexer and
Sharma (2024).

private adaptation strategies tend to be less effective
than those supported by public policies.

Comparison across households, firms, and
farmers. On average, adaptation strategies are
most effective for firms, followed by households
and then farmers (figure SL4A). The difference
between the mean adaptation ratio of firms and
those of households and farmers is statistically
significant. This largely reflects the types of

adaptation strategies that firms can access.
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The least effective adaptation strategies: Labor
market adjustments. Labor market adjustments,
the most common adaptation among households,
are the least effective, offsetting just 14 percent of
climate-related economic losses (figure SL4B).
Migration, off-farm work, and other labor market
adjustments typically do not require government
assistance, technology, or support from financial
markets. Given these low barriers to adoption,
labor market strategies are commonplace among
the world’s poor, but broadly ineffective in the
face of rising climate risks.

The most effective adaptation strategies: Public
goods. Adaptations that leverage public and
private investments are among the most effective.
State-provided public goods have the highest
adaptation ratio of all studied adaptation strategies
(figure SL4B). The public goods studied in this
meta-analysis are not climate-specific investments,
but rather comprise the standard set of goods and
services typically provided by the state—roads,
bridges, health systems, irrigation canals, piped
water. These public goods not only serve their
primary use, but also improve resilience to climate
change. For example, Burgess and Donaldson
(2010) show that access to railroads in India
reduced the likelihood of famine in times of
drought by improving market integration. In the
health sector, access to local clinics in India
reduces the impact of heat on infant mortality
(Banerjee and Maharaj 2020). A state capable of
providing basic public services represents an
important form of climate change adaptation.

The most effective adaptation strategies:
Technology adoption. Private investments are
also important for adaptation. Technology
adoption is the second-most effective adaptation
studied, with an adaptation ratio of 0.62 (figure
SL4B). These technological solutions are varied,
including air conditioning, improved seeds, and
management practices, and may or may not be
climate-specific. Additional regression analysis
shows that high returns to technology adoption
and greater technology adoption among firms at
least partially explain the advantage that firms have
in effectively adapting to climate change.

Private versus public adaptation. On average,
purely private adaptation strategies, spanning both
effective and less effective approaches, tend to
offset only 41 percent of climate damage (figure
SL4C). This is considerably below the effectiveness
of public adaptation strategies—comprising both
public goods and government transfers—which on
average across houscholds, firms, and farmers
offset 58 percent of climate damage.

Types of climate shock. There is no significant
difference in the average adaptation impacts across
different types of climate shocks (figure SL4D).
The average effectiveness of adaptation strategies is
the highest among flood studies, but the
confidence interval is exceptionally wide.

Income and region variation in effectiveness of
climate adaptation. Studies focusing on South
Asia have a higher mean adaptation ratio than
those from other EMDEs and from advanced
economies (figure SL5A). Given that the South
Asian countries in the sample are all middle-
income countries, this may be due to how the
adaptation ratio varies by the income level of the
study setting (figure SL5B) in an inverted U-
shaped relationship. The lowest adaptation ratios
are observed in low- and high-income countries,
which offset only 32 and 34 percent of climate
losses, respectively. In contrast, the highest ratios
are in middle-income countries, where adaptation
mitigates over 50 percent of climate damage on
average. In low-income countries, constraints to
technology adoption and provision of high-quality
public goods may be severe, and so observed
adaptations tend to be less effective. In advanced
economies, the most effective adaptations may
already be widespread, reducing baseline climate
damages and the marginal value of an additional
adaptation.® In  middle-income  countries,
however, there may be both fewer constraints to
adaptation than in low-income countries, and
more remaining high-value adaptations than in
high-income settings.

¢ More broadly, severity and frequency of shocks may affect the
choice and effectiveness of adaptations (Hallegatte et al. 2016). The
exercise here cannot distinguish the effectiveness of adaptation
strategies by the severity or frequency of climate shocks.
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Policy implications

Overall, the literature suggests that adaption
supported by public policies generally outperform
purely private sector responses, and that firms are
better able to adapt than households and farmers.
This points to two main policy priorities: supporting
private  technology adoption and  investing in
fundamental public goods. In addition, social
protection systems remain an important tool for
blunting the negative effects of climate shocks,
especially on poor households. The choice of policies
can be guided by three principles: implementing a
wide range of policies; prioritizing policies that
generate double dividends; and resolving conflicts
among policy goals, taking into account likely private
responses to policy measures.

Wide range of policies. Although most
adaptation mechanisms are effective at reducing
climate damage, almost none can fully offset it.
While public adaptation mechanisms are more
effective than purely private ones on average, even
they only mitigate about 58 percent of the climate
damage on average. Adaptation approaches should
therefore ideally involve a combination of
mechanisms. This should involve labor market
adjustments (migration and  non-farm
diversification), input and output markets
(reallocation), financial instruments, technology
adoption, government relief and  disaster
management programs, and public goods
(including at the local level). Robust social
protection systems are critical to support the poor,
who tend to be disproportionately exposed to, and
affected by, several types of climate shocks.

Double dividends: Public goods and technology
adoption. The most effective adaptation
mechanisms are technology adoption and public
goods that provide access to markets, essential
services, and inputs. Examples include bridges
(Brooks and Donovan 2020) and piped water
systems (for example, Costa, Sant’Anna, and
Young 2023). These mechanisms have the
potential to generate double dividends because
they can improve productivity, resource allocation
and human capital accumulation in addition to
building resilience to climate shocks. Building
infrastructure that is resilient to climate shocks
should also remain a policy priority (Hallegatte,

FIGURE SL 5 Effectiveness of climate adaptation
strategies, by region and income

Studies from South Asia have a higher mean adaptation ratio than those
from other EMDESs and from advanced economies. This is explained in part
by the relationship between adaptation impact and income: studies set in
high- and low-income countries have lower adapiation ratios than those in
middle-income countries.

A. Mean adaptation ratio: WBG B. Mean adaptation ratio: income
country region group
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Sources: Rexer and Sharma (2024); World Bank.

Note: AEs = advanced economies; EMDEs = emerging market and development economies; HIC =
high-income country; LIC = low-income country; LMIC = lower-middle-income country; SAR = South
Asia region; UMIC = upper-middle-income country; Adaption ratio is the share of the damage from a
climate shock that is offset by adaptation. The bars represent the mean adaptation ratios
disaggregated by World Bank region (panel A) and income group (panel B. The yellow lines
represent their 95 percent confidence intervals. The total sample consists of 118 estimates from 52
papers included in the meta-analysis of adaptation in Rexer and Sharma (2024). Adaptation ratios
measure the share of climate damage that is offset by climate adaptation. Technical details are
explained in Rexer and Sharma (2024).

A. AEs (no insurance) excludes studies on crop insurance.

Rentschler, and Rozenberg 2019). There is limited
evidence on the barriers to adoption of
technologies that help adapt to climate change.
However, interventions that have been successful
at spurring technology adoption among EMDE
households, farmers and firms in other contexts
may also be relevant for climate change adaptation
(Foster and Rosenzweig 2010; Hall 2005;
Verhoogen 2023; Williams and Bryan 2021 ).

Designing policies that target non-climate goals
in a manner that does not set back climate-
related goals. Rescarchers have identified
examples of unintended adaptation responses that
increase  climate vulnerabilities. The most
prominent example is the crop insurance programs
in the United States that discouraged the adoption
of climate-resilient crop varieties (Annan and
Schlenker 2015). The primary purpose of the crop
insurance program is income support for farmers
in the event of climate shocks (which it achieves),
rather than solely climate adaptation (which it fails
to achieve). This is a reminder of the need to
design policies in a manner that resolves potential
conflicts between different policy goals.
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Addressing key knowledge gaps. Climate change
adaptation is a growing but still nascent research
topic, and major knowledge gaps remain.
Evidence on firm adaptation outside of heat-
related contexts is scarce. The literature has
examined how households, firms and farmers
adapt and how effective they are at adapting, but
not what constrains them from undertaking more
effective adaptation strategies. In addition, there is
little evidence on the relative cost-effectiveness of
different adaptation mechanisms.

ANNEX SL.B1.1
Methodology

Selection of studies. A meta-analysis typically
begins with a database search using at least two
databases, followed by title and abstract screening,
full text screening, and finally the meta-analysis
regression.  The  database search  involves
identifying keywords based on 11 index articles
that were previously identified and with which a
backward and forward citation search are
conducted. The keyword search looks for the
poor’s exposure to natural disasters and the impact
of natural disasters on the poor. A search for
potential studies was conducted in the following
three databases: Scopus (80 studies), CORE (320
studies), and Jstor (450 studies). After removing
duplicates, 655 studies remained. These 655
studies were combined with the 648 results from
forward and backward citation searches for a total
of 1,303 articles and reports. Search results were
restricted to articles in economics or general-
interest peer reviewed journals, and reports
published between 2000 and 2023. This

restriction removed 518 studies.

An artificial intelligence model, GPT4-32k, was
used to screen abstracts for climate risks. A
reviewer and the Al model identified a total of 361
relevant abstracts. Three reviewers then conducted
full-text screening. Conflicts in inclusion and
exclusion were reconciled by a fourth reviewer to
yield 70 articles and 701 estimates for analysis.
Each estimate was assigned an indicator that takes
the value 1 when the poor are more exposed to
climate shocks and 0 when they are not. Similarly,

an indicator for impact takes the value 1 if the
poor are more adversely affected by climate shocks
and 0 otherwise.

Estimation. Probit regressions were estimated for
the probability that a study would document that
the poor’s were disproportionately exposed to, or
affected by, climate shocks.

The specification is as follows:

2i=D (B, XType; + B, Y. Region,
+ b5 Y. LevelofAnalysis;)

where p; is an indicator that takes the value 1 if
estimate 7 shows that the poor are more exposed to
climate shocks; covers indicators for climate
change, heat, flood, drought, and an excluded
category of all other natural disasters and
pollution; covers indicators for Africa, East Asia
and Pacific, Europe and Central Asia, Latin
America and Caribbean, Middle East and North
African, South Asia, the United States, and an
excluded category for global or multi country
studies; LevelOfAnalysis  covers subnational,
household, individual, and an excluded category
of country level analysis. The estimates were
clustered at the study level.

The regression for adverse impact also covers
indicators for the outcomes considered in the
study to analyze the channels through which the
poor may be adversely affected. The channels
included declining income, the risk of falling into
poverty, and all other outcomes. Income includes
household or individual income, household or
individual earnings, household expenditure, and
household consumption. Human capital outcomes
included health, education, crime, and food
security. Other outcomes include mortality,
welfare, productivity, and growth. Annex table
SL.B1.1.1 show the regression results.
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ANNEX TABLE SL.B1.1.1 Marginal probability of study documenting above-average effect for poor
households

(1) (] ()] (4)
Poor more exposed Poor more affected
All studies Excluding CCDRs All studies Excluding CCDRs
Type of shock Climate change 0.216*** 0.181**
(0.030) (0.029)
Heat 0.224** 0.156***
(0.055) (0.041)
Flood 0.190*** 0.367*** 0.280*** 0.290***
(0.067) (0.003) (0.058) (0.050)
Drought 0.289*** 0.536*** 0.189*** 0.179***
(0.040) (0.001) (0.044) (0.038)
Country or region  United States -0.265** -0.339"** -0.240™** -0.410"**
(0.134) (0.065) (0.049) (0.072)
Africa 0.068*** -0.079*** -0.143*** -0.344***
(0.009) (0.026) (0.017) (0.067)
South Asia 0.079*** -0.012**
(0.009) (0.005)
East Asia and Pacific -0.235*** -1.042** 0.077*** 0.004***
(0.017) (0.097) (0.007) (0.001)
catn America and -0.423** -0.762*** 0.309** 0.246*
(0.014) (0.056) (0.039) (0.032)
Europe and Central Asia -0.239***
(0.049)
Middle East and North Africa 0.107*** -0.365***
(0.041) (0.049)
Number of observations 148 125 424 358
Dependent variable mean 0.68 0.58 0.80 0.76

Source: World Bank.

Note: CCDR = World Bank Country Climate and Development Report. Marginal probabilities from a probit regression of the probability that a regression estimate in a study finds a greater
exposure of the poor to climate shocks (columns 1-2) or a greater impact of climate shocks on the poor (columns 3-4) than for other households. Sample includes 70 studies, of which 37 are
CCDRs. Even columns exclude the CCDRs. Excluded shock category is any natural disaster, excluded region or country is global. Level of analysis dummies: subnational, household, indi-
vidual, and country is the excluded category. Standard errors clustered at the study level. ***, **, and * indicate significance at the 1, 5, and 10 percent levels.
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CHAPTER 2

Chapter 2. Jobless Development

South Asia’s labor markets stand out among emerging market and developing economies (EMDEs) for having
suffered for decades from declining employment ratios (that is, employment relative to the total working-age
population) and exceptionally low shares of women in employment. While agriculture has shed labor as it has in
other EMDE;, non-agriculture has been unusually slow in creating jobs. This partly stems from challenging
institutional and economic environments that have held back firms’ growth. As a result, the region has relied on
labor productivity and population growth as engines of output growth. However, working-age population
growth is expected to slow and labor productivity growth has already slowed sharply since the COVID-19
pandemic. Sustaining growth will require increasing employment ratios, especially in the non-agricultural
sectors and among women, through measures to remove obstacles to growth for businesses, increase openness to
international trade, ease labor market and product market restrictions, build human capital, and strengthen

equality of women’s rights.

Introduction

South Asia’s still-favorable demographic trends
contribute to the best output growth prospects
among emerging market and developing economy
(EMDE) regions in the 2020s (figure 2.1; Kose
and Ohnsorge 2023). Whereas aging populations
will weigh on output growth in the average
EMDE in the current decade, a rapidly rising
working-age population is expected to support
growth in South Asia (Kasyanenko et al. 2023).
On average during the 2020s, working-age
population growth in the region is projected at 1.3
percent a year (compared with 0.9 percent a year
in all EMDEs). That said, this still represents a
slowdown by one-fifth from the 2010s and
working-age population shares are expected to
peak in the early 2030s in Bangladesh, Bhutan,
and India.

Population growth has been robust despite
considerable net emigration. After a lull during the
pandemic, the steady exodus of people from South
Asia has resumed (figure 2.2).! This is a return to

Note: This chapter was prepared by Franziska Ohnsorge
(SARCE), Richard Rogerson (Princeton University), and Zoe Leiyu
Xie (SARCE).

! In addition, emigration for study purposes has soared. The
number of Bhutanese students studying in Australia has tripled from
pre-pandemic levels to the equivalent of 1.8 percent of Bhutan’s
working-age population. Emigration has also affected Bhutan’s
government sector, where attrition in the civil service rose to 16
percent of the staff in fiscal year 2023 (Royal Government of Bhutan
2023).

the longer-term trend of large net outflows of
migrants from South Asia—the largest among
EMDE regions. Overall, during the period 2010—
23, net migration from South Asia represented a
loss of about 2 percent of the region’s working-age
population. Large-scale emigration may in part
reflect poor job prospects (World Bank 2022a).

To realize the demographic dividend that could be
reaped from its stll growing working-age
population, South Asia needs to create jobs. South
Asia’s employment growth has been below growth
of its working-age population—during 2000-23,
employment grew by 1.7 percent a year and the
working-age population expanded by 1.9 percent
a year. Raising employment growth above the
growth rate of the working-age population, and
thus lifting employment ratios, would raise the
growth rates of output and output per capita, help
to reduce the region’s above-average poverty rate,
improve its precarious public finances, and thus
help to address long-standing development
challenges.

Faster job creation, especially the creation of more
productive jobs, may also slow emigration. For
countries with rapidly growing working-age
populations, like those in South Asia, realizing
their demographic dividends requires that
employment growth be not just positive, but
match or exceed working-age population growth.
This means increasing the employment ratio
(defined as the ratio of employment to
the working-age population). In addition,
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FIGURE 2.1 South Asia’s growth prospects
South Asia is projected to be the fastest-growing EMDE region, in part
because of still-rapid growth in the working-age population

A. Potential growth prospects,
2020-29

B. Expected working-age population
growth, 2010s and 2020s
Percent per year Percent per year
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Sources: Kilic Celik, Kose, and Ohnsorge (2023); World Bank.

Note: EAP = East Asia and the Pacific; ECA = East Europe and Asia; LAC = Latin America and the
Caribbean; MNA = Middle East and North Africa; SAR = South Asia; SSA = sub-Saharan Africa.
Working-age population refers to the number of persons between the ages of 15 and 64 in a country.
Weighted averages unless otherwise specified.

A. Population-weighted regional averages of average annual growth rates.

B. Working age defined as ages 15-64 years.

FIGURE 2.2 South Asia: Migration

South Asia has long been one of the largest sources of emigration. After a
lull during the pandemic, South Asians resumed their outmigration.

B. Growth in number of students in
Australia, 2019-23
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NPL = Nepal; PAK = Pakistan. EAP = East Asia and the Pacific; ECA = East Europe and Asia; LAC =
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A. C. D. 2010s = annual average of net immigration rate for 2010-19. Latest available data for 2023.
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productivity increases are needed to achieve per
capita income gains.?

As an example, consider the Republic of Korea,
which in the 1960s had per capita incomes that
resembled those in 2022 of Bangladesh, India,
Nepal, and Pakistan. The convergence of the
Republic of Korea’s per capita income toward
those in advanced economies, completed by 1987,
was marked by a labor
productivity growth and
employment ratio. Thus, between 1960 and 1980,
labor productivity growth averaged 5 percent a
year and the employment ratio increased on
average by 0.4 percentage points a year (figure
2.3).3

combination of
increases in its

More broadly, since 2000, per capita income
growth has been faster, by 0.7 percentage points a
year, on average, in EMDEs that generated
increases in the employment ratio alongside
productivity than in EMDEs where productivity
rose but employment ratios declined.

Since 2000, South Asian countries have taken a
different path: one of rising productivity but only
marginally rising, or even declining, employment
ratios. Employment ratios fell in Bhutan, India,
Maldives, and Nepal, while in Bangladesh,
Pakistan, and Sri Lanka, they rose at half the pace
that the Republic of Korea achieved in the 1960s
and 1970s. As a result of this employment
weakness, more than two-thirds of South Asia’s
output growth since 2000 has been accounted for
by labor productivity growth and the remainder
by working-age population growth, while the
declining employment ratio reduced growth.

The failure of these countries to fully employ their
growing working-age populations is a missed
opportunity. If South Asia could employ as large a

2Employment encompasses all employed persons, regardless of
age. Although some employed persons may not be of working age
(15-64), the working-age population (aged 15-64 years) is used as a
benchmark to separate the effect of population growth from
employment growth.

3 Similarly, Portugal and Singapore in the early 1960s and Malta
in the mid-1970s had per capita incomes that resembled those of Sri
Lanka in 2022. Their convergence toward advanced-economy per
capita incomes by 1971 was also characterized by rapid labor
productivity growth and rising employment ratios.
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share of its working-age population as the average
EMDE, without losing productivity momentum,
its output might be 16 percent higher. And if this
increase in employment
non-agriculture (where labor productivity tends to
be higher), it might be accompanied by higher
labor productivity growth that would lift output
growth even further.

ratios occurred in

Questions

With the double imperative of job creation and
productivity growth in mind, this chapter
examines how South Asia can harness its growing
working-age  population to achieve faster
convergence toward advanced-economy incomes,
a stated goal of most countries in the region.

Specifically, this chapter addresses the following

questions.

e How does South Asia’s employment compare
with that of other EMDEs?

e What are the
employment ratios among EMDEs?

correlates  of  long-run

e How can South Asia create the jobs needed to
absorb its growing working-age population,
while also boosting productivity?

This chapter focuses on the aggregate guantity of
employment, assuming that employment is a
policy goal in its own right. Individuals value jobs
for the earnings, as well as for their contributions
to self-esteem and happiness and, through their
broader influence on living standards and social
cohesion, jobs create even greater benefits to
society (World Bank 2013). The quality of
employment  in i various
characteristics—labor productivity, labor income
shares, wage rates, or contractual arrangements—is
no less critical for the development process but is
beyond the scope of this chapter. Previous editions
of this report and companion reports have
examined the quality of jobs in the context of
informality and other labor market outcomes such
as migration (Bussolo and Sharma 2022; World
Bank 2022a). These studies have also examined
labor participation, which is often
predominantly driven by supply-side factors,

terms of  its

force

FIGURE 2.3 Growth models

Few countries have reached the per capita incomes of advanced
economies in the span of two decades starting from income levels that
prevailed in South Asia in 2022. Those that did combined productivity
growth with rising employment ratios. Since 2000, EMDEs with both
productivity growth and increases in employment ratios had higher growth
than did those with only labor productivity growth. Unlike in other EMDEs,
South Asia’s declining employment ratio has reduced ouitput growth since
2000.

A. Selected advanced economies:
Employment ratio and productivity
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B. South Asia: Employment ratio and
productivity, 2000-23
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Sources: Haver Analytics; International Labour Organization; Penn World Tables (database); World
Bank.

Note: EMDEs = emerging market and developing economies; SAR = South Asia. Employment ratios
are defined as employment in percent of the working-age population. Working-age population refers
to persons aged between 15 and 64.

A. B. Figure shows the logarithm of productivity (defined as real GDP in U.S. dollars at average 2010
—19 prices and market exchange rates per employed) and employment ratio.

A. Countries are selected because they had similar per capita incomes in the 1960s—1970s to South
Asian countries in 2022. The Republic of Korea in the 1960s had per capita incomes similar to those
that prevailed in 2022 in Bangladesh (in 1969), India (in 1971), Nepal (in 1961-62) and Pakistan (in
1967), all in 2015 PPP U.S. dollars. Similarly, Malta (in 1974), Portugal (in 1961), and Singapore (in
1962-64) had similar per capita incomes to Sri Lanka in 2022. Figure shows two decades of data, for
each country starting in the year indicated in parentheses.

C. Unweighted average annual average per capita GDP growth during 200023 for 48 EMDEs that
had either positive cumulative labor productivity growth and increases in the employment ratio, or
positive cumulative labor productivity growth and declines in the employment ratio. Blue or red bars
denote unweighted averages across EMDEs, yellow whiskers denote interquartile ranges.

D. Accounting decomposition of annual average real GDP growth during 2000-23 for 119 EMDEs.
Employment-weighted averages of country groups.

whereas this chapter focuses mainly on the
demand-side factors driving job creation, i.e.,
employment. In contrast to these previous studies
and World Bank (forthcoming), this chapter
examines the composition of employment only to
the extent that it affects aggregate employment
rather than, for example, for its impact on labor
productivity or the quality of employment.
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Contributions to the literature

This chapter makes several contributions to the
literature.

Focus on employment ratios. The chapter
examines the correlates of employment ratios
rather than employment growth. Several previous
studies have estimated the correlates of
employment growth in large cross-sections of
countries (Crivelli, Furceri, and Toujas-Bernaté
2012; Kapsos 2005) or in South Asia alone
(Kumar et al. 2021; World Bank 2018). Annex
2.1 summarizes estimates of the elasticity of
employment with respect to output growth from
this body of literature. Since merely positive
employment growth alone will be insufficient for
South Asia to realize the demographic dividend
promised by a still-growing population, this
chapter examines the correlates of employment
ratios—driven by the rate at which employment
growth  outpaces  working-age  population
growth—rather than simply employment growth.

Long-run focus. This study focuses on correlates
of long-run employment ratios, specifically the
correlates of  country-specific  long-run
employment ratios once the correlates of annual
movements in employment ratios have been
controlled for. This contrasts with previous
studies, such as World Bank (2018), which
examined the short-term link between output
growth and employment over the business cycle.

Linking aggregate employment with structural
transformation.  South  Asia’s employment
weakness is well-known but has thus far mostly
been attributed to a lack of women in the labor
force (World Bank 2018). This chapters shows
that the challenge now extends beyond women’s
labor  force participation: low  structural
transformation from agriculture to non-agriculture
is at the heart of the region’s employment
weakness. The analysis examines the ability of
countries to employ their working-age populations
in two dimensions: across sectors and across
groups of workers. Previous studies have examined
sectoral employment for individual South Asian
countries (Das et al. 2008 for Bangladesh) or for
South Asia alone (Kumar et al. 2021).

Linking aggregate employment with firm-level
constraints. Using the World Bank’s Enterprise
Surveys, the chapter provides the first analysis of
the extent to which government regulations on
labor, land, finance, and trade help or hinder the
absorption of a growing working-age population
into employment. Previous studies have focused
on firm-level employment, often in specific
countries, without bridging to aggregate
employment (see, for example, Aga and Francis
2015; Ayyagari, Demirgiic-Kunt, and Maksimovic
2011; Khan 2023).

Post-pandemic developments. This chapter
provides the first region-wide overview of job
creation in South Asia since the start of the
COVID-19 pandemic, in a global comparison. It
builds on pre-pandemic regional studies (such as
Nayar et al. 2012 and World Bank 2018) and
ongoing World Bank studies at the global level
(World Bank, forthcoming).

Main findings

This chapter finds, first, that South Asia’s labor
markets stand out among EMDEs in several
respects.

*  Declining employment ratio. South Asia’s long-
standing employment weakness deepened
during 2000-23. A 6-percentage-point post-
pandemic surge only partially reversed a
decades-long decline before the pandemic. As
a result, whereas the employment ratio held
broadly steady in other EMDEs between 2000
and 2023, it declined in South Asia by 2
percentage points. The overall decline masks a
divergence between 2- to 1-percentage point
declines in Bhutan, India, Maldives, and
Nepal and 5- to 7-percentage point increases
in Bangladesh, Pakistan, and Sri Lanka.

*  Low employment ratios. Employment ratios in
all South Asian countries except Nepal are
now well below those in other EMDEs. At 59
percent in 2023, South Asia’s employment
ratio is well under the 70 percent average in

other EMDEs.

*  Employment weakness for men and women.
South Asia is the only region in which men’s
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employment ratios fell over the past two
decades (although to levels on a par with other
EMDEs). In Bhutan, India, Maldives, and
Nepal, men’s employment ratios declined.
The employment ratio for South Asian
women has been low for decades and remains
about half that in other EMDEs and about
one-third that of South Asian men. Low
employment ratios for women fully account

for the gap in aggregate employment rates
between South Asia and other EMDEs.

» A missing engine of growth. In contrast to other
EMDE:s, labor productivity growth surged in
South Asia in the 2010s before declining
below the EMDE average during 2020-23. In
EMDEs outside South Asia, working-age
population growth, increases in employment
ratios, and labor productivity growth all
contributed to output growth during 2000—
23. In contrast, South Asia’s output growth
was driven only by labor productivity growth
(more than two-thirds) and working-age
population  growth, declining
employment ratios reduced output growth.

whereas

Second, there is evidence that South Asia’s
employment ratios are converging toward levels
that are significantly below those in other
EMDEs. The employment weakness appears to be
concentrated in non-agricultural sectors: in India,
Nepal, and Pakistan, long-run employment ratios
in non-agriculture are well below those in the
average EMDE, whereas agricultural employment
ratios are broadly in line (and above-average in
Nepal). In all South Asian countries except Nepal,
women’s long-run  employment ratios are

significantly below the EMDE average.

Third, regression analysis suggests that declining
employment ratios reflect, in part, a more
challenging  institutional ~ and  economic
environment than elsewhere, which has stunted
firms’ growth. Among EMDE:s, less burdensome
tax regimes, greater political stability, and less
corruption have been associated with higher
overall long-run employment ratios. In non-
agriculture specifically, greater trade openness and
access to finance, larger firm size, more efficient
land markets, more flexible product and labor
market regulations, better education, and stronger

legal protection of women’s rights have been
associated with higher long-run employment
ratios.

Data and definitions

The main data sources for this analysis include the
World Bank’s World Development  Indicators
(WDI) and Global Economic Prospects databases,
the International Labour Organization’s (ILO)
ILOSTAT database, Penn World Tables, and the
Groningen Growth and Development Center’s
Economic Transformation Database (ETD).* The
baseline employment comes from the Penn World
Tables, which is available up to 2019 and includes
subsistence employment. It is extended forward
up to 2023 and spliced by sector and gender using
ILO-modeled employment data (annex 2.2). For
Nepal, adjusted employment data are drawn from
Ruppert Bulmer, Shrestha, and Marshalian
(2020), which also include
employment, consistent with the baseline
employment measure. Data on correlates of long-
run employment ratios come from various data
sources, including WDI, the World Bank’s
Women, Business, and the Law database, the
Financial Access Survey from the International
Monetary Fund (IMF), the World Bank’s
Enterprise  Survey, and the Fraser Institute’s
Economic Freedom of the World (EFW) database.
The dataset includes 145 EMDEs for 2000-23.

subsistence

Labor productivity is calculated as the ratio of real
output to the number of workers. The
employment ratio is defined as the ratio, in
percent, of total employment, to the working-age
population. The working-age population is
defined as the number of people aged 15-64 years.

Trends in employment and
labor productivity

South Asia stands out among EMDEs in four
respects. First, whereas the employment ratio held
broadly steady in other EMDEs during 2000-23, it
declined in South Asia by 2 percentage points.
Second, employment ratios in all South Asian

4Because of unavailable data, Afghanistan is excluded from this
chapter’s analysis.
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FIGURE 2.4 Employment

The 2010s were a decade of pronounced weakness in employment growth
in South Asian countries. Since 2020, however, employment growth has
rebounded more strongly than in other EMDEs. Over 2000-23,
employment growth has fallen short of working-age population growth and
employment ratios fell in Bhutan, India, Maldives, and Nepal. Across the
region, employment ratios are well below those in other EMDES.
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Sources: International Labour Organization; Penn World Tables (database); WDI (database); World
Bank.

Note: EMDEs = emerging market and developing economies; SAR = South Asia. 2000s = annual
average for 2000-2009; 2010s = 2010-19. BGD = Bangladesh; BTN = Bhutan; IND = India; LKA =
Sri Lanka; MDV = Maldives; NPL = Nepal; PAK = Pakistan. South Asia includes Bangladesh,
Bhutan, India, Maldives, Nepal, Pakistan, and Sri Lanka. Employment ratios are defined as
employment in percent of the working-age population. Working-age population refers to persons
aged between 15 and 64. Sample comprises 128 EMDEs.

A. Contributions to cumulative employment change between 1999 and 2023 (in percent of 1999
employment), divided by number of years.

B.-F. Working-age population-weighted averages of country groups.

D. E. Red-shaded area is the interquartile range for EMDEs outside South Asia. The red line denotes
the working-age population-weighted average for other EMDEs.

countries other than Nepal are well below those in
other EMDEs.  Third, South Asia’s employment
ratios have declined for men and are low for women.
Fourth, in contrast to other EMDEs, labor
productivity growth surged in South Asia in the

2010s before slowing below the EMDE average after
the pandemic.

Employment trends. The 2010s was a period of
sharply slowing and below-average employment
growth in South Asia (in particular, India and
Nepal). This was followed by a post-pandemic
rebound (in Bhutan, India, Maldives, and
Pakistan) to employment growth rates well above
the average in other EMDE:s (figure 2.4). Overall
during 2000-23, average employment growth (1.7
percent a year) in South Asia was below that of the
working-age population (1.9 percent a year). As a
result, South Asia saw a 2-percentage-point
decline in its employment ratio during 2000-23
while the average employment ratio in other
EMDE:s remained broadly stable. The decline in
South Asia was limited to Bhutan, India,
Maldives, and Nepal, but employment ratios are
below the average for other EMDEs in all South
Asian countries except Nepal. Maldives, Pakistan,
and Sri Lanka, are in the bottom quartile of other
EMDE:s. By 2023, South Asia’s employment ratio
averaged 59 percent—well below the 70 percent
average in other EMDE:.

Bhutan, India, Maldives, Nepal: Falling
employment ratios. The declines in employment
ratios over 2000-23 in Bhutan, India, and Nepal

ranked in the bottom quartile among other
EMDEs.

®  Bhutan. Following a surge in hydropower
construction in the early 2000s, employment
growth slowed after the global financial crisis
and fell behind working-age population
growth. As a result, Bhutan’s employment
ratio dropped by a cumulative 5 percentage
points during 2000-23.

®  India. During the 2010s, employment growth
was exceptionally weak compared with other
EMDEs, but it rebounded strongly from
pandemic employment losses. Over 200022,
the employment ratio declined by more than
in any other South Asian country except
Nepal, but preliminary data suggest a 3-
percentage-point rebound in 2023 that
partially reversed the earlier decline. Overall
during 2000-23, employment growth was
well  below  the

average  working-age
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population growth and the employment ratio

declined.

*  Maldives. The COVID-19 pandemic caused a
collapse in tourism and steep employment
losses but this was followed by a strong
rebound. Above-average employment growth
during 2020-23 still represented a slowdown
from the employment surge in the 2010s,
when construction of a major new airport
ended a decade of employment weakness. As
in Bhutan and India, employment growth fell
short of working-age population growth, so
that the employment ratio fell by 2 percentage
points during 2000-23.

®  Nepal. During the 2010s, Nepal’s small non-
agriculture sector struggled to absorb an influx
of labor from rural areas to the cities (Ruppert
Bulmer, Shrestha, and Marshalian 2020). This
was accompanied by considerable emigration.
A subsequent surge in working-age population
growth, fueled by return migration from Gulf
countries during the pandemic, compounded
employment losses during 2020-23. As a
result, Nepal’s employment ratio declined by
11 percentage points during 2000-23.

Bangladesh, Sri Lanka, Pakistan: Rising
employment ratios. Whereas employment growth
in other EMDEs was broadly steady in the first
two decades of the 2000s, it accelerated in
Bangladesh (as garment manufacturing boomed)
and slowed in Pakistan (amid a series of debt
crises). Employment growth in both countries
remained at least twice the average of other
EMDEs—and one-quarter above working-age
population growth. As a result, the employment
ratio rose in both countries by 5 percentage points
during 2000-23. In Sri Lanka, after a decade of
robust employment growth in the thriving
tourism and information-technology sectors, the
global financial crisis ushered in a decade of
slowing employment growth alongside large-scale
emigration. Subsequently, Sri Lanka suffered
South Asia’s largest employment decline, when
pandemic employment losses were compounded
by a collapse in economic activity associated with
political unrest and a sovereign debt crisis.

Trends in employment ratios: Declines for men.
In contrast to other EMDEs, in which men’s
employment  ratios were broadly = stable,
employment ratios in South Asia have fallen for
men and been well below-average for women since
2000 (figure 2.5). Men’s employment ratios
declined in Bangladesh, Bhutan, India, Maldives,
and Nepal, by less than 1 percentage point in
Bangladesh and more than 9 percentage points in
Bhutan, India, and Nepal. In all South Asian
countries except Sri Lanka, declines in
employment ratios have been steeper (Bangladesh,
Bhutan, India, Maldives, Nepal), or increases
smaller (Pakistan), for men than for women. The
decline in male employment ratios predated the
pandemic, with a post-pandemic, partial recovery
to the EMDE average of 81 percent in 2023.

Levels of employment ratios: Below-average for
women. By 2023, men’s employment ratios in all
South Asian countries, except in Bhutan and
Maldives, were broadly similar to those in other
EMDEs. Women’s employment ratios, however,
have historically been well below those in other
EMDEs. Despite preliminary data pointing to a
sharp increase in women’s employment ratio in
South Asia in 2023, women’s employment ratios
in all South Asian countries, except in Bhutan and
Nepal, ranked in the bottom quartile among other
EMDE:s, at least 20 percentage points below the
average in other EMDEs, two-thirds or less of the
average for other EMDEs (60 percent), and one-
half or less of the employment ratio for men.
Many factors have limited employment of South
Asian women, including a lack of education, safe
transport, childcare, and poor law enforcement, as
well as deep-rooted social norms (Raiser 2023).

Sectoral employment ratios: Similar in
agriculture, widening gap in non-agriculture.
During the first two decades of the 2000s, South
Asia’s agricultural employment ratio declined
broadly in line with that of other EMDEs,
followed by a pandemic uptick that did not occur
in other EMDE:s (figure 2.6). South Asia’s non-
agricultural employment ratios, however, have
historically been well below those in other
EMDE:s and the gap has widened since 2000. By
2022, South Asia’s non-agricultural employment

ratio was almost 20 percentage points below that
in other EMDEs.



70 CHAPTER 2

SOUTH ASIA DEVELOPMENT UPDATE | APRIL 2024

FIGURE 2.5 Employment ratios of men and women

South Asia stands out as the only region where the employment ratio for
men declined during 2000-23, albeit in most countries only to levels
broadly similar to those in other EMDES. Except in Nepal and despite an
increase since the COVID-19 pandemic, employment ratios for women
remain well below the average in other EMDES.
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Sources: International Labour Organization; Penn World Tables (database); WDI (database); World
Bank.

Note: EMDEs = emerging market and developing economies; SAR = South Asia. BGD =
Bangladesh; BTN = Bhutan; IND = India; LKA = Sri Lanka; MDV = Maldives; NPL = Nepal; PAK =
Pakistan. South Asia includes Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and Sri Lanka.
Employment ratios are defined as employment in percent of the working-age population. Working-
age population refers to persons aged between 15 and 64. Gender-specific working-age population-
weighted averages for country groups. Sample comprises 128 EMDEs.

C.-F. Red-shaded area indicates interquartile range for EMDEs outside South Asia.

Employment composition: A shift out of
agriculture, as elsewhere. 2000,
employment in South Asia, as in other EMDE:s,
has shifted out of agriculture into non-agriculture.
The pandemic partially reversed this process in
South Asia, whereas it did not in other EMDEs
(figure 2.7). In 2020, COVID-19 outbreaks,
pandemic restrictions, and the global collapse of

Since

tourism initially caused severe employment losses
of 7-8 percent in South Asia’s non-agricultural
sectors:

* India. Migrant workers returned to rural
areas, and emigration from rural areas slowed,
during the pandemic.’ India has the region’s
second-largest share of workers in agriculture
(44 percent) after Nepal.

®  Sri Lanka. The collapse of tourism and deep
recessions in both countries, coupled with
political unrest and debt distress in Sri Lanka,
led to disproportionate employment losses in
non-agricultural sectors and encouraged a
return to rural areas.

As a result of these worker movements during the
pandemic, agricultural employment in South Asia
had already risen above pre-pandemic levels by
2021 whereas it remained below pre-pandemic
levels in other EMDEs. However, over 200022,
the agricultural share of employment in South
Asia declined by 18 percentage points—in line
with other EMDEs. Shifts were larger in
Bangladesh and Bhutan. Agriculture’s 42 percent
share of total South Asian employment remains
higher than in any other EMDE region except
Sub-Saharan Africa.

Employment composition: A shift into services,
but less than elsewhere. In South Asia, less than
one-half of the employment shift out of
agriculture during 2000-22 was absorbed by
services; in other EMDEs, it was more than three-
quarters.® In part, the difference may have
reflected the fact that South Asian services sectors
were already unusually large: In all South Asian
countries except Bhutan, services account for a
larger share of employment than in countries with
similar per capita incomes (World Bank 2021).
Among South Asian countries, the employment

5> For example, India’s Mahatma Gandhi National Rural
Employment Guarantee Scheme (MGNTREGS) work program
offered paid work for unskilled manual labor. Demand for the
program increased sharply in rural areas during the COVID-19
pandemic, as out-of-work individuals who moved back to rural areas
sought employment for subsistence.

¢ India’s Mahatma Gandhi National Rural Employment
Guarantee Scheme (MGNTREGS) work program provides paid
unskilled manual labor to participants. The program provided
important support in rural areas during the COVID-19 pandemic.
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shifts were tilted toward industry in India,
Maldives, and Pakistan and toward services in
Bhutan, Nepal, and Sri Lanka.

FIGURE 2.6 Sectoral employment ratios

In almost all South Asian countries, non-agricultural employment ratios are
in the boftom quartile of other EMDEs. Whereas agricultural employment
ratios have fallen in most South Asian countries since 2000 in line with other
EMDEs, non-agricultural employment ratios rose considerably less than

Bangladesh. The ready-made garment industry
expanded rapidly during the 2010s but then
its growth slowed amid a broader global trade
slowdown (IMF 2022; Nayyar and Sharma
2022). These predominantly low value-added
exports had larger-than-average links to the
local economy, which supported growth in
services related to trade and logistics (World
Bank 2021).

India. Large public investment projects, the
easing of labor regulations after 2014, and
increased use of contract labor have supported
industrial employment growth (Bertrand,
Hsieh, and T'sivanidis 2021; Goldar 2023). In
sector, India’s large,
educated, young, and English-speaking
workforce, coupled with a reliable digital
infrastructure, has turned the country into a
global leader in computer services and
business process outsourcing and a global hub
for medical services (World Bank and WTO
2023). These sectors, which constitute a larger
part of India’s services sector than they do in
other EMDE:s, tend to require highly skilled
workers and have only a limited capacity to

the services well-

elsewhere.
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employ India’s large pool of unskilled workers
(Nayyar and Davies 2023).

®  Pakistan. Employment in the low-productivity
garment sector expanded rapidly (ILO 2017),
but services sector employment was held back
by low human capital and limited access to
credit for the private sector (Begum 2022).

®  Nepal. Starting with South Asia’s smallest
share of services employment, a rapidly
growing real estate market, growing links
between tourism and business services, and
expanding digital services exports have
combined to accelerate a shift of employment
into services (IIDS 2023; World Bank 2021,
2023a).

e Sri Lanka. Services sector employment has
expanded rapidly and Sri Lanka already had
the second-largest share of  services
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Sources: GGDC/UNU-WIDER Economic Transformation Database; International Labour
Organization; National statistical offices; Penn World Tables (database); WDI (database); World
Bank.

Note: EMDESs = emerging market and developing economies; SAR = South Asia. BGD = Bangladesh;
BTN = Bhutan; IND = India; LKA = Sri Lanka; MDV = Maldives; NPL = Nepal; PAK = Pakistan. South
Asia includes Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and Sri Lanka. Latest available
data for sectoral employment in a large sample of countries is for 2023; missing 2023 data is
assumed to be constant at 2022 level. Sample comprises 128 EMDEs. Working-age population-
weighted averages for country groups.

C.-F. Red lines are working-age population-weighted averages for EMDEs outside South Asia. Red-
shaded areas are interquartile ranges for EMDEs outside South Asia.

employment in the region. The information
technology and business services industries
more than doubled in size in the second half

of the 2010s (International  Trade
Administration 2019).

*  Maldives and  Bhbutan. Large  public
investments (hydropower in Bhutan; an
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FIGURE 2.7 Sectoral employment composition

Despite the shift out of agriculture, the agricultural employment share
remains considerably higher in South Asia than in other EMDEs. South
Asian employment has shifted toward government, as in other EMDES.
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Note: EMDESs = emerging market and developing economies; Non-SAR = other EMDEs; SAR =
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= Nepal; PAK = Pakistan. South Asia here includes Bangladesh, Bhutan, India, Maldives, Nepal,
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employment data is not available for Maldives and Bhutan. Latest available data for sectoral
employment in a large sample of countries is for 2022; missing 2022 data is assumed to be constant
at 2021 level. Employment-weighted averages for all country groups. Sample comprises 128 EMDEs.
E. Business services includes information technologies and communication, professional and

scientific services, and administrative services.

airport, housing, and bridge projects in
Maldives) boosted construction and, hence,
industrial employment in the 2010s.

Employment composition: A shift toward
government, as elsewhere. Over 2009-19, amid
rapidly rising government debt and major public

investment programs, employment shifted toward
the government sector, especially in Bangladesh
and India. This risks creating future underfunded
public liabilities. Pakistan’s government, in
contrast, froze hiring to restore fiscal
sustainability, thereby stabilizing the share of
government employment. In Sri Lanka, a rapid
unwinding of a surge in public employment
during the global recession of 2009 reduced the
share of government employment.

Labor productivity growth: Above-average.
Following above-average rates during the pre-
pandemic decade, South Asia’s labor productivity
growth slowed below the EMDE average during
2020-23 (figure 2.8).

®  Broad-based across countries. A productivity
growth surge in the 2010s, followed by a
sharp slowdown during 2020-23, occurred in
all South Asian Except in
Bangladesh, labor productivity growth during
2020-23 was well below the average in other
EMDEs—almost zero in Maldives, India,
Nepal, and Pakistan or negative in Bhutan
and Sri Lanka—except in Bangladesh where
productivity growth was much higher, in part
reflecting of a sharp rebound in global goods
trade.

economies.

o Services-based  productivity  growth. While
South Asia’s labor productivity growth surged
in all sectors during the 2010s, it rose to rates
above those in other EMDEs only in the
services sector. Industrial and agricultural
productivity growth lagged that in other
EMDEs. During 2020-22, South Asia’s
agricultural productivity stalled and services
productivity accelerated, in a reversal of

developments in other EMDEs.

Output growth: More productivity and
population-driven than elsewhere. In EMDEs
outside South Asia, all growth engines—working-
age population, employment ratios, and labor
productivity—were firing during 2000-23, albeit
at a slowing rate (figure 2.9). South Asia, in
contrast, has relied only on labor productivity
growth (two-thirds) and working-age population
growth whereas declining employment ratios had
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reduced growth until the pandemic. Since the
pandemic, labor productivity has slowed sharply.”

Conceptual framework

Among  the  structural — changes involved in
development, shifts of workers out of agriculture into
non-agriculture are highlighted by economic models.
They point to convergence of employment ratios
toward long-run, “steady-state” levels that are
achieved once workers have transitioned out of
agriculture and into non-agriculture. These long-run
levels are determined by country-specific factors that
influence long-run supply and demand for labor in

non-agriculture.

Framework. Economy-wide employment can be
viewed as the equilibrium outcome of labor supply
by households motivated to earn income and labor
demand from firms that need labor as an input
into production of goods and services. The
conceptual framework used here emphasizes that
the nature of this equilibrium will depend upon
the level of development. The framework draws
on the work of Herrendorf, Rogerson, and
Valentinyi (2014), who study a multi-sector
growth model to capture the process of structural
change that occurs during development.

Structural  transformation and  aggregate
employment. An important feature of such
models is that labor moves from the agriculture
sector to non-agriculture sectors during the
development process, and that in the long run
virtually all labor is employed in non-agriculture.
Because the nature of labor supply and demand
tends to vary among sectors, this process of
reallocation will be associated with changes in
labor market equilibrium and, as a result, in the
economy-wide employment ratio. Because the
long-run  employment ratio is effectively
determined by that in non-agriculture, the analysis
in this chapter examines the behavior of both
aggregate employment ratios and non-agricultural
employment ratios.

7 The decomposition can be further refined by separating out the
labor share of income. This is done in World Bank (forthcoming).

FIGURE 2.8 Labor productivity growth
Labor productivity growth surged in a broad-based manner in the 2010s
before slowing below the average in other EMDESs during 2020-22.

B. Contributions to cumulative labor
productivity growth, 2000-23
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Sources: International Labour Organization; Penn World Tables (database); WDI (database); World
Bank.

Note: Productivity = output per worker. Agri. = Agriculture; Emp. = Employment; Indu. = Industry;
Prod. = Productivity; Serv. = Services. EMDEs = emerging market and developing economies; SAR =
South Asia. South Asia here includes Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and Sri
Lanka). BGD = Bangladesh; BTN = Bhutan; IND = India; LKA = Sri Lanka; MDV = Maldives; NPL =
Nepal; PAK = Pakistan. Latest available data for sectoral productivity are 2022; for aggregate
productivity is 2023. Bhutan’s sector productivity is up to 2021. Employment-weighted averages for
country groups. Arithmetic annual averages over time periods. Calculations in panels C and D based
on gross value added, which differs from calculations based on aggregate real GDP in panels A and
B. Sample includes 118 EMDEs for panels A and B, and 115 EMDEs for panels C and D.

FIGURE 2.9 Engines of output growth in EMDEs

Until the pandemic, South Asia’s output growth relied on labor productivity
and working-age population growth.

A. South Asia: Contributions to output B. Other EMDEs: Contributions to
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Sources: International Labour Organization; Penn World Tables (database); WDI (database); World
Bank.

Note: EMDEs = emerging market and developing economies; SAR = South Asia. 2000s = the cross-
country average of geometric average annual growth rates for 2000-09; 2010s = 2010-19.
Employment ratios are defined as employment in percent of the working-age population. Accounting
decomposition of annual average real GDP growth between 2000 and 2023. Sample includes 119
EMDEs. Employment-weighted averages for country groups.
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Long-run, “steady-state”, employment ratios. A
large body of research studies the effect on labor
market equilibrium of such factors as labor market
policies, institutions (societal norms, both formal,
such as laws, and informal, such as traditions), and
regulations on labor market equilibrium (Duval
and Loungani 2019; McKenzie 2017; Nickell and
Layard 1999). Because these factors vary from
country to country, the framework developed here
allows country-specific factors to shape each
country’s long-run labor market equilibrium. The
effects of various institutions and regulations on
labor demand and supply are likely to differ across
sectors. Regulations that disproportionately affect
large establishments will likely have different
effects on typically small firms than on larger non-
agricultural firms. Policies that impede access to
credit will hurt more capital-intensive sectors
dependent on external finance. In addition, the
long-run effects of a given policy or institution
will depend on a country’s stage of development:
factors that obstruct non-agricultural sectors will
have a smaller aggregate impact in an economy in
which a larger proportion of labor works in
agriculture.® Because virtually all employment is
expected to be in non-agriculture eventually, the
long-run aggregate employment level essentially
reflects preferences and the impact of policies on
employment in this sector.

Parallels to income convergence. This
conceptual framework has much in common with
that used to study the dynamics of GDP per capita
across countries (Barro and Sala-i-Martin 1992;
Kremer, Willis, and You 2022; Patel, Sandefur,
and Subramanian 2021). Like the framework used
here, this literature views each country as having
its own steady-state level, dictated by country-
specific factors that reflect policies and institutions
and allow for a dynamic process of convergence.

Controlling for other factors. Two additional
factors are controlled for in the framework used
here—labor productivity growth and working-age
population growth.

8 This framework models production at the sectoral level. That
said, overall labor demand within any sector may be influenced by
policies that distort the demand for labor across individual firms
(Hsieh and Klenow 2009, 2014). That is, labor productivity at the
sectoral level may be a function of the institutional and regulatory
environment.

o Labor productivity growth. Recent work has
emphasized that employment ratios ultimately
depend on household preferences and firm
technologies. For example, higher wages
driven by higher labor productivity could
reduce labor supply by opening options of
choosing leisure over labor (Boppart and
Krusell 2020). And faster productivity growth
may reduce demand for labor if it is obtained
through labor-saving automation (Acemoglu
and Restrepo 2018). The framework used
here allows for such effects of productivity
growth on the evolution of the long-run
employment ratio over time.

o Working-age population growth. Growth of the
working-age population varies widely across
countries. To the extent that there frictions
hinder job creation, the rate of population
growth may affect the evolution of the
employment ratio over time. If jobs are not
created as fast as the working-age population
expands, the employment ratio will fall. This
motivates the inclusion of working-age
population growth in the analysis.

Correlates of employment
ratios

South Asia’s employment ratios appear to be
converging toward long-run levels below EMDE
averages, with weakness primarily concentrated in
non-agriculture. Specifically, in India, Nepal, and
Pakistan, long-run employment ratios in non-
agriculture sectors are significantly lower than in the
average EMDE, whereas agricultural employment
ratios are broadly in line with the EMDE average
and, in Nepal, above. Regression analysis suggests
that this shortfall has, in part, reflected a more
challenging institutional and economic environment
than elsewhere, which has stunted firms’ growth.

Methodology and data

Econometric approach. To discern the
relationship  between job creation and its
correlates, while remaining agnostic about
causality, a two-step exercise is conducted. In the
first step, the relationship between changes in
employment ratios and the correlates are
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estimated. In the second step, the correlates of
estimated long-run, “steady-state” employment
ratios, toward which employment ratios are
converging, are estimated. The analysis is
conducted separately for the employment ratio for
the whole economy, women, men, agriculture,
non-agriculture, and women in non-agriculture.
Details of the econometric analysis can be found
in annex 2.3.

First step. A panel regression is estimated to
establish the correlates of annual changes in
employment ratios. The main purpose of this
analysis is to identify the country fixed effects.
These provide a measure of the employment ratio
that each country converges to in the long run,
while controlling for labor productivity growth,
working-age population growth, and common
shocks that countries experience over time.” The
regression  results  provide evidence  that
employment ratios in EMDEs converge toward
country-specific long-run levels. The results are
shown in annex tables A2.3.1-A2.3.2 and
discussed in annex 2.3.

Second step. The country fixed effects estimated
in the first step represent the portion of the change
of the employment ratio that is accounted for by
country characteristics that do not change over
time, after controlling for fluctuations in labor
productivity and working-age population growth
(annex 2.4). Once divided by the coefficient
estimate on the lagged employment ratio, the
country fixed effects measure the deviation of the
country-specific long-run steady state level from
the EMDE average, after controlling for
productivity and working-age population growth.
In a second step, these country fixed effects are
correlated in a series of cross-country regressions
with features of the economic environment and
policies that are associated with long-run
employment ratios. Policies and the economic
environment influence labor demand (for
example, trade, access to finance, and policies that
directly affect firms), as well as labor supply (such
as education and gender-biased policies). Annex

% The bulk of productivity growth during 200022 in South Asia
and other EMDEs reflected within-sector productivity growth,
consistent with limited structural transformation in both groups.

2.5 provides details on the selection of variables
and proxies. The average of each correlate over
2000-19 is used to capture the long-term average
of these variables.

Data. The dataset includes 160 countries over
1960-2019. However, the baseline sample focuses
on 103 EMDE:s that are not small states for 2000—
19, a period in which there is good data coverage
for most EMDEs and which excludes the outlier
years during the COVID-19 pandemic. Among
South Asian countries, the sample excludes
Bhutan and Maldives, which are small states, and
Afghanistan, which lacks data.

Long-run employment ratios in South Asia

Below-average overall and, especially, for
women. As detailed earlier, the country fixed
effects from the first-step regression (appropriately
scaled) capture the differences in the long-run
employment ratios from EMDE averages, after
controlling for labor productivity and working-age
population growth. A negative country fixed effect
indicates that the country is converging toward a
below-average long-run employment ratio. On
average, EMDEs are estimated to be converging
toward a long-run employment ratio of around 69
percent, assuming that UN population projections
materialize and that labor productivity growth
continues at its 2015-19 average pace. Of the five
South Asian countries in the baseline sample, all
but Nepal are estimated to be converging toward
below-average long-run total employment ratios,
although the shortfall (15 percentage points) is
statistically significant only for Pakistan (figure
2.10). Bangladesh, India, Pakistan, and Sri Lanka
are all estimated to be converging toward long-run
employment ratios for women that are
significantly below those of the average EMDE, by
11-28 percentage points.

Below-average for non-agriculture, in line with
average for agriculture. Employment weakness
appears to be concentrated in the non-agriculture
sector. In India, Nepal, and Pakistan, employment
ratios are estimated to be converging toward
steady-state levels that are well below-average in
non-agriculture—by 11 percentage points in India
and 16 percentage points in Nepal and Pakistan—
but near-average (India, Pakistan) or well above-
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FIGURE 2.10 South Asia: Long-run employment ratios

In several South Asian countries, long-run, steady-state employment ratios
are significantly below-average, especially for women and in the non-

agriculture sector.

A. Overall: Deviation from EMDE-
average long-run employment ratios
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D. Agriculture: Deviation from EMDE-
average long-run employment ratios
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Sources: GGDC/UNU-WIDER Economic Transformation Database; International Labour
Organization; Penn World Tables (database); WDI (database); World Bank.

Note: EMDESs = emerging market and developing economies; SAR = South Asia. BGD = Bangladesh;
IND = India; LKA = Sri Lanka; NPL = Nepal; PAK = Pakistan. Charts are based on regressions in
annex table A2.3.1. Values shown are the country fixed effects of five South Asian countries
(Bangladesh, India, Nepal, Pakistan, and Sri Lanka) recovered from the regressions and scaled by
the coefficient on the lagged employment ratio. These can be interpreted as the deviation of country-
specific long-run employment ratios from the EMDE average. Employment ratios are defined as
employment in percent of the working-age population. Bars show deviations of long-run employment
ratios from EMDE average; yellow whiskers refer to 90 percent confidence interval. Regression
sample includes 103 EMDEs.

average (Nepal) in the agricultural sector. This
suggests that sluggish structural transformation
may be at the heart of South Asia’s employment
weakness. In contrast, long-run employment ratios
in Bangladesh and Sri Lanka are estimated to be
around the EMDE average in both agriculture and
non-agriculture.

Correlates of long-run employment ratios

Correlates of long-run employment ratios.
Results from the second step of the analysis reveal
few significant policy correlates of economy-wide
long-run employment ratios among EMDEs but
several  important  correlates of  long-run
employment ratios in non-agriculture (annex tables

A2.5.1-A2.5.3):

»  Economy-wide employment ratios. Burdensome
tax regimes and policy uncertainty, captured
by political instability or corruption, are
associated with lower economy-wide long-run
employment ratios.

*  Non-agricultural employment ratios. Smaller
firm size; lower trade openness and access to
finance; less efficient labor, land, and product
markets; and a less educated workforce are
associated ~ with
employment ratios.

lower  non-agricultural

o Women's employment ratios. Fewer legal
protections of women’s rights are associated
with lower long-run female employment
ratios, without benefiting male employment

ratios.

Implications for South Asia. All these correlates
to some extent capture features of South Asian
countries that can help explain some of the
weakness in South Asia’s employment ratios.
While the econometric exercise conducted here
cannot determine causality, it is suggestive of
policies that could help raise employment. If the
correlations causal, thought
experiments give a sense of the orders of
magnitude of policy changes that could help raise
employment ratios.

were several

Correlates of economy-wide long-run
employment ratios

Tax regimes. Higher taxes have been associated
with lower employment ratios. Corporate tax
increases have reduced employment in U.S.
counties and tax cuts have raised employment if
implemented during recessions (Ljungqvist and
Smolyansky 2016). Labor taxes, including payroll
taxes, have been associated with slower
employment growth in the European Union
(Dolenc and Laporsek 2010).1°

Many studies identify employment effects of tax
changes on a wide range of affected groups,

10 In contrast, payroll tax had no significant effect on
employment, but raised wages, in Finnish regions (Korkeamiki and
Uusitalo 2008).
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especially in advanced economies. In France,
following the introduction of a differential payroll
tax regime, payroll tax increases were associated
with significantly lower employment among
affected workers, had no
significant effects (Kramarz and Philippon 2001).
In the United Kingdom, a tax regime that favored
self-employment in the construction industry was
associated ~ with  significantly  higher  self-
employment (Briscoe, Dainty, and Millett 2000).
In Switzerland, employment was higher in cantons
with lower corporate and personal income taxes

(Feld and Kirchgissner 2003).

whereas decreases

The econometric analysis conducted here supports
these earlier findings. Tax-related complaints by
firms, including
administration,

about tax rates and tax

have been associated with
significantly lower long-run employment ratios
(figure 2.11). These manifested
themselves in lower economy-wide employment
ratios rather than as shifts of workers from one

sector to another.

constraints

Policy uncertainty. Political instability and
corruption have been associated with weaker
investment and weaker growth of firms, especially
among mid-sized firms that often account for a
large part of employment (Aterido, Hallward-
Driemeijer, and Pagés 2011; Batra and Stone
2008). In the analysis conducted here, greater
constraints from political instability or corruption
have been associated with significantly lower long-
run employment ratios. These effects appear to
have been associated less with sectoral shifts and
more with economy-wide employment losses,
especially among women.

South Asia scores worse than the median EMDE
on the number of firms citing political instability
or corruption as a major constraint on doing
business. The estimates derived here suggest that
economy-wide employment ratios might have
been 1-13 percentage points higher in South
Asian countries had the share of firms citing
from  political instability and
corruption been as low as in the quartile of
EMDEs with the least corruption and political
instability.

constraints

FIGURE 2.11 Correlates of long-run employment ratios:
Tax regimes and policy uncertainty
Political instability, corruption, and burdensome tax regimes—which firms in

some South Asian countries cite as major obstacles fo doing business—
have been associated with lower long-run employment ratios.
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Sources: GGDC/UNU-WIDER Economic Transformation Database; International Labour
Organization; Penn World Tables (database); WDI (database); World Bank; World Bank Enterprise
Surveys (database).

Note: EMDESs = emerging market and developing economies; SAR = South Asia. Admin. =
administration. Employment ratios are defined as employment in percent of the working-age
population.

A. Red bars show the range for five SAR countries (Bangladesh, India, Nepal, Pakistan, and Sri
Lanka). Blue bars show the interquartile ranges for EMDEs. Yellow diamonds show employment-
weighted average for each country group.

B.-D. Charts are based on the regression results from annex table A2.5.2.

B. The bars show the estimated coefficients of percent of firms citing political instability, corruption,
tax rate, or tax administration as major constraints in the regression on country fixed effects of total
employment ratios. Yellow whiskers refer to 95 percent confidence interval.

C. Bars show predicted deviations from EMDE-average long-run employment ratios, for different
shares of firms citing political instability, corruption, tax rate, or tax administration as a major
constraint. The thresholds for firms facing political instability as major constraint are 16.3 percent for
the 25th percentile and 49.8 percent for the 75th percentile. The thresholds for firms facing corruption
as major constraint are 23.8 percent for the 25th percentile and 51.6 percent for the 75th percentile.
The thresholds for firms facing tax rate as major constraint are 23.1 percent for the 25th percentile
and 42.1 percent for the 75th percentile. The thresholds for firms facing tax administration as a major
constraint are 13.8 percent for the 25th percentile and 30.4 percent for the 75th percentile.

D. Bars show the range among South Asian countries of changes in the predicted deviations from
EMDE-average long-run employment ratios, if South Asian countries had the same share of firms
citing political instability, corruption, tax rate, or tax administration as a major constraint as the quartile
of EMDEs with the least such constraints. Bars include South Asian countries with variable values
below the best quartile of other EMDEs. Pakistan would see the smallest difference from lower
political instability as a constraint on firms; Nepal the largest. Nepal would see the smallest difference
from lower corruption as a constraint for firms; Pakistan the largest. India would see the smallest
difference from lower constraints from tax rate; Pakistan the largest. Sri Lanka would see the smallest
difference from lower constraints from tax administration; Pakistan the largest.



78 CHAPTER 2

SOUTH ASIA DEVELOPMENT UPDATE | APRIL 2024

FIGURE 2.12 Correlates of long-run employment ratios:

Establishment size

Firms in South Asia tend to be smaller in size than elsewhere, and smaller
firms have been associated with lower long-run employment ratios in the

non-agriculture sector.
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Sources: Bento and Restuccia (2021); GGDC/UNU-WIDER Economic Transformation Database;
International Labour Organization; Penn World Tables (database); WDI (database); World Bank.
Note: EMDEs = emerging market and developing market countries; SAR = South Asia. Non-
agricultural employment ratios are defined as non-agricultural employment in percent of the total
working-age population.

A. Red bars show the range for manufacturing establishment size in four South Asian countries—
India, Bangladesh, Nepal, Sri Lanka—and for services in India, Bangladesh, and Sri Lanka. Blue bars
show interquartile ranges for EMDEs. Yellow diamonds show employment-weighted average for each

country group.

B.-D. Charts are based on the regression results of annex table A2.5.2.
B. The bars show the estimated coefficients of manufacturing and services establishment sizes for
country fixed effects of non-agriculture employment ratios. Yellow whiskers refer to a 95 percent

confidence interval.

C. Bars show the predicted deviations from EMDE-average long-run employment ratios in non-
agriculture, at the bottom and top EMDE quartiles of manufacturing or services establishment size.
The thresholds for manufacturing establishment size are 5.9 employees for the 25th percentile and
11.5 employees for the 75th percentile. The thresholds for services establishment size are 1.8
employees for the 25th percentile 3.0 employees for the 75th percentile.

D. Bars show the range among South Asian countries of the changes in the predicted deviations from
EMDE-average long-run non-agricultural employment ratios, if South Asian countries had the same
manufacturing or services establishment size as the quartile of EMDE with the largest firms. For
manufacturing, Sri Lanka would see the smallest difference; India the largest. For services,
Bangladesh would see the smallest difference; India the largest.

Correlates of sector-specific long-run
employment ratios

Establishment size: Channels of impact. Many
factors hold back firms’ growth. Tax and
regulatory policies are often size-dependent—that
is, they affect larger firms more than smaller ones.
Inefficient input markets, such as for land, capital,

and labor, or uneven playing fields in product
markets prevent firms from growing and slow firm
entry. The heavier regulatory burden on larger
firms can discourage firms’ growth and promotes
informal sector activity. Informal firms, which
tend to be smaller, also tend to grow more slowly
and this holds back aggregate employment and
productivity growth (Ohnsorge and Yu 2022).
Indeed, greater policy distortions have been
associated with smaller firm size which, in turn,
has been slower aggregate
employment growth (Bento and Restuccia 2021;
Restuccia and Rogerson 2017). In cross-country
studies, smaller establishment sizes have been
institutional that
discourage productive firms from hiring labor
(Bento and Restuccia 2021; Hsieh and Klenow
2014).

associated with

associated  with features

Establishment size: Empirical estimates. Larger
establishment sizes in non-agricultural sectors have
been associated with significantly higher long-run
non-agricultural employment ratios. This has been
especially true in the services sector (figure 2.12).
The average establishment size across the South
Asian countries for which data are available is
either in the bottom quartile of EMDEs (for
services) or near the bottom quartile (for
manufacturing). The estimates
suggest that, had establishment size been as large
in the South Asian countries as in the top EMDE
quartile, long-run employment ratios might have
been 3-9 percentage points higher in non-
agriculture.

econometric

International trade: Channels of impact.
Empirically, greater openness to international
trade and related trade reforms have been shown
to displace workers in the most directly affected
firms, sectors, or regions. The impact on
economy-wide employment, however, can be
positive or negative, depending on country
characteristics and circumstances.!!

" In principle, trade could affect aggregate employment
positively or negatively through two channels. First a reallocation of
labor toward industries with comparative advantage could increase or
lower aggregate employment depending on the labor-intensity of the
growing and contracting industries. Second, greater competitive
pressures from international markets and greater technology spillovers
from abroad could foster productivity growth in a way that either
displaces workers or generates new jobs (Lall 2002).
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There have been many empirical findings of
localized employment losses resulting from trade.
Increased imports from China been
associated with employment losses in the United
States (Autor, Dorn, and Hanson 2013a, 2013b,
2016). Increased outsourcing of business services
has also been associated with localized, but not
necessarily aggregate, employment losses in the
United States (Amiti and Wei 2005; Ebenstein et
al. 2014). Larger numbers of applicants for trade
adjustment assistance from the federal government
have been associated with larger local employment
losses in the United States (Kondo 2018). Tariff
cuts and trade liberalization have been associated
with employment losses in the most affected
regions of Brazil, with displaced workers moving
into informal employment (Dix-Carneiro and
Kovak 2017, 2019).12 Trade liberalization in India
has been associated with more job-rich growth in
regions and industries with less restrictive labor
regulations (Hasan, Mitra, and Ramaswamy
2007).

have

The evidence is mixed on whether increased
openness to trade raised or lowered economy-wide
employment. Trade reforms in Latin America in
the 1980s and 1990s were followed by a period of
slow employment growth, but this has been
attributed to weak output growth rather than the
trade reforms (Stallings and Peres 2000). Trade
liberalization in East Asian EMDEs has been
associated with increased employment, in part
because of rapid growth in manufacturing (Ghose
2000). In a large sample of countries for 1991—
2007, increased trade openness has been associated
with  higher employment ratios (Kamar,
Bakardzhieva, and Goaied 2019).

Trade: Empirical estimates. The econometric
analysis conducted here suggests that increased
exports (as a percent of GDP) are associated with
significantly higher long-run employment ratios in
non-agriculture (figure 2.13). These differences
are not only statistically significant but also
economically meaningful—especially considering
that each 1-percentage-point change in the

12 In contrast, trade reform in Colombia and Mexico does not
seem to have led to significant employment losses among the most
affected industries (Feliciano 2001; Goldberg and Pavcnik 2005).

FIGURE 2.13 Correlates of long-run employment ratios:
Trade openness

Lack of trade openness, which is common in South Asia, has been
associated with lower long-run non-agricultural employment ratios.
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Sources. GGDC/UNU-WIDER Economic Transformation Database; International Labour
Organization; Penn World Tables (database); WDI (database); World Bank.

Note: EMDEs = emerging market and developing economies; SAR = South Asia. Non-agricultural
employment ratios are defined as non-agricultural employment in percent of the total working-age
population.

A. Red bars show the range for five SAR countries (Bangladesh, India, Nepal, Pakistan, and Sri
Lanka). Blue bars show the interquartile ranges for EMDEs. Yellow diamonds show employment-
weighted average for each country group.

B.-D. Charts are based on the regression results of annex table A2.5.1.

B. The bars show the estimated coefficients of the export-to-GDP ratio for country fixed effects of non
-agriculture employment ratios. Yellow whiskers refer to 95 percent confidence interval.

C. Bars show the predicted deviations from EMDE-average long-run employment ratios in non-
agriculture, at the bottom and top EMDE quartiles of the export-to-GDP ratio. The thresholds for total
export-to-GDP ratio are 22 percent of GDP for the 25th percentile and 44 percent of GDP for the 75th
percentile. The thresholds for goods export-to-GDP ratio are 14 percent of GDP for the 25th
percentile and 32 percent of GDP for the 75th percentile. The thresholds for services export-to-GDP
ratio are 2.8 percent of GDP for the 25th percentile and 10 percent of GDP for the 75th percentile.

D. Bars show the range among South Asian countries of changes in the predicted deviations from
EMDE-average long-run non-agricultural employment ratios, if their export-to-GDP ratios were as
high as in the most open quartile of EMDEs. For total exports, Sri Lanka would see the smallest
difference; Pakistan the largest. For the goods exports, Sri Lanka would see the smallest difference;
Nepal the largest. For the services exports, Sri Lanka would see the smallest difference; Bangladesh
the largest.

employment ratio in South Asia is equivalent to
about 12 million people. EMDEs in the bottom
quartile of export-to-GDP ratios, which include
four South Asian countries, have on average lower
long-run non-agricultural employment ratios than
those in the top quartile, by 11 percentage points.

The average South Asian country is more closed to
trade than the average EMDE. South Asia’s export
share of GDP is about half that in the average
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EMDE outside South Asia. Export-to-GDP ratios
in three South Asian countries (Bangladesh,
Nepal, and Pakistan) rank in the bottom quartile
of EMDEs. The econometric estimates suggest
that long-run employment ratios might have been
2-16 percentage points higher in non-agriculture,

if South Asian countries matched the export-to-
GDP ratio of the top EMDE quartile.

Finance for investment and technologies:
Channels of impact. Greater access to finance can
stimulate investment, which in turn can lead to
productivity growth, firms’ expansion, and
employment growth. Investment, especially
infrastructure  investment, has often been
associated with employment growth. Beyond its
short-term, direct effects on  construction
employment, infrastructure investment can raise
employment over the long term (Lakshmanan
2007, 2011).13  These
processes favor job creation.

growth-accelerating

®  Road transportation infrastructure investment
has been associated with local employment
gains, including the construction of interstate
highways in  the  United  States
(Jiwattanakulpaisarn et al. 2009; Sobieralski
2021) and municipal and national roads in
Portugal (Pereira, Pereira, and Rodrigues
2021). However, highway
investment has also been associated with
employment losses around existing transport
networks (Jiwattanakulpaisarn et al. 2009).

infrastructure

* Results for airport infrastructure investment
are more mixed, with uncertain and mixed
employment gains found for regional airports
in the United States (Bilotkach 2015; Cidell
2015) and Norway (Tveter 2017), but
significant gains found for Italy (Percoco
2010) and Portugal (Pereira, Pereira, and
Rodrigues 2021).

15 Short-term  direct employment effects of infrastructure
construction have been extensively explored in the context of
highway construction in the U.S. fiscal stimulus program of 2009. In
reviews of research on the topic, Ercolani (2021) and Ramey (2020)
conclude that these effects are mixed and highly uncertainty.

e Rail infrastructure investment has been
associated with job creation. High-speed rail
lines accompanied by  greater
employment in Spain (Carbo et al. 2019;
Pereira, Pereira, and Rodrigues 2021) and
China (Cheng, Loo, and Vickerman 2015).
Public transit in the United States was
accompanied by greater hiring in general or of
minority workers (Holzer, Quigley, and

Raphael 2003; Tyndall 2017).

were

A boost to public, private or foreign direct
investment could also unlock the technological
progress and productivity gains needed to fuel
aggregate demand and create jobs. Similar to
trade openness or liberalization, technological
change has been localized
employment losses, yet it had mixed aggregate
effects and effects in EMDEs.

associated with

Automation or robotization provides an example.
In the United States, increased use of robots has
been accompanied by employment declines in
specific commuting zones and industries, but
aggregate effects have been found to be mixed
(Acemoglu and Restrepo 2018, 2020; Autor and
Salomons 2018). A classification of the
occupations at risk from new technologies yielded
net employment gains in the United States
(Vermeulen et al. 2018). The introduction of
robots has not been associated with aggregate
changes in hours worked in a broader group of
countries in the Organisation for Economic Co-
operation and Development, or with net
employment losses in Germany (Dauth et al.
2017; Graetz and Michaels 2018). Few studies
have examined the employment impact of new
technologies in EMDEs, but those that have
found either net employment losses (Carbonero,
Ernst, and Weber 2020) or no strong evidence of
employment changes (Maloney and Molina
2016).

Finance: Empirical estimates. Better access to
finance—as proxied by the number of commercial
bank branches per capita, the proportion of firms’
working capital that is financed by banks, or the
percent of firms citing access to finance as a major
constraint—is associated with a significantly
higher long-run employment ratio in non-
agriculture (figure 2.14).
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Compared with EMDE: in the bottom quartile by
number of commercial bank branches per capita,
those in the top quartile have on average 5
percentage points higher long-run employment
ratios in non-agriculture. Compared with EMDEs
in the top quartile by the percent of firms
reporting major constraints in access to finance,
those in the bottom quartile have on average 10
percentage points higher long-run employment
ratios in non-agriculture.

Among South Asian countries, Bangladesh, Nepal,
and Pakistan had about the same number of
commercial bank branches per capita as the
EMDE median. If, instead, these three South
Asian countries had matched the top EMDE
quartile, long-run employment ratios in non-
agriculture might have been 0.5-4 percentage
points higher.

Land constraints: Channels of impact.
Inefficient input markets, such as for land, may
also constrain firms’ growth. Most research on
land reforms has focused on the agricultural
sector, where land redistribution, tenancy reforms,
and consolidation have been shown to improve
agricultural productivity, at least in some instances
as seen in India (Banerjee, Gertler, and Ghatak
2002; Besley and Burgess 2000) and Ethiopia
(Chen, Restuccia, and Santaeulalia-Llopis 2022).
But the impact of higher agricultural productivity
on economy-wide employment is ambiguous.
Although increased agricultural productivity may
reduce the need for agricultural employment, it
may also expand opportunities in other sectors
(such as food processing and transportation) and
free up labor to work elsewhere (Deininger et al.
2014 for China; Do and Iyer 2008 for Vietnam).
What happens to economy-wide employment
ratios in the short term depends on how quickly
demand and supply adjust in other sectors.

Rapid urbanization can be part of the process of
structural transformation from agriculture to
manufacturing and services. There is evidence that
urbanization results in income and productivity
gains, but employment gains are often modest and
occur, at least initially, in the informal sector
(Turok and McGranaham 2013). That said,

agglomeration benefits such as economies of scale

FIGURE 2.14 Correlates of long-run employment ratios:
Access to finance

Lower long-run non-agricultural employment ratios have been associated
with a lack of commercial bank branches, a smaller proportion of working
capital financed by banks, and more widespread constraints on access fo
finance among firms. If South Asia’s indicators had been similar to those in
the best quartile of EMDES, long-run employment ratios in non-agriculture
sectors would have been higher.

A. Access to finance, 2000-19 B. Non-agricultural employment ratio:
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C. EMDEs: Predicted deviations from
average long-run non-agricultural
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Sources: GGDC/UNU-WIDER Economic Transformation Database; International Monetary Fund
Financial Access Survey (database); International Labour Organization; Penn World Tables
(database); WDI (database); World Bank; World Bank Enterprise Survey (database).

Note: EMDEs = emerging market and developing economies; SAR = South Asia. Non-agricultural
employment ratios are defined as non-agricultural employment in percent of the total working-age
population. Bank branches refers to number of commercial bank branches per 100,000 adults. Bank-
financed capital refers to share of firms’ working capital that is bank financed. Constrained financial
access refers to share of firms citing access to finance as a major constraint.

A. Red bars show the range for five SAR countries—Bangladesh, India, Nepal, Pakistan, and Sri
Lanka. Blue bars show the interquartile ranges for EMDEs. Yellow diamonds show employment-
weighted average for each country group.

B.-D. Charts are based on the regression results of annex table A2.5.1.

B. Bars show the estimated coefficients of the number of commercial bank branches per 100,000
adults, proportion of firms’ working capital that is financed by banks, and the proportion of firms citing
access to finance as a major constraint, for country fixed effects of total and non-agricultural
employment ratios. Yellow whiskers refer to 95 percent confidence intervals.

C. Bars show predicted deviations from EMDE-average long-run employment ratios in non-
agriculture, at the bottom and top EMDE quartiles of number of commercial bank branches per
100,000 adults, share of firms’ working capital financed by banks, or share of firms citing access to
finance as a major constraint. Thresholds for number of commercial bank branches per 100,000
adults are 3.6 branches for the 25th percentile and 16 branches for the 75th percentile. Thresholds
for the proportion of firms’ working capital that is financed by banks are 5.9 percent for the 25th
percentile and 15 percent for the 75th percentile. Thresholds for percent of firms citing access to
finance as a major constraint are 18 percent for the 25th percentile and 43 percent for the 75th
percentile.

D. Bars show range among South Asian countries of changes in the predicted deviations from EMDE-
average long-run non-agricultural employment ratios, if their number of commercial bank branches
per 100,000 adults, the share of firms’ working capital financed by banks, or share of firms citing
access to finance as a major constraint had been as high as the quartile of EMDEs with the highest
access to finance. Bars include South Asian countries with variable values below the top quartile of
other EMDEs. For the number of commercial bank branches per capita, Sri Lanka would see the
smallest difference; Nepal the largest. For the share of firms’ working capital that is financed by
banks, Nepal would see the smallest difference; Pakistan the largest. For the share of firms citing
access to finance as a major constraint, Nepal would see the smallest difference; Bangladesh the
largest.
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FIGURE 2.15 Correlates of long-run employment ratios:
Product, labor, and land markets

Less flexible product and labor market regulations, as well as greater
obstacles in land markets, have been associated with significantly lower
long-run employment ratios in non-agricultural sectors.

A. Flexibility of product and labor
market regulations, and complaints
about land access, 2000-19
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Sources: Fraser Institute Economic Freedom of the World (database); GGDC/UNU-WIDER Economic
Transformation Database; International Labour Organization; Penn World Tables (database); WDI
(database); World Bank; World Bank Enterprise Surveys (database).

Note: EMDEs = emerging market and developing economies; SAR = South Asia. Non-agricultural
employment ratios are defined as non-agricultural employment in percent of the total working-age
population.

A. Red bars show the range for five South Asian countries—Bangladesh, India, Nepal, Pakistan, and
Sri Lanka. Blue bars show the interquartile ranges for EMDEs. Yellow diamonds show employment-
weighted average for each country group. Product and labor market regulations are each scored
between 0 and 10 at source, with a higher score indicating more flexible regulations.

B.-D. Charts are based on the regression results of annex table A2.5.2.

B. The bars show the estimated coefficients of the product market regulation score, labor regulation
and minimum wage score, and the percent of firms citing access to land as a major constraint for
country fixed effects of non-agriculture employment ratios. Yellow whiskers refer to 95 percent
confidence interval.

C. Bars show the predicted deviations from EMDE-average long-run employment ratios in non-
agriculture, by different levels of product market regulation score, labor regulation and minimum wage
score, or constraint on access to land. The thresholds for product market regulation score are 3.9
index points for the 25th percentile and 5.1 index points for the 75th percentile. The thresholds for
labor market regulation score are 4.1 index points for the 25th percentile and 7.3 index points for the
75th percentile. The thresholds for constraint from access to land are 12.4 percent of firms for the
25th percentile and 26.9 percent of firms for the 75th percentile.

D. Bars show the range among South Asian countries of changes in the predicted deviations from
EMDE-average long-run non-agricultural employment ratios, if South Asian countries had the same
product or labor market regulation score, or percent of firms facing land access constraint as the
quartile of EMDEs with the least restrictions. Bars include South Asian countries with variable values
below the top quartile of other EMDEs. India would see the smallest difference from a higher product
market score; Bangladesh the largest. Bangladesh would see the smallest difference from a higher
labor market score; Nepal the largest. Pakistan would see the smallest difference from lower
constraints on access to land; Bangladesh the largest.

and lower transaction costs in urban centers can
reduce the length of unemployment spells and
facilitate quick reentry into employment (Annez
and Buckley 2009).

Land constraints: Empirical estimates. The
long-run non-agricultural employment ratio has
been significantly lower in countries where a larger
share of firms report major constraints in accessing
land (figure 2.15). Compared with the quartile of
EMDE: in which firms most often cited access to
land as a constraint to doing business, the average
EMDE in the quartile with the least firms’
complaints had almost 8 percentage points higher
long-run employment ratios in non-agricultural
sectors.

South Asia scores close to the EMDE median on
the number of firms citing access to land as a
major constraint. If the share of firms citing land
access as a constraint had been as low as that in the
least constrained quartile of EMDEs, then South
Asian countries might each have had 4-12
percentage points higher long-run employment
ratios in non-agriculture.

Product and labor market flexibility: Channels
of impact. Labor laws allowing firms more
flexibility can boost employment, especially in the
formal sector. A review of the literature has
documented the adverse effects of restrictive labor
laws on employment (Betcherman 2015). Most
(but not all) studies find that minimum wage
legislation in EMDEs has been associated with
modest but significant employment losses,
especially in the formal sector and among low-
wage workers. Studies on the employment impact
of employment protection legislation typically find
no significant impact. Active labor market
programs—which seek to encourage hiring
through job training, wage subsidies, and job
search assistance—have not been shown to have
any significant employment effects in EMDEs
(McKenzie 2017).

For India, two labor-related policies have been
most studied. First, the Industrial Disputes Act
(IDA) provides employment protection to
workers. The law has been found to increase labor
market rigidity (Datta-Chaudhuri 1996); reduce
employment and output, and increase temporary
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or contract labor (Besley and Burgess 2004; Dutta
2003; Hasan, Mehta, and Sundaram 2021;
Ramaswamy 2003); and dampen the employment
benefits of trade liberalization (Hasan, Mitra, and
Ramaswamy 2007). Second, the National Rural
Employment Guarantee Act (NREGA) program,
the largest public works program in the world,
provides guaranteed employment to rural workers
at the state-defined minimum wage. The program
has been found to crowd out private sector work,
increase private sector wages (Bahal 2022; Berg et
al. 2018; Imbert and Papp 2015), and increase
output, although unevenly across districts (Cook
and Shah 2022). However, with regard to overall
effects, Muralidharan, Niehaus, and Sukhtankar
(2023) find that the program raised private
employment, increased workers’ reservation wages
(the lowest wage that a worker will accept for a

job), and boosted local demand.

Product and labor market flexibility: Empirical
estimates. For the two indices used in the
empirical analysis—for product market regulation
and labor regulation and minimum wage—a
higher score indicates greater flexibility and has
been associated statistically significantly with

higher non-agricultural employment ratios among
EMDEs.

On average, South Asia has less flexible product
markets than the median EMDE, whereas its labor
market flexibility is close to the median EMDE.
The empirical results suggest that, had South
Asian countries had the product or labor market
regulations of the most flexible quartile of
EMDEs, long-run employment ratios might have
been up to 13 percentage points higher in non-
agriculture sectors.

Human capital. A workforce that has inadequate
education, training and/or health care (hence,
weak human capital) makes sectoral shifts more
difficult. In the regression analysis conducted here,
higher literacy rates, higher government spending
on education as a percent of GDP, and more
gender-equal education outcomes have been
associated with higher long-run employment ratios
in non-agriculture sectors, although typically with
no differences in economy-wide employment
ratios (figure 2.16).

FIGURE 2.16 Correlates of long-run employment ratios:
Education

Lower literacy rates, less education spending, and less gender-equal
education oufcomes have been associated with significantly lower long-run
employment ratios in non-agriculture sectors.

A. Indicators of education, 2000-19 B. Coefficient estimates for
government education spending,
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Sources: GGDC/UNU-WIDER Economic Transformation Database; International Labour
Organization; Penn World Tables (database); WDI (database); World Bank.

Note: EMDE = emerging market and developing economies; SAR = South Asia. Gov. = government;
Educ. = education. Non-agricultural employment ratios are defined as non-agricultural employment in
percent of the total working-age population. Government education spending refers to government
education spending. Gender education gap refers to the difference between female and male
secondary education completion rate (in percent of gender group population 25 and above), with a
negative value indicating lower female education outcomes than male. Literacy rate refers to the
percent of the population aged 15 and above that can read and write.

A. Red bars show the range for five South Asia countries (Bangladesh, India, Nepal, Pakistan, and
Sri Lanka). Blue bars show the interquartile ranges for EMDEs. Yellow diamonds show employment-
weighted average for each country group. Government education spending is in percent of GDP.
B.-D. Charts are based on the regression results of annex table A2.5.3.

B. The bars show the estimated coefficients of government education spending, gender education
gap, and literacy rate for country fixed effects of non-agriculture employment ratios. Yellow whiskers
refer to 95 percent confidence interval.

C. Bars show the predicted deviations from EMDE-average long-run employment ratios in non-
agriculture, by quartile of government education spending, gender education gap, and literacy rate.
The thresholds for literacy rate are 63 percent for the 25th percentile and 94 percent for the 75th
percentile. The thresholds for government education spending are 2.9 percent of GDP for the 25th
percentile and 4.9 percent of GDP for the 75th percentile. The thresholds for gender education gap
are —9.4 percentage point for the 25th percentile and —0.9 percentage points for the 75th percentile.
The thresholds for literacy rate are 63 percent of the population aged 15 and above for the 25th
percentile and 94 percent for the 75th percentile.

D. Bars show the range among South Asian countries of changes in the predicted deviations from
EMDE-average long-run non-agricultural employment ratios, if South Asian countries had the same
government education spending, gender education gap, or literacy rate as the quartile of EMDEs with
the highest education indicators. Bars include South Asian countries with variable values below the
top quartile of other EMDEs. India would see the smallest difference from higher government
education spending; Bangladesh the largest. Bangladesh would see the smallest difference from
narrower gender education gaps; India the largest. Sri Lanka would see the smallest difference from
higher literacy rates; Nepal the largest.
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FIGURE 2.17 Correlates of women’s long-run
employment ratios

Lack of legal protection of women'’s rights has been associated with lower
long-run employment ratios for women.
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Sources. GGDC/UNU-WIDER Economic Transformation Database; International Labour
Organization; Penn World Tables (database); WDI (database); World Bank; World Bank Women,
Business and the Law (database).

Note: EMDEs = emerging market and developing economies; SAR = South Asia. Women’s
employment ratios are defined as women’s employment in percent of the female working-age
population.

A. SAR average is unweighted average of Bangladesh, India, Nepal, Pakistan, and Sri Lanka. The
scores range between 0 and 100. A higher score indicates fewer legal restrictions on women’s
economic and social activity. The red triangle marks the number of South Asian countries with scores
above EMDE median.

B.-D. Charts are based on the regression results of annex table A2.5.3.

B. Bars show the estimated coefficients of the WBL scores on country fixed effects of female
employment ratio. Yellow whiskers refer to 95 percent confidence interval.

C. The bars and diamonds show the predicted deviations from EMDE-average long-run employment
ratios for women, by different levels of Women, Business and the Law scores in: overall, asset,
marriage, mobility, pay, and workplace scores. The thresholds for the overall score are 52 for the 25th
percentile and 74 for the 75th percentile. The thresholds for the asset score are 54 for the 25th
percentile and 100 for the 75th percentile. The thresholds for the marriage score are 44 for the 25th
percentile and 90 for the 75th percentile. The thresholds for the mobility score are 75 for the 25th
percentile and 100 for the 75th percentile. The thresholds for the pay score are 25 for the 25th
percentile and 74 for the 75th percentile. The thresholds for the workplace score are 36 for the 25th
percentile and 80 for the 75th percentile.

D. Bars show the range among South Asian countries of changes in the predicted deviations from
EMDE-average long-run women’s non-agricultural employment ratios, assuming South Asian
countries had the same WBL index overall, asset, marriage, mobility, pay, or workplace scores as the
quartile of EMDE with the highest scores. Bars include South Asian countries with variable values
below the top quartile of other EMDEs. India would see the smallest difference from higher overall
scores; Pakistan the largest. India would see the smallest difference from higher asset scores; Nepal
the largest. Nepal would see the smallest difference from higher marriage scores; Pakistan the
largest. Nepal would see the smallest difference from higher mobility scores; Pakistan the largest.
Nepal would see the smallest difference from higher pay scores; India the largest. Sri Lanka would
see the smallest difference from higher workplace scores; Nepal the largest.

South Asia ranks near the bottom EMDE quartile
on most of these indicators of human capital. Had
South Asian countries achieved the literacy rate of
the most literate quartile of EMDEs, or a gender
education gap on a par with the most gender-
equal quartile of EMDEs, then non-agricultural
employment ratios might have been higher by up
to 18 percentage points.

Gender-related laws. Laws that promote gender
equality (in the workplace, in pay, and in
marriage) can increase women’s labor supply,
while laws that protect women’s mobility have
been shown to increase women’s willingness to
travel for better work opportunities (Braunmiller
et al. 2023a, 2023b; Roy 2019). Such laws are
proxied using various indices from the World
Bank’s Women, Business and the Law surveys
(Hyland, Djankov, and Goldberg 2020).

In the econometric analysis, stronger and more
comprehensive legal protection of women’s rights
(such as to own assets, work or receive equal pay)
has been associated with higher long-run
employment ratios for women, without affecting
long-run employment ratios for men or economy-
wide (figure 2.17). The protection of women’s
rights for entrepreneurial activities has been
associated with higher long-run employment ratios
economy-wide, as well as in non-agriculture, in
line with findings by Chiplunkar and Goldberg
(2023). On average, EMDE: in the top quartile in
terms of legal protection of women’s rights had 6—
12 percentage points higher long-run employment
ratios for women than those in the bottom
quartile.

South Asian countries scored poorly on several
dimension of gender equality: Bangladesh, India,
Pakistan, and Sri Lanka fell into the bottom
quartile of EMDEs in terms of laws that promote
women’s equal pay; Bangladesh, Nepal, and
Pakistan fell in the bottom quartile for equal asset
ownership; and the rest mostly fell short of the
EMDE median. Had these countries had more
strongly and more comprehensively protected
women’s rights—on a par with the quartile of
EMDEs with the strongest legal protections—
their long-run employment ratios for women
might have been 1-14 percentage points higher.
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Women in the non-agriculture sector: Doubly
held back. Women’s labor force participation
follows a U-shaped curve relative to the level of
development (figure 2.18; Bussolo et al. 2024;
Goldin 1995). At low and high per capita
incomes, larger shares of women participate in
labor markets than at moderate per capita
incomes. This has been attributed to the gradual
labor market exit of women from agriculture,
where most of them tend to be employed in low-
productivity tasks at early stages of development.
For women in non-agriculture, which accounts for
the majority of women’s employment at higher
levels of income, the relationship to development
is linear.

The regression analysis suggests that women’s
employment in non-agriculture is doubly held
back both by a challenging economic and
institutional environment and by gender-unequal
laws. Similar to non-agricultural employment
overall, women’s employment ratio in non-
agriculture sectors is held back by poorly
functioning product, labor, land and financial
markets; small firm sizes; burdensome tax regimes
and policy uncertainty; lack of trade openness and
access to finance; and lack of human capital. In
addition, similar to women in all sectors, their
employment ratios in the non-agriculture sector
are depressed by unequal gender-related laws.

Policy options to boost
employment

Vibrant, competitive firms are the key to unlocking
employment growth. Policies to stimulate firms’
growth include increasing trade openness and access
to finance; reducing such obstacles to firm operations
as corruption, political instability, and difficult access
to land; streamlining product and labor market
regulations; improving human capital; and removing
restrictions on women’s economic activity. Most of
these measures would also lift productivity growth
and could lay the ground for a virtuous circle of faster
and more inclusive per capita income growth.

The policy challenge for South Asia. South Asia
is the only EMDE region in which employment
ratios fell for men during 2000-23. At the heart of
this employment weakness lies a non-agriculture

FIGURE 2.18 Women’s employment in non-agriculture

Women’s non-agricultural employment ratio have tended to rise with per
capita incomes, unlike the economy-wide employment ratio which typically
exhibits a U-shaped relationship. Several factors have tended fo hold back
women’s non-agricultural employment ratio.

A. Women: Deviations from long-run B. Women in agriculture: Deviations
employment ratio and GDP per capita from long-run employment ratio and
GDP per capita
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Sources: Bento and Restuccia (2021); Fraser Institute Economic Freedom of the World (database);
GGDC/UNU-WIDER Economic Transformation Database; International Labour Organization; Penn
World Tables (database); WDI (database); World Bank; World Bank Enterprise Surveys (database).
Note: Manu. = manufacturing. Serv. = services. Prod. = product. Fin. = finance. Size = establishment
size. Women'’s (non-agricultural) employment ratios are defined as women’s (non-agricultural)
employment in percent of the female working-age population.

A.-C. Charts plot the relationship between a country’s long-run women’s non-agricultural, agricultural,
and total employment ratio and log GDP per capita. Long-run women’s employment ratios come from
first-stage regressions of annex table A2.3.1 and include 103 countries including five South Asian
countries (Bangladesh, India, Nepal, Pakistan, and Sri Lanka). Yellow lines are polynomial fitted lines.
D. Chart is based on the regression results of annex tables A2.5.1-A2.5.2.

sector that is converging to long-run employment
ratios well below the EMDE average. The
regression analysis suggests that this has, in part,
reflected a more challenging institutional and
economic environment than elsewhere, and also
suggests specific policy steps that could be taken to
meaningfully support employment over the longer
term.

Policy priorities: Country-specific. Specific
policy priorities will depend on country
characteristics and circumstances. Three areas
appear particularly promising for policy action
across South Asia. Most South Asian countries
rank in the bottom quartile of other EMDEs by
their firm size (especially in services), by their
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FIGURE 2.19 Policy priorities for South Asia

If South Asia had larger firms, more flexible product market regulations,
grealer trade openness and better educational outcomes, its long-run
employment ratios might have been substantially higher.

A. Selected features of South Asian
economies, latest

B. South Asia: Difference in predicted
long-run non-agricultural employment
ratio if indicator was equal to median
of other EMDEs

Numbers of employees Percent of GDP Percentage points of working-age population
Index Percent 16
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Sources: Bento and Restuccia (2021); Fraser Institute Economic Freedom of the World (database);
GGDC/UNU-WIDER Economic Transformation Database; International Labour Organization; Penn
World Tables (database); WDI (database); World Bank.

Note: EMDEs = emerging market and developing economies; SAR = South Asia. Manu. =
manufacturing. Serv. = services. Estab. = establishment. Non-agricultural employment ratios are
defined as non-agricultural employment in percent of the total working-age population.

A. Bars show range for Bangladesh, India, Nepal, Pakistan, and Sri Lanka for product market
flexibility, exports, and literacy; Bangladesh, India, Nepal, and Sri Lanka for manufacturing
establishment size; and Bangladesh, India, and Sri Lanka for services establishment size. Yellow
whisker show the interquartile range for a sample of 96 non-SAR EMDEs.

B. Chart is based on the regression results of annex tables A2.5.1-A2.5.3. Bars show the range
among South Asian countries of changes in the predicted long-run non-agricultural employment
ratios, if South Asian countries had the same establishment size, product market flexibility, exports,
or literacy as the median of other EMDEs. Yellow diamonds show the employment-weighted
averages of the changes among South Asian countries. Sample includes South Asian countries with
variable values below the median of other EMDEs, which exclude Nepal and Sri Lanka for
manufacturing establishment size; India, Nepal, and Sri Lanka for product market flexibility; and Sri
Lanka for literacy.

trade openness, and by their education outcomes
(especially literacy rates and gender gaps in
education). The correlations estimated in this
chapter suggest that the gap between South Asia
and  other EMDEs in  non-agricultural
employment ratios might have been one-fifth
narrower if South Asia had instead matched the
EMDE median in any one of these areas (figure
2.19).

Greater openness to international trade. Many
measures could spur trade openness (Ohnsorge
and Quaglietti 2023). These include measures
directly related to trade, such as streamlining
border procedures, reducing tariff and nontariff
barriers, and implementing trade agreements.
They also include domestic measures to improve
logistics and transport. And they include actions
that promote the distribution of traded goods,
such as improved transport infrastructure and
governance. Measures to attract foreign direct
investment, which often occurs in conjunction

with trade-related activities, could also encourage
trade openness (chapter 1; World Bank 2023b).

More flexible labor markets. Increasing the
flexibility of labor laws and regulations could
boost employment, especially in the formal sector.
Restrictive minimum wages and employment
protection laws have been associated with weaker

employment in EMDEs (Betcherman 2015).

More efficient land markets. Policies in this area
include enhancing land tenure security in a way
that recognizes customary laws; documenting land
rights; and putting adjudication of land disputes
in the hands of an accountable and transparent
local body (World Bank 2007). More generally,
land tenure and titling procedures can be made
more efficient, accurate, and transparent. The
optimal form of land tenure depends on local
conditions, however, and the success of reforms
requires careful implementation, local buy-in and

participation, and robust enforcement (Deininger
2003).

More competitive product markets. Labor and
tax regulations can be streamlined to remove
impediments to firm start-ups and expansion.
Explicit and implicit subsidies for state-owned
firms could be removed to encourage the entry of,
and competition from, more dynamic private

firms (World Bank 2020).

Infrastructure  investment.  Infrastructure
investment can support employment in several
ways (Lakshmanan 2007, 2011). For example,
shorter travel times and lower travel costs made
possibly by improved transportation systems
encourage households to increase their labor
supply. Easier access to inputs and markets
encourages firms to expand, leveraging returns to
scale and agglomeration benefits while promoting
productivity gains from competition,
specialization, more productive labor matching,
and technology diffusion. In the agricultural
sector, better transport and storage infrastructure
may allow a move into activities with higher value-
added, such as food processing.

Improved human capital. Improved human
capital allows workers to switch employment more
easily, especially from agriculture to
agriculture.

non-
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Female labor force participation: Broad policy
package. A comprehensive policy package is
needed to tackle South Asia’s exceptionally low
female labor force participation. Steps that could
be taken to encourage greater participation include
affirmative action such as: promoting women in
leadership positions or law enforcement (Gupta
2023); monetary incentives such as wage subsidies
or tax benefits (Groh et al. 2016); availability of
affordable childcare (Cali et al. 2022); competition
to spur firms’ growth and hiring; and efforts to
increase transparency in job markets to help
women more easily find jobs (World Bank
2022b). Closing gaps between the quality of boys’
and girls’ schooling and broadening women’s
access to finance and other inputs would also be
helpful (Ubfal 2023). Many of these measures
rank high in a recent World Bank assessment of
interventions aimed at boosting female labor force
participation (Halim, O’Sullivan, and Sahay
2023). Comprehensive approaches that remove
obstacles to women’s willingness to work outside
the home have been shown to be effective (Halim,
Ubfa, and Wangchuk 2023). These include child
and elderly care, as well as safe transport and safe
workplaces and study spaces (Borker 2021;
Cheema et al. 2022; Fields and Vyborny 2022;
Gupta 2023).

Female labor force participation: Shift social
norms. Poor job prospects and negative attitudes
toward women’s work outside the home can
interact in ways that deter women’s participation
in labor markets. For example, when jobs are
scarce, social norms, rather than productivity, may
determine who gets hired. Social norms could be
counteracted through mandated hiring policies or
employment guarantees in firms and for public
works and employment guarantees for firms and
quotas for representation in village councils
(Beaman et al. 2012; Deininger et al. 2022;
Ghani, Kerr, and O’Connell 2014), and classroom
and community discussions to shift the perception
of female employment (Bursztyn, Gonzélez, and
Yanagizawa-Drott 2020).

Female labor force participation: Raise exports.
Export-oriented sectors—in which firms face
international ~competition in their product
markets—tend to be more gender-equal (Hoyos,

Bussolo, and Nufez 2012). More open trade and
competition policies could not only boost output
and productivity growth, but also favor greater
gender equity. Bangladesh’s garment sector is an
example of a light manufacturing activity whose
growth, based on exports, has attracted millions of
women into the labor force. Similarly, the rise of
the business processing and outsourcing industry
in India attracted millions of women into the
workforce and encouraged them to remain
engaged in the labor market throughout their
lifetime (Jensen 2012). The situation for women

in Morocco, Tunisia, and Turkey is similar
(Klasen 2019).

A virtuous circle. All these policies could help lift
employment economy-wide and in the non-
agricultural sector, while also accelerating output
growth and the structural transformation that lifts
labor productivity growth. Faster output growth
would benefit government revenue collection and
allow governments to invest in physical and
human capital. To boost economic growth as a
catalyst for job creation, other obstacles to growth
could also be eased (chapter 1; World Bank
2023b). These include: foreign currency
restrictions that constrain private investment;
financial regulations that tilt capital allocations
toward governments or consumption and away
from investment; poor business climates and weak
governance that deter private sector activity; and
fiscal vulnerabilities that constrain government
action.

ANNEX 2.1 Summary of
literature on the growth
elasticity of employment

An extensive literature search was performed of
studies on the elasticity of employment with
respect to output growth using literature search
engines, supplemented by forward and backward
citations tracking using artificial intelligence-
enhanced citation chasing tools to identify a set of
relevant studies. The results were derived solely

Note: Annex 2.1 was prepared by Lynn Hu (SARCE).
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ANNEX FIGURE A2.1.1 Estimates of output elasticity of

employment

The literature provides a wide range of estimates on the growth elasticity of
total employment.
A. Range of estimates by country B. Range of estimates by decade
group included in sample

Percent Percent

4 4

2 2

0 0

2 2

4 4

6 -6

AEs EMDEs SAR 1970s 1980s 1990s

Sources:. World Bank; sources listed in annex table A2.1.1.

Note: AEs = advance economies; EMDEs = emerging market and developing economies; SAR =
South Asia. Range of estimates based on a review of 25 academic and policy studies on the growth

elasticity of employment.

B. An estimate is counted in a given decade if the sample used for its estimation spans at least three
years within the decade. An estimate can be counted in more than one decade, if the sample

encompasses multiple decades, with at least three years in each decade included.

from country-level estimates. Articles exclusively
presenting subnational-level estimates, gender-
specific estimates, or industry- and sector-specific
estimates were excluded. In addition, articles
focusing on Okun's law and reporting solely the
unemployment elasticity of growth were also
excluded. The final sample includes 25 academic
and policy studies. Annex table A2.1.1 lists the

papers in the sample.

Range estimates for South Asia were collected
from 11  articles, sampling Afghanistan,
Bangladesh, Bhutan, India, Maldives, Nepal,
Pakistan, and Sri Lanka. The range estimates on
EMDE:s were derived from 16 articles, sampling
countries in Africa, Asia, Eastern Europe, Latin
America and the Caribbean, and the Middle East.
The range estimates for the advanced economies
were based on 11 articles, including the most-
developed countries and advanced economies
globally (annex figure A2.1.1). Several articles
presented  estimates of the elasticity
employment with respect to output growth for
multiple  country  categories, and
corresponding estimates were utilized to generate
range estimates for each specific country category.

ANNEX 2.2 Data

The main data sources include the World Bank’s
World Development Indicators (WDI) database, the

International ~ Labour  Organization  (ILO)’s
ILOSTAT database, Penn World Tables, and the
Groningen Growth and Development Center
Economic Transformation Database (ETD).

The baseline employment comes from the Penn
World Tables, which is available up to 2019 and
includes subsistence employment. It is extended
forward up to 2023 and spliced by sector and
gender using the cross-sectional shares of
employment from ILO modeled data. For Nepal,
adjusted employment data is drawn from Ruppert
Bulmer, Shrestha, and Marshalian (2020), which
also includes subsistence employment, consistent
with the baseline employment measure.

The data for baseline real output are from the
World Bank’s Global Economic Prospects database,
supplemented with data from WDI for earlier
years, spliced by sector using ETD data and by
gender using ILO data. The baseline employment
variable captures both formal and informal forms
of work. Productivity is calculated as the ratio of
real output to the number of workers.

Total and working-age population come from
WDI. The working-age population is defined as
the number of people aged 1564 years.

Data on employment, real output, and population
spans 1960-2022 for 145 EMDEs. However, the
analysis focuses mostly on developments since
2000 because of limited data availability on their
correlates for earlier years.

Data on correlates of long-run employment ratios
come from various data sources, including WDI,
the World Bank’s Women, Business and the Law
database, the from the International Monetary
Fund’s Financial Access Survey, the World Bank’s
Enterprise  Survey, and the Fraser Institute’s

Economic Freedom of the World (EFW) database.

ANNEX 2.3 Econometric
methodology

Econometric approach. Discerning the relation-
ship between job creation and its correlates in the
data—while remaining agnostic about causality—
required a two-step exercise. In the first step, the
relationship between employment ratios and the
correlates of their evolution over time are
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estimated. In the second step, the correlates of
long-run, “steady-state” employment ratios are
estimated.

First step. The following baseline panel regression
is estimated to establish the correlates of the
over

evolution of employment ratios time,

building on the conceptual framework:

EWAP,, - EWAP,,;=a+ b, DProd,,+
szWAPc’t+ b3 EWAPC,[_] + d[ + dc+ ecﬁt

where the dependent variable is the change in
country ¢’s employment-to-working-age popula-
tion ratio (in percentage point) between the years ¢
and #-1; DProd,, represents country ¢’s overall
labor productivity growth from #-1 to t; DWAP,,
indicates country ¢’s working-age population
growth over the same period; EWAP, ., is the ratio
in year ¢-I, included to capture
convergence toward a “steady state employment-
to-working-age-population ratio”; year dummies
(d,) control for common shocks over time, such as
global recessions, and country fixed effects (d,)
capture country characteristics that do not change
over time. The analysis is conducted separately for
the total employment ratio, by gender and by
sector./  Only two sectors are considered:
agriculture and non-agriculture.!s

eventual

Baseline regressions. The baseline regression
results suggest that slower productivity growth and
faster working-age population growth have been
associated with significantly faster increases in
employment ratios in EMDEs. In addition,
employment ratios in EMDEs appear to converge
toward a long-run employment ratio (annex table
A2.3.1; annex figure A2.3.1).

*  Productivity growth. Higher productivity
growth has been associated with slower
increases in the employment ratio, even

" In the analysis by gender, gender-specific working-age
population growth is used.

15 The linear analysis here does not separate industry and services
because the literature has documented a nonlinear relationship for
industry, a complexity that goes beyond the scope of the analysis here
(Herrendorf, Rogerson, and Valentinyi 2014; Rodrik 2016; Timmer,
de Vries, and de Vries 2015).

ANNEX FIGURE A2.3.1 Correlates of the evolution of
employment ratios over time

Faster growth in productivity and working-age population, and higher initial
employment ratios are associated with smaller increases in the employment
ratio. The link between productivity growth and declines in employment
ratios Is significantly stronger in the agriculfure sector than in the non-
agriculture sector.

A. Change in total employment ratio,
by productivity growth

B. Change in total employment ratio,
by working-age population growth

Percentage points of working-age population Percentage points of working-age population
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1 0.5
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D. Coefficient estimates for
productivity growth and working-age
population growth

C. Change in total employment ratio,
by initial employment ratio
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15 = Productivity growth
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Sources. GGDC/UNU-WIDER Economic Transformation Database; International Labour
Organization; Penn World Tables (database); WDI (database); World Bank.

Note: Employment ratios are defined as employment in percent of the working-age population.
Working-age population refers to persons aged between 15 and 64.

A.-C. Chart is based on the regressions of annex table A2.3.1. The bars show the predicted average
annual change in the total employment ratio for different levels of explanatory variables. Yellow
whiskers refer to the 95 percent confidence interval. The thresholds for productivity growth are -0.05
for the 25th percentile, 2.1 percent for the 50th percentile and 4.4 percent for the 75th percentile. The
thresholds for working-age population growth are 1.2 percent for the 25th percentile, 2.2 percent for
the 50th percentile and 3.1 percent for the 75th percentile. The thresholds for the initial employment
ratio are 55 percent of the working age-population (WAP) for the 25th percentile, 63 percent of the
WAP for the 50th percentile and 72 percent of the WAP for the 75th percentile.

D. The bars show the regression coefficients, which represent the change in employment ratio
associated with a 1 percentage point higher growth rate in productivity or the working-age population.
Yellow whiskers refer to the 95 percent confidence interval.

controlling  for working-age population
growth. Among country-year pairs in the top
quartile of  productivity = growth, the
employment ratio decreased by 0.2 percentage
points whereas among those in the bottom
quartile (with productivity losses) it rose by
0.4 percentage points—a difference of over
0.5 percentage points (annex figure A2.3.1A).
This effect was significantly stronger in
agriculture than in non-agriculture because
agriculture has often been a reservoir of
underemployment (annex figure A2.3.1D).
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o Working-age  population  growth.  Faster
working-age population growth has also been
associated ~ with  slower increases in

employment ratios as labor markets struggled
to absorb large numbers of labor market
entrants. Among the EMDEs in the bottom
quartile of working-age population growth
(that is, mostly those with working-age
population declines), employment ratios on
average rose by 1.5 percentage points. In those
in the top quartile, they fell by 0.4 percentage
points (annex figure A2.3.1B). This pattern
was present across genders and sectors but was
somewhat stronger for men than for women,
and stronger in non-agriculture than in
agriculture. Working-age population growth
in South Asia was close to the EMDE median,
where  working-age  population  growth
contributed to a 0.5-percentage-point increase
in employment ratio.

o [Initial employment ratio. Higher initial
employment ratios have been associated with
slower increases in the employment ratio
(annex figure A2.3.1C). This suggests
conditional convergence of employment ratios
toward the country-specific long-run level.
This was the case for both men and women
and in both agriculture and non-agriculture.
For South Asia, the average speed of
adjustment ranges from 0.2 percentage points
of the working-age population a year in the
early 2020s to below 0.08 percentage points
by 2050.

Robustness tests. These results are robust to using
different samples, including a sample of all
countries—both  advanced  economies  and
EMDEs, since the 1960s—all EMDEs, including
small states, and a trimmed sample of all EMDEs
(annex table A2.3.2). The patterns are also robust
to defining the sample by decade averages of
annual changes or growth rates. The fixed effects
generated by the decade-average regression
specification are highly correlated (correlation
above 0.96) with those generated by the annual
regression specification and the resulting pattern
for South Asian countries remains the same, with
even tighter confidence bands. The results are also
consistent whether the employment ratio for

women overall or for women in non-agriculture is
used (annex table A2.3.3).

Second step. The country fixed effects in the first
step estimate the portion of the change of the
employment ratio that is accounted for by time-
invariant country characteristics, after controlling
for fluctuations in labor productivity and working-
age population growth (annex 2.4). Effectively, the
country fixed effect d. in the first-stage regression
can be interpreted as the deviation (from the
EMDE average) of the country-specific long-run,
“steady-state” level to which the employment ratio
converges, after controlling for productivity and
working-age population growth.!¢

The fixed effects that result from the first-stage
estimation account for about 40-50 percent of the
explained variation in changes in employment
ratios overall (42 percent), for non-agriculture (39
percent), and for women (52 percent).

These country fixed effects are regressed on a series
of policy variables X, that have been associated
with long-run employment ratios.:

d.=gX.+ne

These policy variables serve as proxies for factors
related to labor demand (such as trade, access to
finance, and policies that directly affect firms) and
labor supply (such as education and gender-biased
policies). Effectively, this second-stage regression
estimates the long-run correlates of changes in
EMDEs" employment ratios over two decades.
Annex 2.5 provides details on the selection of
variables and proxies. The regression uses the
average of each correlate over 2000-2019,
capturing the long-term average of these variables.

16 As noted earlier, the specification shares much with the
literature on convergence properties for GDP per capita. The
coefficient on the lagged employment ratio indicates the presence and
speed of unconditional convergence when country fixed effects are
not included. When country fixed effects are included, this
coefficient indicates the presence and speed of conditional
convergence. This parallels the discussion of convergence in GDP per
capita in Barro and Sala-i-Martin (1992) and Durlauf, Johnson, and
Temple (2005). Annex 2.4 provides details of the interpretation of
the country fixed effects.
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ANNEX 2.4 Interpretation of
country fixed effects

In the canonical Solow (1956) model, the growth
of output per worker in a country is related to its
distance from steady state. If all countries have the
same steady state, then this “unconditional
convergence” can be described by the following
expression:

log yis+; — logyi = a+b (log y;— logy*)

where y;, is country i’s output per worker, and y*
is a common steady state level for all countries.
Since y* is a constant, b X log y* can be
combined into the constant term. This
modification motivates running the following
regression:

log yis;1— logyy =c+b X logyy

In the conditional convergence literature (for
example, Barro and Sala-i-Martin 1992, 2003;
Mankiw, Romer, and Weil 1992), each country i
has its own steady state value y;* The equation
that captures the relationship between growth and
steady state becomes:

log yi+1— logyu = a+b (log y,— log yi*) .

The value b x log y;* is now a country-specific
constant, which motivates the fixed effects
regression:

log yir+1 — log yi = ¢; + b x log y;

where variation in steady state levels across
countries is embedded in the fixed effects ¢..

In the fixed effects regression model here, the fixed
effects imply differences in growth rates
conditional on current levels, but they also capture
differences in the levels of employment ratios to
which each country is converging. Specifically, the
fixed effect ¢; divided by the coefhicient b is the
deviation  from each country’s long-run
equilibrium employment ratio from the EMDE
average.

ANNEX 2.5 Proxies for
correlates of long-run
employment ratios

The literature offers several structural factors that
could explain some of the recent employment
weakness in EMDEs, especially in South Asia.
These include: infrastructure investment to
broaden pools of labor and jobs by reducing
transport cost; greater trade openness to increase
competitive pressures and boost aggregate
demand; a relaxation of excessively restrictive labor
laws to reduce the cost of hiring; more efficient
land regulation to encourage firms’ entry and job
creation; and streamlined taxation to avoid
penalizing firms’ growth and employment.
Enforcement of policies can be changed to avoid
disproportionately targeting large firms, thereby
encouraging firms’ growth.

Tax regimes. Given the low tax collection
prevalent in most EMDEs, this analysis
emphasizes the firm-side of tax variables. These
variables are proxied using data from the World
Bank’s Enterprise Survey, which asks firms whether
tax rates or tax administration constitute a
constraint on activity. The variable used in the
regression is the country-level average percent of
firms that identified tax rates or tax administration
as a major constraint.

Trade openness. Trade openness is proxied by
total exports, goods exports, services exports, and
net inflows of foreign direct investment (FDI), all
as a percent of GDP. All but FDI is significant in

at least one regression.

Access to finance. An array of investment-related
variables are used. Gross capital formation and
credit to the private sector—in percent of GDP—
are used to proxy for total and private investment.
Variables capturing access to finance are included
to proxy for potential investment, including the
number of commercial bank branches per 100,000
adults, log per capita outstanding loans and
outstanding deposits in commercial banks, all
from the International Monetary Fund’s Financial
Access Survey. Implicitly, this assumes that private
credit and banking sector activities are used for
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purposes that correlate with job creation and
predominantly in the private sector. This
assumption may not hold if a large part of private
credit is extended to state-owned enterprises or for
other purposes than job creation.

Establishment size. Average establishment size
within the services and manufacturing sectors is
used to represent the size of the average firm.
Although the distribution of establishments above
average size can also be important for employment
generation, the scope of the analysis is limited to
the average size. Factors that could limit
establishment size are also included, in addition to
tax-related and access to land  variables.
Establishment size data are available for four
South Asian countries: Bangladesh, India, Nepal
(manufacturing  only), and  Sri  Lanka.
Manufacturing  establishment data are also
available for Bhutan and Maldives, and services
establishment data for Maldives. But the two small
states are not included in the regression sample.

Labor laws. The labor market regulation index
and sub-index from the Fraser Institute’s Economic
Freedom of the World are used to proxy for
different aspects of labor market policies. A higher
product market score suggests greater flexibility in
the product market, such as low costs of
bureaucracy, low regulatory burdens, and the low
cost of tax compliance, while a higher labor
market score indicates more flexible labor market
regulations, such as more flexible minimum wage
regulations. The sub-indexes capture labor
regulations and minimum wage policies, hiring
and firing practices, flexibility in  wage
determination, regulation of working hours,

costs associated with worker dismissal, and
conscription. In the sample used here, the total
score and the labor regulation and minimum wage
index are significantly correlated with the country

fixed effects.

Land laws and urbanization. The World Bank
Enterprise Survey asks firms whether access to land
constitutes a constraint on doing business. The
regression includes the country-level average share
of firms that identified access to land as a major
constraint. In addition, population density and
urban population share are used to proxy for
urbanization.

Human capital. Health and education policies
and conditions affect human capital and long-run
labor productivity. The malaria mortality rate and
life expectancy at birth are included to proxy for
basic health condition. An array of education-
related variables are included to capture the quality
and equity of education, including literacy rates,
government spending on education, secondary
education completion rates, and gender gap in
secondary education completion rate.

Other control variables. The estimation includes
several other control variables that have been
found to correlate with employment in previous
studies (Crivelli, Furceri, and Toujas-Bernaté
2012; Kapsos 2005). These include average annual
inflation, GDP per capita, and product market
policies as captured by the Economic Freedom of the
World indicator.

Regression results. The results of the regression
analysis are summarized in annex tables A2.5.1—

A2.5.3.
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ANNEX TABLE A2.1.1 Studies included in the literature review

Paper
Kapsos (2005)

Saget (2000)

Papola and Sahu (2012)
Slimane (2015)

Ben-Salha and Zmami (2021)

Kumar et al. (2021)

Martins (2012)
Al-Tarawneh et al. (2022)
Ball et al. (2019)

Mourre (2006)

Perugini (2009)

Sogner and Stiassny (2002)
Morén and Wéndal (2019)
Siddique et al. (2016)
Basu and Das (2016)
Bhat et al. (2022)

An et al. (2019)

Hanusch (2013)

African Development Bank (2018)
Asian Development Bank (2012)

ILO et al. (2015)

Herman (2011)

Islam and Nazara (2000)
Sodipe and Ogunrinola (2011)

Period of main sample

1991-2003
1990-1998

1972-2010
1991-2011

1970-2017

2009-2019

1992-2008
1992-2019
1980-2015
1969-2000
1970-2004
1960-1999
2000-2017
1970-2015
1977-2011
1991-2019
1981-2015

1997-2011

2000-2014
1991-2011
1991-2014
2000-2010
1977-1996
1981-2006

Region
Worldwide

Europe (transition
economies)

South Asia
Worldwide

Middle East

South Asia

Africa
Middle East
Worldwide

Europe, North America

Europe
Worldwide
Worldwide
South Asia

Asia, North America

Asia
Worldwide

Asia

Africa

Asia, South Asia
Worldwide

Europe

Asia

Africa

Sample coverage
Economies
160 countries

Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Poland,
Romania, Russian Federation, Slovakia, Slovenia, Ukraine

India
90 developing countries
Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, United Arab
Emirates
Afghanistan, Bangladesh, Bhutan, India, Maldives, Nepal,
Pakistan, Sri Lanka

Ethiopia, Ghana, Mozambique, Tanzania
Jordan
29 advanced and 42 developing countries
21 countries
Italy
15 OECD countries
168 countries
Pakistan
India, United States
Kazakhstan
25 developing countries

China, Republic of Korea, Malaysia, Philippines, Singapore,
Thailand

47 African countries
45 Asian countries
G20 countries; advanced economies
EU countries
Indonesia
Nigeria

Source: World Bank.
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ANNEX TABLE A2.3.1 Baseline regression

Dependent variable: Change in employment ratio

(] 4 (5)
Female Non-agriculture Agriculture
Labor productivity growth -0.1192*** -0.1043*** -0.1308*** -0.0404*** -0.0797***
[0.0218] [0.0192] [0.0250] [0.0146] [0.0130]
Working-age population growth
Total -0.1937** -0.1210** -0.0730**
[0.0368] [0.0342] [0.0194]
Female -0.1879***
[0.0355]
Male -0.2520**
[0.0492]
Initial employment ratio
Total -0.0622***
[0.0124]
Female -0.0599***
[0.0101]
Male -0.0607***
[0.0189]
Non-agriculture -0.0512***
[0.0190]
Agriculture -0.0485***
[0.0146]
Constant 4.4334*** 3.4728*** 5.2174** 2.2074** 1.4587**
[0.7700] [0.5260] [1.4031] [0.6268] [0.4167]
Observations 2058 2058 2058 2058 2058
Numbers of countries 103 103 103 103 103
Adjusted R-squared 0.234 0.234 0.192 0.192 0.208
Year dummies Yes Yes Yes Yes Yes
Country fixed effects Yes Yes Yes Yes Yes

Sources: GGDC/UNU-WIDER Economic Transformation Database; International Labour Organization; Penn World Tables (database); WDI (database); World Bank.

Note: *** p<0.01, ** p<0.05, * p<0.1. Robust standard errors reported in brackets. Small states are excluded from the sample. Country fixed effects and year dummies are included. Columns
show the regression results from panel regressions of the change in (1) total employment ratio (as a percent of working-age population), (2) female employment ratio (as a percent of the
female working-age population), (3) male employment ratio (as a percent of the male working-age population), (4) non-agriculture employment ratio (as a percent of the working-age popula-
tion), and (5) agricultural employment ratio (as a percent of the working-age population).
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ANNEX TABLE A2.3.2 Baseline regression: Robustness tests for total employment ratio

Dependent variable: Change in total employment ratio

(1) () (©) 4 (5

Baseline with
10-year averages

Baseline with
trimmed sample

All countries,

1960-2019 All EMDEs

Baseline

Labor productivity growth -0.1192*** -0.0527*** -0.1069*** -0.1671*** -0.0503***
[0.0218] [0.0114] [0.0211] [0.0151] [0.0191]
Working-age population growth -0.1947*** -0.2726*** -0.1882*** -0.2365*** -0.0896***
[0.0368] [0.0800] [0.0353] [0.0302] [0.0331]
Initial employment ratio -0.0622*** -0.0437*** -0.0696*** -0.0598*** -0.0783***
[0.0124] [0.0086] [0.0116] [0.0108] [0.0102]
Constant 4.4334*** 3.5284*** 4.8639*** 4.4522*** 5.2580***
[0.7700] [0.6423] [0.7126] [0.6673] [0.6820]
Observations 2058 6799 2447 2378 206
Number of countries 103 160 124 124 103
Adjusted R-squared 0.234 0.152 0.222 0.303 0.540
Year dummies Yes Yes Yes Yes Yes
Country fixed effects Yes Yes Yes Yes Yes

Sources: GGDC/UNU-WIDER Economic Transformation Database; International Labour Organization; Penn World Tables (database); WDI (database); World Bank.

Note: *** p<0.01, ** p<0.05, * p<0.1. Robust standard errors reported in brackets. Small states are excluded from the sample. Country fixed effects and year dummies are included. Columns
show the results from regressions of the change in employment ratios using different samples. Column (1), for the baseline sample, includes all emerging market and developing economies
(EMDEs) that are not small states during 2000—19. Column (2) includes all countries including advanced economies and EMDEs during 1960-2019. Column (3) includes all EMDEs during
2000-19. Column (4) includes all EMDE during 2000-2019, excluding those whose real output growth or employment ratio growth is in the top or bottom 1 percent. Column (5) includes

baseline sample using the 10-year average annual change in employment-to-working-age-population ratio as dependent variable.

(1)

ANNEX TABLE A2.3.3 Baseline regression: Robustness tests for female employment ratio

(2

Ao non:legr:':i:ﬁture
Labor productivity growth -0.1043*** -0.0387***
[0.0192] [0.0113]
Female working-age population growth -0.1879*** -0.1038***
[0.0355] [0.0342]
Initial employment ratio
Female -0.0599***
[0.0101]
Female non-agriculture -0.0481*
[0.0189]
Constant 3.4728** 1.6094**
[0.5260] [0.4880]
Observations 2058 2058
Numbers of countries 103 103
Adjusted R-squared 0.192 0.069
Year dummies Yes Yes
Country fixed effects Yes Yes

Sources: GGDC/UNU-WIDE Economic Transformation Database; International Labour Organization; Penn World Tables (database); WDI (database); World Bank.

Note: *** p<0.01, ** p<0.05, * p<0.1. Robust standard errors reported in brackets. Small states are excluded from the sample. Country fixed effects and year dummies are included. Columns
show the regression results from panel regressions of the change in (1) female employment ratio (as a percent of the female working-age population), and (2) female non-agriculture employ-
ment ratio (as a percent of the female working-age population).
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ANNEX TABLE A2.5.1 Regressions with correlates: Trade and access to finance
(1) (2 (4) (5)

Female
non-agriculture

ariables Number

(included one at a time) of obs. Total Female Non-agriculture

Trade-related variables

Total exports (percent of GDP) 101 0.0065 -0.0017 0.0123* 0.0249*** 0.0166***
Goods exports (percent of GDP) 100 0.0077 -0.0002 0.0133 0.0232*** 0.0151***
Services exports (percent of GDP) 100 -0.0149 -0.0171 -0.0119 0.0257** 0.0223

Finance-related variables
Credit to the private sector (percent
of GDP)

Number of commercial bank
branches (per 100,000 adults)

102 -0.0006 -0.0057 0.0036 0.0131*** 0.0083***

102 -0.0114 -0.0193* -0.0045 0.0224*** 0.0155***

Sources: GGDC/UNU-WIDER Economic Transformation Database; International Labour Organization; International Monetary Fund Financial Access Survey (database); Penn World Tables
(database); WDI (database); World Bank.

Note: *** p<0.01, ** p<0.05, * p<0.1. Small states are excluded from the sample. Table shows the regression coefficients from regressions of country fixed effects on a policy variable.
Columns show the regression results from panel regressions of the change in (1) total employment ratio (as a percent of working-age population), (2) female employment ratio (as a percent
of the female working-age population), (3) male employment ratio (as a percent of the male working-age population), (4) non-agriculture employment ratio (as a percent of the working-age
population), and (5) female non-agriculture employment ratio (as a percent of the female working-age population). Policy variables are taken as the average over 200019 and are included
one at a time in the regression.

ANNEX TABLE A2.5.2 Regressions with correlates: Firm characteristics and constraints

(2 (4) (5)

ariables

(included one at a time) Female

Female Non-agriculture

non-agriculture

Average establishment size
(Bento and Restuccia 2021)

Manufacturing 60 0.0157 -0.0024 0.0278 0.0493** 0.0293**
Services 55 0.2019*** 0.0293 0.3292*** 0.3287*** 0.1629***

Product market regulation index (EFW)

Overall index 103 0.0779 -0.0929 0.2105 0.3089*** 0.1666**

Bureaucracy cost 103 0.0827 0.0412 0.1003 0.2491*** 0.2071***

Impartial public 103 -0.0181 -0.0256 -0.0198 0.1436*** 0.1348***
Labor market regulation index (EFW)

Overall index 103 -0.0474 -0.0400 -0.0662 0.1265* 0.1086

Labor regulations and minimum wage 103 0.0781 0.0192 0.1199** 0.1658*** 0.1136™**

Firms identifying major constraint in
(percent of firms, Enterprise Survey

Tax rate 95 -0.0134*** -0.0132** -0.0127*** -0.0069 -0.0065
Tax administration 95 -0.0134** -0.0146** -0.0106** -0.0102* -0.0099
Access to land 95 -0.0037 0.0004 -0.0060 -0.0270*** -0.0233***
Political instability 95 -0.0108** -0.0155*** -0.0053 -0.0072** -0.0107***
Corruption 95 -0.0094* -0.0152*** -0.0021 -0.0056 -0.0083*
Access to finance 95 -0.0032 0.0036 -0.0086* -0.0200*** -0.0150***

Source of finance for firm working capital

(percent of working capital, Enterprise
Internal fund 95 0.0054 0.0075 0.0032 -0.0179*** -0.0184**
Banks 95 -0.0020 -0.0085 0.0025 0.0416*** 0.0364***

Sources: Bento and Restuccia (2021); GGDC/UNU-WIDER Economic Transformation Database; International Labour Organization; Penn World Tables (database); WDI (database); World
Bank; World Bank Enterprise Survey (database).

Note: *** p<0.01, ** p<0.05, * p<0.1. Small states are excluded from the sample. Table shows the regression coefficients from regressions of country fixed effects on one policy variable.
Columns show the regression results from panel regressions of the change in (1) total employment ratio (as a percent of working-age population), (2) female employment ratio (as a percent
of the female working-age population), (3) male employment ratio (as percent of the male working-age population), (4) non-agriculture employment ratio (as a percent of the working-age
population), and (5) female non-agriculture employment ratio (as a percent of the female working-age population). Policy variables are taken as the average over 200019 and are included
one at a time in the regression. A higher product market regulation index (EFW) indicates less burdensome regulations.
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ANNEX TABLE A2.5.3 Regressions with correlates: Worker characteristics and protection of women’s rights

(2 (4) (5

Female
non-agriculture

Variables
(included one at a time)

Female Non-agriculture

Education-related variables

Literacy rate (percent of people 15+) 99 -0.0033 -0.0083* 0.0004 0.0222*** 0.0163***
g‘;‘;{f;’;";”égxg)e”d““re on education 4 -0.0949" -0.1079 -0.0862 0.0908* 0.0766*
f;fefZE:rfczd;C;‘gggn%zfy(f:éTjiﬁ}?:the) 97 0.0358* 0.0005 0.0648*** 0.0646*** 0.0398***
Women, Business and the Law (WBL)
Overall index 103 0.0062 0.0252*** -0.0124 0.0048 0.0223**
Entrepreneurship 103 0.0021 -0.0010 0.0042 0.0148*** 0.0125***
Mobility 103 0.0035 0.0135%** -0.0060 -0.0000 0.0084***
Workplace 103 0.0036 0.0088** -0.0016 0.0010 0.0065**
Pay 103 0.0040 0.0112% -0.0029 0.0019 0.0083***
Marriage 103 0.0059 0.0155*** -0.0040 0.0042 0.0123**
Assets 103 0.0052 0.0130*** -0.0031 0.0068** 0.0139***

Sources: GGDC/UNU-WIDER Economic Transformation Database; International Labour Organization; Penn World Tables (database); WDI (database); World Bank; World Bank Women,
Business and the Law (database).

Note: *** p<0.01, ** p<0.05, * p<0.1. Small states are excluded from sample. Table shows the regression coefficients from regressions of country fixed effects on one policy variable. EFW
refers to the Fraser Institute’s Economic Freedom of the World index. Columns show the regression results from panel regressions of the change in (1) total employment ratio (as a percent of
working-age population), (2) female employment ratio (as a percent of the female working-age population), (3) male employment ratio (as a percent of the male working-age population), (4)
non-agriculture employment ratio (as a percent of the working-age population), and (5) female non-agriculture employment ratio (as a percent of the female working-age population). Policy
variables are taken as the average over 2000-19 and are included one at a time in the regression. A higher value of each policy variable indicates a more flexible labor markets, better and
more equal education outcomes, and more legal protection of women'’s rights.
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South Asia is expected to continue to be the fastest-growing
emerging market and developing economy (EMDE) region over the
next two years. This is largely thanks to robust growth in India but
growth is also expected to pick up in most other South Asian
economies. However, this growth pickup in the near term is reliant
on the public sector whereas private investment, in particular,
continues to be weak. Efforts to rein in elevated debt, borrowing
costs, and fiscal deficits may eventually weigh on growth and
limit government’s ability to respond to increasingly frequent

climate shocks.

Yet, the provision of public goods is among the most effective
strategies for climate adaptation. This is especially the case for
households and farms, who tend to rely on shifting their efforts to
nonagricultural jobs. This is a less effective adaptation strategies
in part because opportunities to move out of agriculture are
limited by the region’s below-average employment ratios in the
nonagricultural sector and for women. Because employment
growth is falling short of working-age population growth, the
region fails to fully capitalize on its demographic dividend. Vibrant,
competitive firms are key to unlocking the demographic dividend,
robust private investment, and workers’ ability to move out of
agriculture. A range of policies could spur firm growth, including
improved business climates and institutions, the removal of
financial sector restrictions, and greater openness to trade and

capital flows.
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