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1. Growth PERFORMANCE and the BUSINESS CLIMATE   

A. INTRODUCTION

1.1 This chapter explores Thailand’s economic performance both from an aggregate perspective and from a firm-level perspective. In the first part of the chapter, we analyze past trends in Thailand’s aggregate growth performance through a growth decomposition exercise and project possible future growth paths. The second part of the chapter uses the firm-level data from the PICS survey to: (i) examine the investment climate in Thailand with an emphasis on comparisons to neighboring countries in East Asia; (ii) estimate measures of firm performance, and; (iii) relate firm performance with the investment climate.

1.2 The first part of this chapter shows that Thailand’s very rapid growth has been driven by high rates of capital accumulation. TFP contributions to growth have been relatively modest. TFP growth contributed an average 1.6 percent per year to the growth of output compared with four percentage points from capital accumulation and 1.6 percentage points from employment growth. Additionally, TFP growth has been strongly linked to the reallocation of labor from agriculture into higher productivity industry and services. The 1997-1998 financial crisis had a large and long-lasting impact on the rates of capital accumulation in Thailand, which remain until the present day far below the average of the pre-crisis years.

1.3 The nature of Thailand’s growth has changed substantially in recent years. It no longer has a particularly high rate of capital accumulation; rather growth is being driven by the increasing employment of its large reserves of underemployed labor in the rural sector. However, as competition from neighboring countries in low-skills manufacturing increases, it is likely that future demand for UL will decrease, unless two sets of actions are taken: (i) upgrading the skill levels of the workforce to sustain the shift of workers from agriculture to industry and services; and (ii) promoting TFP growth. 

1.4 Improving the business climate is key to increasing TFP and the competitiveness of the Thai economy. The second part of this chapter shows that the Thai business climate is good by international standards. In particular, it is better than that of neighboring countries in East Asia (with the exception of Malaysia). However, Thai manufacturing firms still face three binding constraints to their operations and growth: skill shortages; regulatory burden; and infrastructure. In terms of regulatory and bureaucratic burden, the time to clear imports from customs and labor regulations are dimensions on which Thailand performs weakly relative to neighboring countries. Thai firms experience a large degree of uncertainty associated with the time needed to obtain licenses, permits and authorizations. However, Thailand performs quite well on other aspects of the bureaucratic burden, such as the time to clear customs for exports. Infrastructure is a severe business constraint for Thai firms. Thailand performs particularly weakly on electricity- and phone-related indicators such as the frequency of power outages and telephone interruptions and the delay in obtaining electricity or phone connections. 

1.5 In Thailand, older firms are more productive than younger firms. Larger firms are significantly more productive -- in terms of labor productivity and TFP -- than small firms. Exporters and foreign-owned firms perform much better than, respectively, firms that sell only in the domestic market and domestically-owned firms. Firms that use more computer-controlled machinery are more productive than firms that use little or no such machinery. 

1.6 Business climate constraints have a disproportionate effect on the best-performing firms. Skill shortages are a main obstacle to operations and growth of all types of firms in all regions and all industries. Large firms, exporter firms, foreign-owned firms and firms using more computerized machinery are more constrained by regulation in their operations than other firms. These regulatory impediments are particularly harmful given that these firms are also the best-performing firms in the Thai economy. The potential benefits from relaxing the skill constraints are very large in most industries, averaging 15 percent of sales.

The Aggregate Growth Performance in the Thai Economy

1.7 Thailand’s economy has achieved very high rates of growth over the past quarter century, an average of six percent per year from 1977-2003 and an even higher eight percent rate in the years prior to the 1997-98 crisis.  As with most of East-Asian economies, growth has been dominated by high rates of capital accumulation.  Improvements in TFP have been largely due to shifts of labor out of agriculture into higher productivity industry and services.  This growth performance was severely disrupted by the 1997-98 financial crisis, which had a very large impact on rates of capital accumulation.  Six years after the crisis, rates of capital accumulation remain far below the average of the pre-crisis years.

1.8 A simple growth accounting exercise, which is described more fully in the appendices, suggests increases in the factor inputs, capital and labor have made the largest contributions to growth.  That is evident at the level of the total economy in Figure 1.1 and Table 1.1.  In the period prior to the financial crisis, TFP growth contributed an average 1.6 percent per year to the growth of output compared with four percentage points from capital and 1.6 percentage points from increased employment.  Improvements in labor quality, as measured by gains in educational attainment, represent a relatively minor source of growth, 0.3 percent per year.

1.9 It is also evident from Figure 1.1 that the financial crisis has had a large and long-lasting impact on the economy.  The growth rate recovered after 1998, but the 1997-98 output losses appear to be long-lasting.  Labor productivity did not return to its pre-crisis level until 2003.  The growth of TFP has been relatively strong in the 1999-2004 period, but some of those gains are undoubtedly cyclical, and the cumulative level is still below the 1996 peak.  As shown in Table 1.1, the contribution of capital accumulation is very much reduced. 

	Table 1.1. Sources of Growth, 1977-2004

	Average annual percentage rate of change

	
	Total Economy

	Component
	1977-2004
	1977-1996
	1999-2004

	
	
	
	

	Real Output Growth 
	6.0
	7.7
	5.0

	
	
	
	

	Contribution of:
	
	
	

	Labor
	1.8
	2.0
	1.9

	Employment
	1.4
	1.6
	1.4

	Quality
	0.4
	0.3
	0.4

	
	
	
	

	Capital
	3.1
	4.0
	0.9

	Land
	0.0
	0.0
	0.0

	
	
	
	

	TFP
	1.0
	1.6
	2.1
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Figure 1.1 Sources of Growth in the Total Economy,

1977-2004

1

2

3

4

5

6

1975

1980

1985

1990

1995

2000

2005

Year

Index

Total

Employment

Capital

TFP

Labor quality


1.10 The aggregate pattern of factor-intensive growth is broadly replicated at the sector level.  Agricultural output growth has averaged only about 3 percent annually, and about two-thirds of the growth can be traced to increased capital (Table 1.2).  The gains in employment and TFP have both been very small.  Growth has been most rapid in the manufacturing sector where increased capital and labor were the primary contributors.  The contribution of TFP growth averaged 1.6 percent per year in the 1977-96 period; but nearly all of those gains were achieved prior to 1990.  TFP within manufacturing fell sharply during the financial crisis, but has expanded rapidly in the last three years.  However, those gains are more than offset by a collapse of capital investment.  The contribution of capital in manufacturing has declined to less than a fifth of its pre-crisis rate.

	Table 1.2. Sources of Growth,  Major Sectors, 1977-2004

	(average annual percentage rate of change)

	
	Agriculture
	
	Industry

	Component
	1977-2004
	1977-1996
	1999-2004
	 
	1977-2004
	1977-1996
	1999-2004

	
	
	
	
	
	
	
	

	Real Output Growth 
	2.9
	3.3
	3.2
	
	8.0
	10.2
	6.3

	
	
	
	
	
	
	
	

	Contribution of:
	
	
	
	
	
	
	

	Labor
	0.4
	0.5
	0.1
	
	2.7
	3.5
	2.9

	Employment
	0.2
	0.4
	-0.1
	
	2.3
	3.2
	2.7

	Quality
	0.2
	0.1
	0.2
	
	0.4
	0.3
	0.4

	
	
	
	
	
	
	
	

	Capital
	1.9
	1.9
	1.6
	
	4.7
	6.1
	1.2

	Land
	0.0
	0.1
	0.0
	
	n.a.
	n.a.
	n.a.

	
	
	
	
	
	
	
	

	TFP
	0.5
	0.7
	1.4
	
	0.4
	0.4
	2.0

	 
	 
	 
	 
	 
	 
	 
	 

	
	Manufacturing
	
	Services

	
	1977-2004
	1977-1996
	1999-2004
	 
	1977-2004
	1977-1996
	1999-2004

	
	
	
	
	
	
	
	

	Real Output Growth 
	8.4
	10.2
	6.6
	
	5.4
	7.3
	4.2

	
	
	
	
	
	
	
	

	Contribution of:
	
	
	
	
	
	
	

	Labor
	2.8
	3.2
	2.9
	
	3.6
	3.5
	4.6

	Employment
	2.4
	2.8
	2.6
	
	2.9
	3.1
	2.7

	Quality
	0.4
	0.4
	0.4
	
	0.7
	0.4
	0.7

	
	
	
	
	
	
	
	

	Capital
	4.1
	5.4
	0.8
	
	2.5
	3.2
	0.6

	Land
	n.a.
	n.a.
	n.a.
	
	n.a.
	n.a.
	n.a.

	
	
	
	
	
	
	
	

	TFP
	1.2
	1.3
	2.7
	 
	-0.7
	0.5
	-0.9


1.11 The service sector has had the lowest rate of growth in both labor productivity and TFP, and it was the most severely affected by the financial crisis.  Labor productivity fell sharply after 1996, and the 2004 value is still 20 percent below the 1996 peak.  The decline in TFP is an even-larger 25 percent.  It is also interesting to note that improvements in educational attainment are heavily concentrated in services; both agriculture and manufacturing rely on relatively UL.

1.12 Finally, an important aspect of Thailand’s growth experience is that the improvement in labor productivity and TFP at the level of the total economy far exceeds the gains within the individual sectors.  For example, the average annual increase in TFP across the agriculture, industry and service sectors, weighted by value-added (VA), was 0.5 percent in the 1977-96 period, compared with the aggregate improvement of 1.6 percent.  The contrast is even larger in the 1999-2004 period, when the weighted average gain was 0.6 percent per year compared with a gain at the aggregate level that averaged 2.1 percent.  The difference can be traced to the gains from reallocation of resources; largely the movement of labor out of agriculture, where it is still highly redundant, into industry and services.  Labor productivity in agriculture is only about one fifth of the level in the nonagricultural sectors. 
1.13 Regional Comparisons.  As shown in Table 1.3, Thailand’s aggregate growth performance has been very typical of the East-Asian economies.  The methodology used to construct the growth accounts differs slightly from that of Table 1 because most other countries do not have a detailed employment survey comparable to that of Thailand, and the contributions to growth are based on fixed factor shares.  Still, Thailand is very much in the middle of the group with respect to growth in both labor productivity and TFP.  Thailand’s rate of growth of TFP, however, has been more rapid than its neighbors in the years before and after the financial crisis.  In the years before and after the crisis, the rate of TFP growth in Thailand appears to have been slightly higher than neighboring countries.  While the gains in education have been comparable with other countries, the overall level of educational attainment in Thailand is still quite modest relative to strong-performing countries, such as Korea and Taiwan.
	Table 1.3. Sources of Growth in East Asian Economies, 1975-2000

	(average annual percentage change)

	 
	 
	 
	Contribution of:

	 
	Output 
	Output per
	Physical
	 
	Factor

	Region/Period
	 
	Worker
	Capital
	Education
	Productivity

	China
	8.8
	6.9
	2.5
	0.4
	3.9

	Indonesia
	5.8
	3.0
	2.4
	0.5
	0.0

	South Korea
	7.3
	4.8
	3.0
	0.7
	1.1

	Malaysia
	6.9
	3.7
	2.2
	0.6
	0.9

	Philippines
	3.0
	0.2
	0.8
	0.4
	-0.9

	Singapore
	7.7
	4.4
	2.1
	0.5
	1.8

	Thailand
	6.5
	4.1
	2.1
	0.5
	1.4

	Taiwan
	7.8
	5.5
	2.6
	0.4
	2.4

	Source: Bosworth and Collins (2003)


	
	
	


1.14 Implications for Future Growth.  The nature of Thailand’s growth has changed substantially in recent years.  It no longer has a particularly high rate of capital accumulation and it is still faced with significant problems in the financial sector that limits the potential for output and productivity gains.  It does have large reserves of underemployed labor in the rural sector, but it will face increasing competition in low-skills manufacturing.  This suggests the need to place increased emphasis on upgrading the skill level of the workforce as a means of sustaining the shift of workers from agriculture to industry and services.

1.15 From a supply-side perspective, Thailand should be able to sustain a high rate of growth in future years.  Labor force growth will be about two percent per year, and improvement in education and skills would augment that by 0.8 (low) to 1.2 (high) percent annually.  Furthermore, if the incremental employment growth is concentrated in industry and services, gains from reallocation should continue to contribute to TFP growth in the range of 1.5-2 percent annually.  A simple growth model framework suggests a sustainable output growth rate (y) of :

y = h +a/(1- α),

where 
h = growth of  the quality adjusted labor force,

           a = rate of TFP increase, and

     (1-α) = labor’s share of total income.

The labor share within the total economy averaged 56 percent in 2000-2004, suggesting a future sustainable rate of output growth of 5.5 (low) to 6.8 (high) percent annually.

1.16 Sustained output growth, however, requires a matching rate of capital accumulation.  In recent years, the capital-output ratio has averaged about 2.7 and the implicit rate of capital depreciation is 5.5 percent per year.  That suggests that sustained output growth of 5.5 to 6.8 percent would require a gross investment rate in the range of 29.5 to 33.2 percent.  That rate is below the 34 percent average of 1977-96, but substantially in excess of the 22 percent rate of 2004.

1.17 Given the underemployment of workers in agriculture, Thailand should be able to achieved even higher rates of employment growth in the non-agricultural sector through worker re-allocation across sectors.  However, the limiting factors are likely to be the skill levels of the workers and the high required rates of capital accumulation.  In recent years, Thailand has experienced a significant decline in domestic rates of saving, and sharply higher rates of capital formation may require reliance on foreign capital inflows.
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