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Interim A ssessment of the
Ec onomi c Impact of Cluster
Initiatives

The Conpetitiveness Initiative (TA) project inSri Lanka began organi zi ng i ndustry cluwsters
and devel opi ng i ndustry strategies at the end of 1999. Since then, IBAIDprojects inmany
other countries have also pursued the cluster concept to promote conpetitiveness and
encourage private sector developnent. Despite its popuarity, this approach remains

controversial. Eventoday, little evidence existsonthe econonic inpact of cluster initiatives as
an effective form of aid intervention to promote economic devel opnent. As Mchael Porter

recently wrote, “ve have surprisingly little systematic knowedge of these initiatives, their
structure, andtheir outcones.” !

The design of TA and its performance indicators focused on process criteria. Noretheless,

USAIDi s nowri ghtly asking about the econonic inpact of the cluster initiatives. Have they
delivered substantial benefits for the economy of Sri Lanka? Are the berefits sufficient to
jwtify using foreign assistance resources for this purpose? Are particular cluster activities

especially successful, suggesting lessons toimprove the design of competitiveness projects?
This paper summarizes the main findings of a recent report to USAID/Cbl onbo, which
sought to ansver these questions by assessing the prospective economic inpact of

conpetitiveness initiatives undertakenby eight cluster groups that have been organi zed and
supported by TA.?

1 FromPorter’ s Forevord toSdl vell, Lindpist and Ketels, The Qupeti tiveress I tiative Geenbook, Cothenburg
Uni versi ty, Septenber 2003, p.5. This vol une reports resul ts of survey evi dence on238 clusters vorl dw de.
Evenw ththe survey resul ts — agai nquoti ng Port er — “data lintatiors preclude definitive findi ngs regarding
the perfornance of clwster initiatives.”

2 The cluster groups are rubber, teatourism, spices, gens andj evel ry(G &]J), coir, ceramcs, andinfornation
and conmuni cati ons technol ogy (ICT). The present analysis is basedoninfornat ion conpiled during field
work i n Gl onbo i nNovenber 2003. The anal ysi's al so draws heavi 1 yonexpl orat or ywor k conduct ed by
AndrewWarner and Miureen Hrrington, | . E AstinAssociates, April 2003; hereirafter referredtoas
Warner and Hrri ngt on (2003).



Methodol ogy

The concept of “economicinpact” used here is derived from standard methodol ogy for t he
economicevaluation of devel opment prgjects. Impact is definedas the expectedpresent val ue
of additional et income3 generateddirectly by TA cl uster initiatives. The anal ysisfocuses on

inpacts that satisfy threescreeningcriteria:4

Highly probable. The anal ysis only incl udes activitiesthat are at anadvanced stage of
pl anni ng and have a hi gh probability (>.75) of beingimplementedw thin12to24 nont hs.
Theestimated present val ue of net income is discounted tothe e xtent that implem entation

isuncertain.

Attributable. Akey objectived field interview s was to determine the extenttowhich the
role of the T cluster vas critical inprodud ngthe economicberefits or accel erating the
realizationof berefits. Thea nalysis excludes activities that arelikely tohave been pursued
through ot her charnel s. Also, theinpact esti nates are di scountedfor the possibility that
similar outcones coul d have occurred wi t hout TA support.

Quantifiable. The anal ysis only covers a ctivities for vhichthereis asoundbasis for i mpact
cal culati ons based oninf ormationfrom cluster coordinators,cl uster members,strategy
documents, roadnmaps, business plars, feasitility studies, anddata conpil edby Warner
and Hirri ngt on (2003).% Impact estimatest hat woul d requi re a host of suppositions are

excl uded.

The net hodology unavoi dably applies amixture of neasure ment and j udgnent. As far as
possible, thejudgnents anddata adj ustnent s err on the conservative side. Also, theanal ysis
islimitedto direct effects of the cluster activities. It does not include inter- indstry 1inkages,
multifier effects, or dynamic berefits that may ariseasi nvestorsa nd producers in the future
respond t o higher profit margins or newnar ket opportunities. All of theserestrictions ensure
that the estimates represent a lower bound on the net economic impact of TA cluster

initiatives.

The resul ting inpact estimate is thenset against the cost of UBAID support, givin ga 1 ower-
bound benefi tcost ratio for the overll portfolio of TA cluster initiatives—in terms of
quantifiablei mpacts. It is i mportant toe mphasize the portfolio concept. Like a venture capital
operation, one nust expect thatsoneinitiativeswill bebigwinners, some will yiel dnoderate
or lowreturns, andsome will yieldnothing, This is exactlywha thappened with TA. After
thefact, it iseasy to pinpdn tthe best i nvestments, but itisi mpossile topredict at the outset

3 Net income far e ach periodisthe prospectiveircrease inrevenue le sscapital and current costs, at constant
2003 pri ces. The aral ysis uses ad iscount rate of 15percent, whichistaken as therisk-adjusted t hreshdl d rate
ofretur noncapital.

‘f  uster activiti es vere al so excl udedi f the economic impact appearedt o bevery smal.

2 Because of tight timeconstrairts, the assignment did not include independent compilation of primarydata.
F gures compiledbyWar ner andHrrington 2003) vere re<chec ked wlere possibl e, andin some cases
dtered on the bassis d m ore recent i rformati on

vhichof the clusters or a ctivitieswill producel arge berefits. Investingina diversifiedset of

clusterinitiativeactivitiesis theref oretheb eststrategy to maximizer et umrelativetorisk

EconomicInpact of TA A uster Initiatives

From field interviews andareviewof TA documents, eight m ajor cluster activities were
selected for a nalysis based onthe established screeningcriteria: a high probability of near-
term realization, clear attribution to Td, and adequate data for quantification This section
describes six other cluster initiatives that are highl y probabl e and cl early attributable to TQ,
but forwhichdataare not sufficient tosupport a nimpact estima te. This sectiona Iso describes
10 other cluster activities at various stages of devel opment that have the potential to adda
substantial economic impact tothe program.

QUANTIFIABLE ECONOMICIMPACTS

Expandi ng Natural Rubber Suppl i es—Moneragal a Program

A major outcome d the rubber clusteris a program to expand production of natural rubber
by opening a large area in Mheragala, the nost impoverished region in Sri Lanka.® The
program isnot i vatedby the fact that r ubber productioninSri Lanka has declinedfrom more
than 156,000 mt in the late1970s to about 86,000 mt i n 2001, and no newlandis availa Hein
them aing row ng areas. At the same time, aconpetitive rubber manufacturingindustry has
emerged. Faced wth declining domestic suplies, some nanufacturers have considered
moving operations overseas or relying on imported raw materials. Only after the rubber
clwster was organi zed through TA di d t he i ndustry consider upstream investmentin rubber
productiontoensure domestic supplies.

The Mbneragala regionis vell-suited for rubber, yet no major investnent has been nade
because of the renate locationandearlier civil disorder. The newprogramaims to estalish
40,000 hectares of plantings over a 10- year period. This will inrease rubber production by
78,000mt, ornore than$70 millionperyear. The program will createj obs for 77,000peopl e in
plantations and factories. The requiredinvestment of $100 milionis to ke financed by naj or
investors ona commercial basis. The governnent has acritical role irallocatingstate landfor
the plantations, inpl ementing the planned southern hi ghway and the Hinbantota port
project, underwiting rubber reseach, and supporting smallholder cultivation Although
finarcing is not yet lockedin, indstry leaders are c ommitted to realizing the investnent.
According tothe TA feasibility study, the real rate of return isbetween 19 and 36 percent,

6 “Connedi ngto Growth SriLanka’s Po verty RedudionStrateg y;” Part Iof Government of Sri Lanka,
Regnining Sri Lanka: Visionand S trategy for Acceleratirg D evel opment, Tecember 2002.



depending on intercropping, so the investment is fundanentally viable. The main
ucertainty (as of Novenber 2003) is whether the governnent will approve the lease of land.
In arecent meeting, however, the Mnister of Lands i ndicated that he w11 i ndeed approve the
industry’s proposal .

This program is fuly attributable to thework of the rubber cluster and technical assistance
through TCL Indeed, there is good reason to believe that a collabarative approach was
essential. Opening arenote region woul d be difficdt forany single investor becawe of the
infrastructure costs. Also, clwster support gave the industry a stronghandinobtainingland.

To be conservative, the benefit calcdationassunes 2,000 hectares of planting per year, but
otherwse uses firarcial projectiors from the feasibility study. Cn this basis the program
yields anestinated present val ue of net addi tional incone (capital andlabor) of $120 million.
To adjust for uncertainty about implementation, the berefits are dis counted by 20 percent.
Given the declining trend in rubber production and firming of rubber prices, a comparaie
program might have emerged throughother channels. Fence, only the first five years of
plantings are attributed here to TA. After these ad wstments, the present value of net
addi tional incone fromt he programis $7 million

UWpgrading Grepe Rubber Exports (Lankaprene)

The rubber cluster has pursued a program toupgrade the quality of crepe rubber exports and
to forge new links withcustomers in theUnited States for the higher grade product, called
Lankaprene. An or der was recently received at a price of $2 per kg, whichis $0.80nore t han
the prevailing price for traditianal crepe. The market is virtwlly assured because themain
conpetition—synthetic crepe—sells far $3 to $4per kg Gipital costsand operating costs for
the upgrade are 1 ow so nost crepe factories arelikely to convert to the newprocess. Within
two pars, Lankaprene production should reach 20,000 kg, generating US$16 million in
addi tional export earnings.

The Lankaprene story is entirely an ouicone of the rubber cluster. The program energed
from clwster discussions a bout rubber sector strategy, and has been carriedout wtha strong
inpetus fromTd in the formof technical assistance and a trip to Akron, Chio, to meet
potential customers. No similar devel opment was under corsideration through other
chanrels. Yet Lankaprene is so profitablethatthe possibility cannot be ruled out that naj or
players mi ght have pursued this i nnovation at their own expense or throughother channels.
The cluster chair acknowt edged this,but enphasized that without TA “it woul d have taken
ma nymo reyears, at best.”8

7 Thefessikilitystudy includes projections far intercroppingwth sugar, pepper, ard bananas.
Intervi ew Novem ber 20,2003.

To quartify the economic impact, the amalysis uses conservative assunptions about the

vol unme of Lankaprene exports, and limits the berefits to 5 years on grounds that a

conparabl e i nnovation might have arisen beyond that time frame throughother channels in
response to the profit opportunity. This gives an estimated present value of additional net
earnings of U S$31 mllion After discounting (by 10 percent) for uncertairty about the supply

response, the adj ustednet present val ueis 28 million

The berefits nayextend nore wi del y because the enhancement of value at the processing
stage may stimulate greater demand for natural rubber. Presently, crepe producers rely on
latex from their ownpl antations. Now, sone of the proessors arelikely to seek other sources
of supply. The added conpetitionshould increase latex prices and berefit rubber producers
gererally, ircludi ng s md 1 hol ders. Inthe long run, hi gher profit margns shoul dal's o stimu late
investnent increpe processingfacilities and rubber plantations. Theberefit calcdation does
ot include these indirect eff ects.

Wgrading Gnstone Quality (GnLab)

In2002, Sri Lanka exported $86 nillionw orth of gems, excluding dianonds. To enhanceth e
val ue of these exports, onem ajor initiative ofthe gem andj evel ry (G&]J) clusteris toestalish
aninternationally accredi tedlabaratory in SriLanka to certify the value, quality, andorigin of
gemstones. This process can add 10 percent or more to the value of the stones? Presently,
gens are sent by cowier to expensive overseas labs or to intermational trade shows for
certification Because of the high costs involved, only a small fraction of the exports are
certified The GmLab business plan, devel opedthrough TA, indicates that a local fadility
equi ppedtointernational standards could certify stonesat acost of $0 each. Atthis price the
process would pay off for about 25 percent (by value) of the gems that are nowexported
without certification If all of the sutable stones were to be certified, the value of genstone
exports voul d riseby rearly $2 million per year.!? Inaddition, thelabwill allow ge mtraders
to reduce their working capital costs, whichare a large component of the cost structure,
because certification will be faster and certified gens sell nore quickly. This initiative is
totally attributable t o the G clusterand the technical support providedby TA.

Using conservati ve assump tions about the utilizationrate for the G emLab and cost estimates
from the business plan, the present value of a dditional net income from the enhancement of
genstone value is $ million (This estimate des not include the reduction in the cost of
working capital.) For this analysis, the probahility of implementation is estimated at 75
percent. This gi ves anadj ustednet present val ue of $2.2million.

% War ner and Hir rington (2003).
Thefigures are d eri ved fro mdatain the Ceylon Gem Testing Center Business Plan( 2003).



Energy st Savings for the @ramics Industry

Only ore clwster initiative resulted ina “quick wn”—a reduction in energy costs for the
ceramicscluster. The cluster negotiated with Shell G asa 5 percentvolume rebateon liquefied
petrol eum gas (LPG) consumption The full rebate was applied to companies purchasing at
least 150 tons of gas per nonth, withlower di scounts f or smadle r custoners. Shell alsoagreed
to adopt a tansparent pricing brmula, assuring the industry that subsequent price
adj ustnents woul d reflect market conditions, not monopoly power. Subsequertly, a local
conpany was licersed to compete withShell, and the cluster used this leverage to obtain
anot her 7.5 percent di scount

Warner andHrrington (2003) estima te that energy costs account, onaverage, for 20 percent
of the supply price of ceramic exports, which totaled $42 millionin 2002. Based on these
figures, the indwstry is saving j ust over $ 500,000 per year on energy costsasa result o the
LPG discounts. The present val ue of the cost savings over a5 year periodis $1.8 million

Theinitial rebate vas fully acluster outcome, but the second- round di scount wassparkedby
the entry of a conpeting supplier. Larger companies woul d probably have obtained at least
some of thisbenefit ontheir own. Thus, theimpact analysis assunes that 100 percent of the
initial rebate is a TA benefit, but only 50 percent of the second discount. Wth this

adj ustrent, th e present val ue of the cost savings is $1.2million.1

Other Quantifiable Inpacts

Four TA cluster activities satisfied the screenin gcriteria but yiel dless substantial berefits, at
least intems of what canb e quantifiedat this time.

FINANCING AN ECOLODGE

The tourism clusteris devel oping eco- tourismas a newproduct to broaden themarket and
increase expenditure per tourist. To test this narket and establish best practices for further
devel opnents, six cluster me mbers have committed 900,000 tofinance an Eol odge abut ting
the Sinharaj aBi osphere Reserve. The total investnent is estimatedat $1.6 milliay ircluding
800,000 for t he val ve of 1a nd conveyed by the tea plantation where the lodge is to be built.
The bal ance, if necessary, will be financedby a 1 oan. USAID/AEP has agreedtoleverage the
private investnent witha $ 900,000 grant for research that will be conducted in conj unction
with the Feolodge. This project is entirely attributable to the cluster initiative andtechni cal
assistance provided by TCI. Based on tle feasibility study, the present value of the

11 There are two i neresting i ndirect effects, which workin oppose diredi ons. First, after the ceramics clste r
regotiated avol ume rebate, Shell extended the same dedt o other bul k purchasers of LPG. This outcome
imgies that the overall berefit to the ecoromy is greater than the benefit to the clster al one. But, the price
reductionis e ssentiadlya trarsfer fromthe supdiert o the customer, ard the supdier, Shdl, is halfo wred by
the government Thus, half the benefit to LPG customers is a lossa ccruing to the Treasur y, nota real resource
saving forthe economy.

prospective net economic berefit is $680,000. Discouting this figure by 20 percent for
uncertainty about imp lementationgives an estinatednet present val ue of $540, 000.

UPGR ADING T HE MARK ET FORCOIR

The coir cluster has arranged to have Sri Lankan cair fiber and products tested in European
and American laboratories. The tests in Europe have been completed The objective is to
penetrate European narkets for industrial applications such as biodegradable padding for
autonobi ] es. Testing in thelhi tedStates will takefdace in2004 to certify the characteristics of
the fiber. Thereafter, Sri Lankancoir canbelistedas an approved material for ercsion control
mattinginroadandtr ansport projects invarious states. As aresult, 1 ow val ue fiber exports to
China wll be diverted to higher- value exports of fiber and nats to the United States. This
devel opnent is unambiguowsly attributable to the coir cluster and supporting technical
assistance through TCI. Looking only at the US. narket, for which volume and value
estimates could be obtained, the initiative isexpected t o enhance the present value of net
incone for Sri Lankan p roducers by $630,000. @scourting this by 20 percent for the fact that
imp lementationis not yet c ertain,t he adustedinpact is $500, 000.

DEVELOPING ATEA COLOR SEP ARATOR

The tea cluster has been working with the University of Mbratuva to develop a locally
producedcol or separation nmachine that canbeused to upgrade thequality of teasuppliedt o
the auwction Presently, the onl y available col or se parators are imported atacost of a bout Rs 10
million, whichlimits their use. The target price for the locally produced separator is Rs 2
million. At this price, theindustry isexpected toabsorb250 addi ti onal machi nesover a5 year
period Each one will process an estinated 2000 kg of tea leaves per day, adding
approximately Rs 6 per kg to the value of thecrop The present value of the additional net
incone is Rs 25 million or $50,000. This inpact is fully attributableto the cluster initiative.
Discountingt his figure by 25 percent for uncertainty about impementation, the adj usted net
berefit is slightly less than$ 200, 000.

BRANDING CEYLONS AP P HRE

To date, eight menbers of the gemand j e el ry cluster have committed to investing $50,000
each to establish the eyl on Sapphire Council ((SQ). This investment wll bema tched by a
$350,000 e quity investment from the Export Devel opment Board, and a $600,000grant from
the governmert. CSCw 1l handle the narketing of upscale jevelry exports in collaboration
with Stephen Webster Ltd, a renowned jewelrydesigner in the United Kingdom This
initiative is wambiguowsly a result of the TA clwster and technical assistance from Td.
Assessing the econonic i mpact, the higher price that (SC products will fetchis mat ched by
hi gher marketing costs. Thebusiness plan s howsa positive yieldfor the venture because the
governnent s ubsidy is treated as income. If thesubsidy istreatedas a cost to theeconomy,

then the net present val ue over a 5 year tine horiz on turns out tobe negative. Even t hough



the initiative does not appear to havea positive payoff interms of berefits that are now
quartifiable it is clearly intended as a strategic move to reposition the industry into the
narket for high quality jevelry. If theeffort succeeds, the eventual berefit wll nore than
conpensate for the once- of fsubsi dy 12

OTHER PROBABLE BENEFITS

The precedi ngestimates cover only a subset of theclusterinitiatives that arelikely t o generate
significant b erefits withdlear attributionto TCl. For several other initiatives it has not been
possible toquantify the berefits, for lak of data. But it should bepossible to do so later.
Exampl es i ncl ude

# Teanotes.The tea cluster isworki ngwithal eadi ngbanker toallow tea suppliers tofinance
wor ki ng capi tal requirements by issuing comnercial paper underwrittenby banks, using
tea stocks as collateral. More thanhal f of the teafactories nowdepend onadvances from tea
brokers. By issuing“teanotes,” they may reduce financingcosts by 3 to4 percentage points.
Thelegal arrangenents shoul dbe conpl etedin2004. Gventhe size of theindustry and the
cost reduction, t he economic inpact is potentially large.

Lal anrubber supply consoli dation.One advant age of cluster deliberations is that personal
exchanges canl eadt o newideas that help to sustaina dynanic and conpetitive industry.
Aninterestingexample of suchan exchangeoccurred as a byproduct of rubber cl uster
meetings. TheLal anRubber Groupis a pioneering producer of latex gl oves inSri Lanka.
Because of peri odi c shortages of local latex,the conpany has beenconsideringrel ocating i ts
plants toVietnam or Thailand. At the same time, the Bogawantal awaPlantation(BP) was
short of cashfor repl anting or expandi ng operations. [espite thefact t hat BPwas a major
supplier toLalan, the headsof these organizations never di scussedtheir nutual concerns
wntil they met at acluster meeting Asa resultof this contact Lalanhas committed to infuse
$B.8 millionofequity intoBP to rehabilitate the plantation Lalanwllremain inSri Lanka,
and BP has abri ght future. Thousands of j obswill besavedinLal anand t housands nore

createdinBP.

Pilotproject f orvillage- level quality upgrade f or spice. The spi ce cl uter is worki ngwi th
cooperati ve associ ations infi ve villages toestablishpilot projects toinprove t he quality of
spice products throughbetter bl anching, thrashing, anddryingprocesses. This wll requie
aninvestment i nnewequi pnent costingRs700,000 per uni t. The cluster is workingw th the
Ministry o A gricdture and Livestock toobtain seedcapi tal andtheSamurdhi Aut hority to
devel opa supportingloanp rogram. If thefar mers obtain a 10 t 0 20 percent price premium
as anticipated,the pil ot pogram coul d bewidely replicated.

12 An exampl e of howa once- off subsi dy canhel p domestic produce rs establish asuccessfd a nd sustainable
new market opportunity isthe case of D1 mah Tea.

* High-yielding carlanomi ni tiative. Foll owngdiscussions inthe spice cluster about 1ow
yields forlocally grownspice varieties, onecl uster me mberimported anim provedvariety
of cardanomf romindi a andsharedthe plants w ththe government for dstributionto
other spice grovers. This variety canincreaseyields fromb0 kgt o appr oximately 1000 kg
per hectare.

Web portals. WithTd techni cal support, boththe gem andj evel ry and ceramics clusters
have devel oped web por talst omarket their wares to the world Establishinganel ectr onic
venue f or shoppers can generatealargeincrease i ndenand. The w ebsite admiristratarsa re
noni t oringthe nunber of hits onthese w ebportal s, butnoinfornationhas beenconpiled
about the number or valueof orders o btained overthe Intemet. Wthcluster menbers’
cooperation, it shoul dbe possibletoobta in useful data onthe economic impact.

OTHER POSSIBLE BENEFITS

For quiteafewot her clusterinitiatives theim pact is either too uncertaintoassess at this time,

or inkerently difficdt toneasure. Examples include

ICT: Virtual business i ncubat or
ICT: Centers of excellence

Toursm: Irsti tute for Tourismand Fbt el Managenent
Spices: Maturata pl antationstudy

Spi ces: HS codebi furcation for ci nnamon
Gem &jevelry:Gem & Jewelry Institute CAM/CAD training
Ceramics cluwster: pilot plant, joint R&D

Ceramics cluster:j oi nt proc urement strategies
= Qir: model mll, joint R&RD

Even though t he inpact cannot now be ascertained, some of these activities m ightcontribute
significantly tothe prgect’sdtimateimpact.

Pulling it Together: The Berefit-Cost Test

The analysis in this paper focuses on the eight initiatives discused in the section on
Quantifiable Econonmic Inpacts, nanely, those that are highly probable, directly attributa ble
to TA cluwster initiatives, and quantifia ble isingavalable data. For these eight activities, the
present value of ret additional income totals $156 million Factoring in uncertainty about
impe mentation and the possibility that similar outcomes might have materialized wi t hout
Td, the adj usted net present val ue totals $9 million

The study next examined the overall budget for TA t oidentify experses attributable to the
clwster initiatives, as distinct from charges incurred for other project conponents. Pro-rating
the overheads the cumil ati ve cost of the clusterinitiativesisslightly less than $7 million.
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Conparing the prgect cost to the adjusted estimate of net economic berefits for the eight
initiativesyiel ds aberefit—cost ratioof a pproximately 10:1. Each $1 of USAIDf undi ng for TCI
cluster ini tiatives has generated$10 of neasurable ret berefits for theeconony of Sri Lanka.!®

It is inportant to reiterate that this is a lower-bound estim ate on three accounts. First, the
anal ysis includes only those benefits that arehi ghly probable, attribuiable, and quantifiable
wing available data. Second, corservative assumptions are used at every step Third, the
analysis excludes potential dynamic effects frominproved com petitiveness, and indirect
berefits through inter- industry linkages and multigier effects. For exanple, nany people
who have worked on TClclwster initiatives point toa discernbl e “change inmindset” anong

industry leaders, vhichmay leadtoma n yfutureinnovations.

Additioml Fonomic Berefits of TCI

In addition to clwster initiatives, Td has three other major conponents: supporting
public-private dial ogue on conpetitiveness, assisting governnent i nitiatives wth economic
reform toimprove c onpetitiveness, and nobilizingsupport for conpetitiveness. T he inpact

of these components may be quiteimportant, but it isinherently dfficdt tomeasure.

TCI clusters have been influendrg policies to foster priwate sector growh. One outcome is the
governnent’s assent to allowindustry groups to determine how to use revenue g enerated
through cesses. This devolution of fund and authority to the pivate sector is a radical
departure from the previous policy.

TCI clusters have Wen redefining he role of pblic—privak partnerships. For example, the
informa tion and communi c ations technology cluster has been a leading source of strategic
visiona nd political supportfor the E- Sri Lanka program. The touris m clwster has p layeda key
role intransforming the Sri Lanka Tourist Baardinto a Tourism Devel opnent Council, with
private participation in managenent planning, regulatory furctions, and five regional
counxilsfor towism devel opment. A T ourism Marketing Bureau, as a pri vate cor parate body,
will receive 80 percent of funds raised by government taxes on the industry. The rubber
clwster successfuly lobbied for the Ministry o f Plantation Industries to abandon a propose d
cess to fund governnment-nmanaged rubber replanting schemes, and offered instead an
approach led by private sector investent. The cluster also lobbied successfully for
likeralization of raw rubber imports to strenghen the competitiveness of mbber

ma nufacturers.

13 Comments aboutt he original studyp o intedo ut that this calculation did not take into account the extersive
investment of time bypri vate sector partici parts who devel opedthe cl wster strategies andim femented the
clster ac tivit ies. Tracking sheets compiledbyT CI duster coordi nators showt hat thei nvestment of seni or
executivet ime total edj ust under $1 millinas of November 2003. This brings the proj ect cost to 88 millian
whi chreduces them easured benefit- costr atio to8.6.

1

TCI has provided the government uwith technical assistance in developing its inkllectual property
rights (IPR) policy, includinghelpingd mft the IPR lawthat passed in June 2003. ATA c onsul tant
hel pedtointroduce procedures for branding under theWI'O TRIPS agreement for geographi

indicators. As aresult, theteaclusterisp ursuing IPR bra ndi ngfor Ceylon Tea t hroughthe Sri
Lanka Tea Board, and nmbers of the gemand jewelry clwster are establishing the Ceylon
Sapphi re Gouncil to devel opa trademark brand of Geyl onSapphires.

Two TCI resident advisers provided policy support tothe government. One was assigned to
the Mnistry of EconomicDevel opment (MED), whchcovers sixof theeight TA clusters. The
other assisted the Prime Minister and the Mnistry o Pdicy Development and
Implement ation (MPII) in devel opi ng theRegaining S riLanka strategy.

Recommendhtiors for Maito ring Fconomic Impact

Eval uating the economic impact of cluster iritiatives is critical to juwstifying this whol e
approach to private sector devel opment as an effective use of development assistance. This
report helpst o fill the knowedge gap, but it is onlyaninterimasse ssnent.#Further work is

needed to

Refine the estimates throughconsul tations w thresourcepersons outsi de TA and gather

more detail ed f eedback fromt he cl ust er coordi nat ors.

Broad enthe estimit es toirclude the initi atives outlined i nthe Other Probable Berefits

section These estimates were excl uded because of dataand time corstraints.

Docunent su ccesss tories throughcase studies that describe therole of the cluster
approach, thecentral factorsunder pi nni ng the result, therol e of technical assistance, and
lessors for enhancing the ef fecti venessof other conpeti tiveness proj e cts.

Itwould be also be usefultocompile more systema ticinfornati on on t he economic inpact of
initiatives that areless amenable toquantificati on, suchas theactivities outlinedunderCt her
Possible Berefits. These follow- up activities vould provide a richer picture of the impact of
the project’s overall partfdioof cluster intiatives.

Summary and Conclusi ors

The clwster a pproach to private sector devel opment has attracted global attention Qusters

are ani mportant part of the economiclandscape innanycountries. It nakes sense tothink

14 The stud ywas desi gnedt o produce provi si onal estimates onthe assumptionthat aloca- hires taff member at
TA woul dfollowupo ntheanalysis. Part of theconsultant's resporsilility has been to train the staff member
far this pur pose, and provi deguidance ontasksrequirin g furthera ttenti on
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that cluster initiatives can foster innovations that contribute to conpetitiveness and
productivity. Another reasan for the approach's popularity is that standard prescriptions for
ma croecononic stability and liberalization have proved to be necessary but mot sufficient
conditions for rapid growth. This realization has led to a search for other approaches to

accel erate devel opnent, suchas irstitutiona reforms and microecoromicinterventions.

The Conpetitiveness Initiative inSri Lanka was one of the early USAID funded projects t o
pursue the cluster approach. After thee years, one wuld like to see large, measurable
inpacts. But experience has show that it takes time for clusters to gel as effective
or ganizatiors, toagree onstrategicinitiatives, andt o getactivities offthe ground. Much of the
economic impact of TA therefore lies inthe fut ue. Norethel ess, r easonably sound estimates
of the prospective benefits canbe obtained for many of the cluster activities that have
advanced vel ] beyondtheid eastage.

RESULTS

This study defines the economici mpact of a cluter initiative as the expected present val ueof
addi tional net incomes genemteddirectly by theinitiative. The anal ysis isrestrictedtocl uster
initiatives that are (1) highly likely to produce results, (2) clearly attributable to the project,
and (3) quantifiablewithcurrertly avalabledata.Eight activities satisfy these criteria. Using
conservati ve parameter val ues, these ei ght activities are expectedtoyieldanaggregate benefit
of $9 million after discouting for possible impedinents to implementation, and the
possibility that similar out cones c oul d have arisen t hrough ot her channels. Thi s I over- bound
estimate of the economic impact gives a cost-b erefit ratio of 10:1 for theportfolio of TA
clwsterinitiatives. Qut of theeight activiti es analyzedindetail, thereare two “j ackpots” with
yields of nore than $25 million Two otter initiatives each have a yield of nore than $1
million. Three have a smaller yield And one has a negative yield in terms of presently
quantifiabl e berefits.

PATTERNS

TA experiene does not suggest any clear lesson aboutwhich types of cluster activities are
nost likely to succeed Initiatives that are yielding neasurable impacts run the ganut,
including joint proarement to reduce input costs, devel opnent of newnakets, upgrading
valve in existing markets, introduction of new technol ogy, joint irvestnent, expansion of
supdies, i mprovemert in the quality of supplies, andsuppl y- chaininegration. Eventhe two
big wirs inthe rubber cluster invol ve opposite ends of the value chain: one addresses raw
naterial s upplies, whereas the other is aproduc upgrade. The inplicationis that a ny p rgect
to promote clwster initiatives should avoid limiting the activity set to pe-specified
approaches. Hre again, theidea of pursuing aportfoio of activities nakes the nost sense.
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The portfolio includes just ore quick win joint negotiation for loner LPG prices by the
ceramicscluster. But evenw thinthe ceramics cluster, technical assistance toidentify further
savings from joint procurenent has not produced results. None of the clusters has put
together ajoint trai ni ng program withdemonstrate resul ts, though one woul d expect this t o
be an important area for cooperation. Fbwever, several clusters are pursuing training
activities that may pay off in the future. A possible lesson nay be inferred from the one
activity that has a negati vemeasurabler et um. Thisactivity is beingp ursuedonl y because of a

government subsidy: the sapphire branding initiative. If clusters bewme vehicles for
pur sui ng subsidies and protection!® the econonic i mpacts cancertainly be regative. Still, it
woul d be p remature to conclude that the sapphire program is ill advised, because it nay
prove tobe aneffective catalyst for the industry to penetrate a val uabl e and swsta inabl e new
narket. Timewill tell.

SUPPORTING CONDI TIONS

Many of the cluster initiatives vould havehit a brickvall without supportive government
agercies. This is a familiar thene in discussiors of aid effectiveness—aid works best in the
presence o goodp olidies. In the caseof TA, thecluster initiativesbenefitedfrom strongand
commi tted leadershi p from the govern ment that took office in Dkcember 2001, particdarly
from the Prime Mnisterand t he Mnister for Konomic Devel opnent.'® This obse rvati on has
two inportant implicatiors for conpetitiveness projects in general. Hrst, clwster initiatives
will be much less successful in counties where policymakers are less committed to
supportingthe progressive private sector. Also, packagingpolicy- levd support wthindustry-
level support ma yleverage the benefit of bathforms of assistance—incountries where the

governnent is serious about supportingthe private sector.

PROJECT ROLE

The role of theproj ect extendedfar beyond conveningindustry groups. Nearly all of them ain
inpacts e merged from groups plus technical assistance. The technical assistance s ervedas a
catalyst for rewi deas, a challenge toconventional thinking a glue tdhol dthe grouptoget her,
a spotlight on innovation opportunities, and an impetus to adion In short, technical
assistance was essential tohelp the clusters convert deliberations into vell- focused plars,
actiors, and results. At the sane tine, the cluster approach enhanced the impact of the
technical assistance, because of the obvious advantage of supplying ideas, narketing

arrangenent s, and techni calinformationtomil ti pl e conpani es at once.
The danger here is that once the project e nds, the clusters ma ylose momentum and become

ireffective. This is a commancriticismof ai d- supported cluster initiatives. Inthe case of Td,

15 The ecoromici mypact wll al sobe adverse i f clisters serve as avenues for an ti-compet itive practices.
16 This observation was suggeste d bylakna Paranawithana, coordinatorf ort heR ubber C lwster.
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sone groups, like the rubber cluster, have suchstrong support andleadership that they are
likely tonai nt ai nnonent umt hr ough t hei r newapex or gani zati ons. Cthers might wlt inthe
absence of proj ect support. If so, the flowof new cluster- based innovations for the respective
industry would end wth the project. Yet thechange innmindset anong industry leaders can
be sustained, as canthe economic berefits measuredinthis study, as longas the i nnovations
supported by TA are fundanentally v iable. For example, once the tea cluster and the
University of Moratuwa have developed a loweost color separator, the berefits of the
technol ogy will flov with or without nore cluster neetings. The bottom lire is that the
favorabl e berefit- cost ratio for the project does not hinge on the sustainability of the cluster

organi zati ons as such.

Inclosing it may be worthnoting that the author of this report is a skeptic about the cluster
approach to econonic devel opnent. Even though the results reported here are reasonably
good, thereis anastonishing paucity of data onthe economicinpact of cluster initiatives. As
a result, the cluster approach has yet to neet the burden of proof as an effective use of
devel opnent assistance. To reme dythelackof infornation and resol ve the argunents about
therole of conpetitiveness projects, it is essential toensure that monitoringand eval uation of

the econoniic i npact of cluster initiativesis partandparcel of every conpetitiveness project.



