About the Drivers of Growth and Competitiveness in Pakistan
Report

High, sustained economic growth is almost universally considered a necessary condition
for improving the quality of life and reducing poverty. It has been the source of
impressive advances in living standards of many emerging economies, notably those
of Southeast Asia. Despite its immense economic growth potential, Pakistan has been
unable to attain a balanced high growth path. A high growth and competitive Pakistani
economy has now become an urgent matter of national security as it is imperative for
sustained job creation, income generation and consequently poverty alleviation.

The report presents a strategic framework for promoting growth and competitiveness.
It identifies key drivers of Pakistan's economic growth and competitiveness. It also
proposes specific actions that will enable Pakistan to move beyond its historic lackluster
and stop-go pattern of growth. A primary objective of this report is to promote dialogue
among Pakistan's policymakers and experts regarding growth and competitiveness
related issues. Through open dialogue and consensus building it is hoped that the
government will be able to formulate and implement a comprehensive strategy for
sustained high growth.

The Drivers of Growth and Competitiveness in Pakistan: A Strategic Framework for
Prosperity was prepared by a joint team from the Competitiveness Support Fund (CSF)
and J.E. Austin Associates, Inc. (JAA)., a Washington, DC based consulting firm
specializing in competitiveness issues. The report has benefitted from valuable guidance
by international experts Charles Richter and James Fox.

The Competitiveness Support Fund would also like to acknowledge and thank all those
who participated in the consultation and review process including the Ministry of
Finance, a number of growth experts and economists, members of the business
community and the civil society at large who provided input into the preparation of this
report.

The information provided in this Report does not necessarily represent the views or
positions of the Government of Pakistan or the United States Agency for International
Development (USAID).

1 Charles Richter has been a senior economist at the Inter-American Development Bank, USAID and
the Technical Cooperation Department at the United Nations while James Fox is the former Chief
Economist at USAID.
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Statement from the Minister of Finance, Revenue, Economic
Affairs and Statistics, Dr. Abdul Hafeez Shaikh

Pakistan economy has performed reasonably well amidst
enormous internal and external pressures. We have
stabilized our economy and now our journey to recovery
starts, not withstanding recent floods that played havoc
with infrastructure, livelihood of the people, human life
and private housing. Although damage and need
assessment is at preliminary stage, the recent disaster
is termed greater than Tsunami that hit South East Asia
in 2004, in terms of scope, breadth, depth and destruction.
Our resolve to rehabilitate and reconstruct is even greater
than the disaster.

Pakistan has historically posted higher economic growth too often in its
checkered history of sixty three years. The volatility in economic growth due
to macroeconomic forces is the basis of the asymmetric growth in Pakistan
and played and important influence on income distribution. The government
is committed to harness long term potential of productive sectors of the economy
because we believe the persistence of high economic growth and not a short
sequence of bust and boom that characterized the Pakistan economy over the

years is the best hope for improving quality of life in Pakistan.

We are pursuing wide ranging structural reforms to cure structural weaknesses
which will definitely ensure availability of more resources to finance our
development efforts. Structural reforms have potential to provide sustainable
and growing livelihoods to all market participants. Domestic resource mobilization
is the key feature of our economic policies. The Government is striving hard
to reduce dependence of the economy on external flows which has always
enhanced vulnerability of the economy against external shocks. To ensure a
sustainable and competitive economic growth, identification of real drivers of
economic growth and competitiveness is essential. Pakistan has successfully
negotiated first round of global financial crisis with minimal cost but we have
to build capacity to withstand threats to our competitiveness in future. Endeavours
are also being made to promote private investment and incentivize
domestic savings.

The Competitiveness Support Fund (CSF) has rightly indentify priority areas
which could drive economy to higher growth trajectory. The report is rightly
contributing to the government's efforts to identify target areas which could be
made drivers of growth by providing right kind of incentive. The report is not
only a valuable addition to knowledge base but also make a contribution to the
public-private dialogue on Pakistan's economic future.




Statement from the Minister of State for Finance and Economic
Affairs, Ms. Hina Rabbani Khar

For the last several years, the Pakistan Competitiveness
Support Fund has been calling attention to the urgent need
to focus on building the underlying pillars of economic
competitiveness. The recent economic downturn confirmed
this urgency when it was revealed that economic growth
was indeed vulnerable. While countries like China, India
and Sri Lanka have continued to grow despite the global
economic downturn, Pakistan experienced a sharp decrease
in its economic growth.

The CSF has demonstrated in this report that Pakistan's earlier growth was not
based on the underlying competitiveness of its exports. The report provides a
useful framework for strengthening the drivers of competitiveness in Pakistan.
The report goes beyond the usual macroeconomic prescriptions and focuses
on practical recommendations. These include measures to foster a thriving
entrepreneurial culture and encourage innovation. There are specific
recommendations to improve workforce training that is responsive to the evolving
needs of the private sector.

The CSF has played a central role in keeping decision makers focused on
Pakistan's competitiveness, which is the only long-term and reliable source of
its economic future. In this context, the report that follows makes another notable
contribution to Pakistan.




Executive Summary

This report identifies key drivers of Pakistan's economic growth and
competitiveness, its objective is to identify priorities. It is also intended to promote
dialogue among Pakistan's leaders leading to the implementation of a comprehensive
strategy for sustained high growth. The report identifies why Pakistan is falling behind
other high-growth Asian economies.

Specific actions are proposed that will enable Pakistan to move beyond its
lackluster and stop-go economic performance. The goal is to achieve sustained
rates of high economic growth. This can be defined as an economic growth averaging
6-8% per year sustained over the next 20 years.

Economic growth is essential for prosperity and it is the source of impressive
advances in living standards of many emerging economies, notably those of
Southeast Asia. If Pakistan can sustain growth rate of 6-8% per year, it will be able
to double its GDP within a decade. From such rates of growth, economic miracles are
made. High, sustained economic growth is almost universally considered a necessary
condition for improving the quality of life and reducing poverty.2 In principle, Pakistan
has embraced this view through its Poverty Reduction Strategy Paper and the recent
update, which identify economic growth as a crucial determinant of poverty reduction.?

High and sustained economic growth is essential for Pakistan's future place in
the world. Pakistan's economic growth has not kept pace in recent years with neighbors
such as China and India, to say nothing of other competitors like Indonesia, Malaysia,
Thailand and Vietham. Economically, the country has become dependent on foreign
transfers, both official transfers and remittances from workers abroad. If these are
disrupted for any reason, the underlying economic security will be threatened.

High growth and a competitive Pakistani economy are a matter of national
security. It is critical to providing jobs for young Pakistanis, particularly men, who
might otherwise engage in ethnic or religious conflict. Periods of high economic growth
in Pakistan are associated with progress in reducing poverty. Periods of stagnation
are associated with increases in poverty and conflict. The high growth in the number
of people coming of working age is a great opportunity for growth (as it has been in
other Asian countries), if Pakistani entrepreneurs are able to provide jobs.

2 The inextricable linkage between economic growth and poverty reduction is amply documented in
numerous studies. For example see DFID, Growth: Building jobs and prosperity in developing countries,
2008 Online: http://www.dfid.gov.uk/Documents/publications/policy-paper-growth.pdf. This paper
documents studies estimating that a one per cent increase in income would reduce poverty by 0.6 to
4.3 per cent. The largest multipliers correspond to countries with relatively equal income distributions.
Dani Rodrik (2007) argued that “historically nothing has worked better than economic growth in enabling
societies to improve the life chances of their members, including those at the very bottom” in Growth:
Building Jobs and Prosperity in Developing Countries, Department for International Development.
3 See Pakistan's original Poverty Reduction Strategy Paper dated December 2003 and the recent
PRSP II.




Recent high growth in Pakistan was not based on the underlying competitiveness
of its goods and services. The report provides data showing that consumption,
partially fueled by transfers from abroad, drove strong growth from 2002 to 2007.
Exports and investment, which hold better potential to drive high sustainable growth,
lagged far behind the growth of consumption. Since independence, Pakistan has had
a number of periods of high economic growth but none of them have proven sustainable.

To achieve sustainable economic growth, the agriculture, manufacturing and
service sectors must be competitive. This implies a steady upgrading of the quality
of the goods or services being provided. In turn, this requires close connections
between technology development in agriculture as well as manufacturing and services
with productive enterprises.

The most important driver of growth is education and training of people. Pakistan
needs to achieve universal literacy and primary education completion and high levels
of secondary and tertiary education while improving educational quality and relevance
at all these levels. Vocational training is also important and must be responsive to
emerging technologies and to the changing needs of the private sector. Successful
Asian economies, beginning with Japan and continuing with South Korea, Taiwan,
Hong Kong, Singapore and China all focused on educating and training people to be
highly productive. This has been the key driver of growth and will be even more
important in the knowledge economy of the 21st century.

Exports can be a powerful second driver of growth, as they have been for other
Asian economies, if, Pakistan can provide the appropriate business environment.
Exports have powerful multiplier effects. Currently, Pakistan is largely left out of global
value chains, relegated to a situation of exporting relatively low-value products, and
earning remittances from mostly low-skill workers who go abroad, rather than adding
value at home by participating in the increasingly interconnected world service economy.
Export Processing Zones ought to be the leading edge of the Pakistani export drive.
If they are not playing this role, bureaucratic obstacles to their success is the likely
cause. Itis important to maintain a stable exchange rate conducive to such exports.

Investment-led growth can also be a powerful driver of sustainable growth, but
investment depends on favorable expectations of the country’s environment.
The expectation of stability in government policy is crucial to private investment, whether
foreign or domestic. Either creates jobs today while creating the platform for tomorrow's
growth. It works through enhancing human resources, providing infrastructure and
developing and adapting new technologies. Domestic savings are important for
financing investment. However, the globalization of financial markets has created the
conditions where investment need not be limited by local savings capacity. Government
has a key role to play in creating an environment that attracts and mobilizes high levels
of investment.

In the short to medium term, foreign transfers might also be levers of growth.
Foreign transfers, if invested appropriately in human and physical capital, can be levers
of growth in the short to medium term. If remittances from workers abroad can be



channeled not only to consumption but also to investment, it would add to the growth
potential of the country.

Improvements in the institutional environment for business can be a driver of
growth. This includes establishing effective commercial courts, developing effective
mechanisms of binding arbitration and making it easier to start, grow and disband
formal business entities. Business associations, chambers of commerce, strategic
working groups and industry associations can also be catalysts for change. Partnerships,
especially business-academic partnerships, are crucial for designing and implementing
innovations. Pakistan's leading industry clusters can be challenged to develop their
strategic plans for growth and competitiveness and for repositioning themselves in
world markets.

The report presents a strategic framework for promoting growth and
competitiveness. An action plan is presented with responsibilities for key players.
This also requires a structured dialogue and consensus between key stakeholders
from government, industry and academia. The action plan presented in this report can
be the basis for a Pakistan Competitiveness Project implemented by the Competitiveness
Support Fund. Operationally, this effort can be guided by a Pakistan Competitiveness
Council that could be part of the Global Council on Competitiveness that currently
includes the USA, Saudi Arabia, the United Arab Emirates, Egypt and Brazil.







Introduction

1.1 Objectives of the Report

The overriding objective of this report is to provide the analytic tools Pakistan
needs to bolster its economic growth in a sustainable fashion. The report seeks
to meet its objective by pursuing three principal thrusts. First, it will identify and analyze
key internal and external factors that affect Pakistan's recent economic growth and
competitiveness performance. These include factors associated with the recent slow-
down in economic activity. Second, the report will indentify and analyze the drivers
of growth capable of enhancing the country's competitiveness. In so doing the study
will inform and contribute to the debate on drivers of growth and competitiveness in
Pakistan especially against the backdrop of the prevailing economic malaise. Third,
the report proposes strategic competiveness interventions which, through their impact
on economic growth, aim to make the economy more productive, prosperous and
sustainable.

1.2 The Approach

The report reviews several categories of the drivers of competitiveness. It reviews
macro drivers of growth, followed by an analysis of key micro drivers of competitiveness.
The report examines the main characteristics of the micro drivers and the impact of
the institutional setting on their effectiveness. It includes a literature review and an
analysis based on national accounts and selected economic indicators pertaining to
principal economic sectors. The report also makes ample use of the Competitiveness
Support Fund's (CSF) extensive consultations with various public-private-academic
and civil society stakeholders on principal issues and key drivers of competitiveness.
These consultations provided especially useful insights into strategic interventions to
facilitate economic recovery and sustainable growth.
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1.3 Structure of the Report

After this brief introduction, the remainder of this report is organized as follows:

Chapter 2 reviews general background information pertaining to the drivers of growth
and competitiveness.

Chapter 3 turns to Pakistan and reviews the nature of its economic growth since 1950.
It also reviews key characteristics of its macro and competitiveness drivers. The
chapter concludes with an analysis of the most pressing domestic and global challenges
to the country's competitiveness.

Chapter 4 addresses responses to the challenges analyzed in Chapter 3. As such it
contains the elements of a strategy designed to make Pakistan a more effective
competitor on world markets.

Chapter 5 ties together the strategic responses into a proposed action plan.




2. Review of Lessons on the Drivers of Economic Growth
and Competitiveness

This chapter reviews some of the most relevant economic literature relevant to
sustainable economic growth and competitiveness. Growth theories seek to identify
the determinants of economic growth over long time periods. These theories have
evolved over time from the classical and neoclassical economists to the Socialist,
Keynesian and Monetarist schools of economic theory and policy. More recently, new
institutional economics and new growth theory have sought to focus on the factors that
propel economic growth. At the same time, another group of economists have focused
on the drivers of competitiveness to explain why competitive industry clusters emerge
in some countries and geographic locations.

These lessons on drivers of growth and competitiveness are then summarized in a
strategic framework. This strategic framework builds the foundation for the action plan
that is presented at the end of this report. Subsequent chapters build on this context
and use it to identify a way forward that could improve the country's economic
performance

2.1 Economic Growth

Economists know much more than they used to, but their knowledge is still far from
comprehensive about the economic growth process. Every country, with its good or
bad leadership, is an experiment. It has long been understood that sustained growth
arises out of a complex dynamic process involving labor, capital, natural resources
and advancements in production technology through knowledge creation and innovation.
Entrepreneurs play a critical role in the growth process whose sustainability largely
depends on an enabling policy environment conducive to risk-taking.

Technological progress and innovation are not a “given” - they can be shaped by policy
and by public and private decision makers. Recent developments in growth theory
have demonstrated that technological progress, innovation and the rate of productivity
growth were things that could be shaped and influenced. Research and development
matter a lot for leading countries, along with the need to provide protection for patents
and incentives for innovation. But countries like Pakistan need not develop new
technologies: they need to adapt such technologies into useful products that can be
sold on world markets.

2.2 Competitiveness

Competitiveness is the key to productivity growth. Dr. Michael Porter, the leading
competitiveness theorist, defines competitiveness as sustainable increases in productivity
that the lead to increases in prosperity. The World Economic Forum (WEF) defines
competitiveness as the “set of institutions, policies, and factors that determine the level




of productivity of a country.” 4 Competitiveness is simultaneously driven by a combination
of macroeconomic policies, a sound institutional framework, modern infrastructure and
an efficient financial system to ensure an enabling business and investment climate.

Competitiveness at the industry level is often driven by the pressures of
competition, direct signals from demanding consumers, improvements in factor
conditions and the state of cluster development. Michael Porter (1990) examined
the determinants of competitive industry clusters in varying national environments.
The findings were summarized in the Porter Diamond presented below. The key insight
is how these elements interact dynamically. Government policy affects all of these
elements. Economies compete to provide the most productive environment for
businesses. The macroeconomic environment is important but the microeconomic
policy environment is equally if not more important.

Figure 2.1
Porter's Diamond Model for Competitive Advantage of Nations

Government
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The main components of the diamond model are:

* Factor (input) market conditions - the presence of abundant, high quality
specialized inputs including human resources, physical capital, infrastructure,
natural resources, and a scientific and technological base.

Demand conditions - the presence of sophisticated customers demanding
better and more value added products.

Related and supporting industries - access to capable and locally based
suppliers, firms in related businesses, and the presence of firm clusters.

4 Michael E. Porter, Klaus Schwab, The Global Competitiveness Report 2008-2009, World Economic
Forum: Geneva, 2009, p.4.




* Firm strategy and rivalry - the presence of a business environment that
encourages investment, sustained upgrading, and innovation through open
and vigorous competition amongst rival firms.

Porter concluded that in emerging economies macroeconomic and microeconomic
aspects of the business environment are key determinants of productivity and
competitiveness. The Porter Framework seeks to incorporate most of the drivers of
economic competitiveness including raw material endowments, macroeconomic policy,
political institutions, the business environment and the sophistication of company
strategy and operations. Much of the remainder of this chapter reflects the Porter
framework.

Figure 2.2

Determinants of Competitiveness

Quality of the Sophistication
National State of Cluster of Company
Business Development Operations and

Environment Strategy

Macroeconomic
Policies

Natural Endowments

The World Economic Forum (WEF) provides a useful list of macro and micro
determinants of growth and competitiveness. 5 Building on growth theories and
the work of Porter and his colleagues, WEF developed a Global Competitiveness Index
(GCI) that annually ranks more than130 countries on 12 pillars of competitiveness.
The model includes 140 benchmarked competitiveness indicators for various stages
of economic development. The framework indicates that for countries with lower levels
of income per-capita like Pakistan, a focus on institutions, basic education and sound
macroeconomic management has an especially large impact.

As economies become more sophisticated, productivity becomes less factor-
driven and more innovation-driven. ¢ According to the designers of the World

5 Klaus Schwab, World Economic Forum, Global Competitiveness Report, 2009-10.
6 For a detailed treatment of the calculation of the index see Appendix A: Structure of the Global
Competitiveness Index 2009-10 in the Global Competitiveness Report 2009-10. GCR defines Stage




Economic Forum's Global Competitiveness Index, low income countries often get the
highest boost in productivity by focusing on the quality of public and private institutions,
infrastructure, sound macroeconomic policy, and a healthy literate workforce. As wages
rise, higher education, training, efficient markets in goods and labor, sophisticated
financial markets, access to expanding markets and ability to acquire and adapt
technology are relatively more important in improving productivity. Finally as wages
continue to rise even higher, business sophistication and innovation become relatively
more important in driving further productivity. Yet all of these factors can be important.

Competitiveness stems from a wide range of specific factors critical for the
overall business and investment climate. WEF's competitiveness ranking provides
a useful framework that can be helpful in identifying many important constraints on
growth. Observation of a country's performance can help inform public-private dialogue
leading to greater consensus around a growth strategy. This framework is used later
in this report.

2.3 Drivers of Growth and Competitiveness

Based largely on the above, this section analyzes key drivers of growth and
competitiveness. At the outset, it is important to emphasize that there is no one
uniform set of drivers common to all countries. Drivers of growth may vary over time,
they may vary by country depending on its endowments and they may vary with
changing conditions in the international market place. They also vary region by region,
from sector to sector and from firm to firm. The drivers are diverse and some are
closely intertwined. Although the literature on competitiveness approaches this topic
from various angles,” there is general agreement on some of the most important
drivers, which are presented in this chapter and in Figure 2.3.

Drivers of growth and competitiveness are micro and macro in nature. This report
begins with four macro drivers and then proceeds to more specific micro drivers, which
act through their impacts on the macro drivers.

1: Factor-driven economies as those with GDP per capita < $2,000; Transition from Stage 1 to 2 with
GDP per capita between $2,000-3,000; Stage2: Efficiency-driven economies with GDP per capita
between $3,000-9,000; Transition from Stage 2 to 3 with GDP per capita between $9,000-$ 17,000 and
Stage 3: Innovation-driven economies with GDP per capita > $17,000.

7 The ILO (2008) identified four macro-drivers of growth including consumption, investment, exports
and public spending. OECD (2007) identified four micro-drivers of growth including human capital, ICT,
innovation and entrepreneurship. The World Bank noted that in the context of South Asia the five most
important drivers of growth are an expanding industrial base, a modern service sector, skills, institutions,
and regional cooperation to promote trade and infrastructure investment. The WEF's aforementioned
“12 pillars” also provide critical input for ensuring sustainable growth and competitiveness. Also see
Lu, D., Mahmood, M., and Yongding, Y., “Policy Coherence Initiative on Growth, Investment and
Employment: The Case of China.” (2008:4) and “What are the Macro Drivers of Growth, Employment
and Income in the Chinese Economy: A Case Study in Policy Coherence and Sequencing.” ILO (2008).
Online: http://www.ilo.org/wcmsp5/groups/public/---asia/---
robangkok/documents/meetingdocument/wcms_101734.pdf
http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/0,,contentMDK:2236
6748~pagePK:2865106~piPK:2865128~theSitePK:223547,00.html




Figure-2.3

Drivers of Growth and Competitiveness Framework
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2.3.1 Macro drivers

Consumption, investment, government expenditures and net exports constitute
macro drivers.® These are also the four demand-side components of a country's
production. Thus increases in any of these contribute directly to economic growth in
a one-to-one relationship. Consumption is usually the largest component of GDP and
therefore the biggest driver of near-term growth. However, growth in consumer demand
must be sustainable. Depressing consumption can suffocate future growth, as may
be the case in some Asian countries with exceptionally high rates of saving.® Growth
in productive investment is important to future growth.

Investment, in particular private investment, tends to raise factor productivity.'®
By raising labor productivity, investment helps create sustainable jobs. In countries

8Lu, D., Mahmood, M., and Yongding, Y., op. cit., (2008: 5) and “Policy Coherence Initiative on Growth,
Investment and Employment: The Case of China.” What are the Macro Drivers of Growth, Employment
and Income in the Chinese Economy: A Case Study in Policy Coherence and Sequencing.” ILO (2008).
Online: http://www.ilo.org/wcmsp5/groups/public/---asia/---robangkok/documents/
meetingdocument/wecms_101734.pdf

9 “Globalization too has played its role....There is an ongoing debate in China, for example, whether
the economic wisdom of having nearly a 40 percent share of exports in GDP has served the developmental
goals of the country well. At least some of the blame for income inequality, lopsided development and
consumption stagnation in the country can be laid at the feet of the overgrown external sector.” Ashok,
B. “Economy: Over-globalization.” Daily Times.
http://www.dailytimes.com.pk/default.asp?page=2009percent5C05percent5C08percent5Cstory 8-5-
2009 pg3 6

10 Ghani and Din (2006) argued that in the case of Pakistan, private investment had a positive impact
on growth. In Basu and Maertens (2009: 127).




where savings are insufficient to finance investment needs, foreign capital inflows
including aid and borrowing can help fill the gap.’ However, some empirical studies
found that foreign capital inflows, especially aid, may adversely affect national savings
by financing more consumption than investment.’? In the context of endogenous growth
models, FDI may enhance productivity through the transfer of knowledge and technology.'?
However, this point is debated because some studies have not been able to identify
major positive technological or knowledge spillovers of FDI.14

Government expenditures for public goods can also drive growth in both the
near term and long term.’> However, revenue generation and a government's ability
to raise finances from domestic and foreign capital markets should serve as constraints
on government spending. Fiscal and monetary policy, if it is to be pro-growth, should
be linked to social and economic -- not purely political -- objectives. Although public
sector spending can provide a short-term stimulus, it cannot generate sustainable
growth. Too much government spending runs the risk of crowding out private investment.'®
It may also lead to inflation and monetary tightening that erode growth prospects.

Exports may be the most important macro driver of growth. Export growth can
act as a powerful lever and has multiplier effects. Exports can unleash new investment
and job opportunities and can strengthen backward and forward economic linkages
throughout an economy.'” High growth emerging economies have tended to be those

11 0On the role of foreign capital in filling the savings-investment gap and helping development see
Rosenstein-Rodan and Paul, N., (1943), “Problems of Industrialization of Eastern and Eastern Europe”.
Economic Journal, 53: 202-211, and Rosenstein-Rodan and Paul, N., (1961), “International Aid for
Underdeveloped Countries”, Review of Economics and Statistics, 43: 107-138
12 See Areskoug, K., (1969), “External Public Borrowing: It's Role in Economic Development”, New
York: Praeger. Griffin, Keith, B., (1970)., “On Foreign Capital, Domestic Savings and Economic
Development.” Bulletin of the Oxford University, Institute of Economics and Statistics, 32: 99-112
13 See Romer, Paul (1993), “ldea Gaps and Object Gaps in Economic Development.” Journal of Monetary
Economics, 32 (3): 543-73). Barro, R., (1990) “Government Spending in a Simple Model of Endogenous
Growth," Journal of Political Economy, 98 (5): 103-125. Barro. R., and Sala-i-Martin (1995), Economic
Growth, Mc Grow-Hill, Chap. 5. For a useful review of the FDI literature on growth see Laura, A., et.
al,, (2007). This study highlights the way FDI affects the economy through: licensing agreements, simple
imitation, workforce training, introduction of new processes and products, and development of linkages
between foreign and domestic firms (2007: 1), How Does Foreign Direct Investment Promote Economic
Growth? Exploring the Effects of Financial Markets on Linkages” Online:
http://www.people.hbs.edu/lalfaro/fdiandlinkages.pdf

14 Karkovic, M., Ross, Levine, (2005), “Does Foreign Direct Investment Accelerate Economic Growth.”
Online: http://www.iie.com/publications/chapters preview/3810/08iie3810.pdf Laura, A., et. al., (2007),
op. cit. The authors note a widespread belief among policymakers that FDI generates positive productivity
externalities, but empirical evidence fails to confirm this. The micro and macro empirical literature for
developing countries consistently finds either no effect or a negative effect of FDI on productivity and
aggregate growth. Theoretical models of FDI, on the other hand, imply that FDI is beneficial (2007: 33).
15 DFID's (2007) literature review on investment infrastructure found that “...at the broad level, there is
a clear association between infrastructure investment, economic growth and poverty reduction.”
16 For a useful summary of some of the negative and positive side-effects of public investment on
economic growth see Khan, Mohsin., S., and Carmen, M., Reinhart (1990: 21), cit. op. Online:
http://www.publicpolicy.umd.edu/faculty/reinhart/Privatepercent20investmentpercent20andpercent20e
conomicpercent20growth.pdf

17 On the role of export-led growth in the development of an economy see Balassa, Bela (1978), “Exports
and Economic Growth: Further Evidence,” Journal of Development Economics, 5(2): 181-189. Tyler
(1981) and Ram (1985).




that have taken advantage of global export markets while countries that opted for
import substitution tended to fare less well. On the other hand, instability in export
earnings can adversely affect economic growth, especially in less developed economies.®
Key determinants of export competitiveness include: the cost of labor and its productivity;
the exchange rate; product and market diversification; and access to key world markets.
Therefore, ensuring access to attractive markets on favorable terms, facilitating trade
and encouraging export industries are recommended as a high priority in a nation's
growth and competitiveness strategy.

2.3.2 Micro drivers

Human capital is a critical driver of high long-term growth and international
competitiveness.’” Human capital enhancement depends on reasonably good
educational systems and job-training.?® The roles of the public and private sectors and
academia are critical in ensuring high quality job-oriented training and the skill
development needed to produce new ideas for greater productivity and growth. New
ideas and R&D are not only critical for raising efficiency in producing existing goods
and services but also for developing new ones.?" Human investments encourage
continuous innovation and rising productivity.

ICT is another powerful micro driver of competitiveness. Information and
communication technology helps firms to become more efficient and labor to become
more productive. It also improves total factor productivity. But ICT can only truly be
beneficial in the presence of a trained and skilled human resource base and the

appropriate capital to harness it.22 ICT has driven productivity growth in both goods
and services.

8 Dipendra S., (1999), “Export Instability, Investment and Economic Growth in Asian Countries: A Time
Series Analysis.” Economic Growth Center, Yale University Discussion Paper No. 799. Online:
19 Zon and Antonietti (2004) noted: “new growth theory links growth performance to endogenously driven
technical change which, in turn, may be brought about by a variety of reasons: learning by doing, external
effects of human capital formation, production externalities of public expenditures and quality improvements
through the invention of new products. And contrary to the basic neo-classical model where innovation
occurs as if it is a public good, in the new growth theories it is the (partial) non excludability of technical
knowledge that is responsible for the cumulative character of knowledge accumulation, and thus for the
long term sustainability of growth.

20 7Zon and Antonietti (2004) also noted “...general education and specific training fulfill two different
functions: general education increases the opportunities for future research and development and lowers
adjustment costs to new technologies, thus facilitating their adoption, while firm-specific training ensures
the profitable adoption of the new technologies” (2004: 2). According to OECD (2007) “education can
contribute greatly to creating a more entrepreneurial culture, starting with young people at school.
Education can also provide entrepreneurs with tools to develop and expand their business, for example
through management training and business advisory services. Access to skills is also affected by factors
such as labor market regulation” (2007: 25).

http://www.ioes.hi.is/events/DEGIT IX/Papers/Antonietti vanZon.pdf

21 Strong university-industry linkages and availability of financial support and fiscal incentives can lead
to new ideas and their commercialization through R&D. Knowledge-based industries are especially
important catalysts for generating a culture of innovation.

22 According to OECD (2007: 9) “the micro-drivers ICT and human capital are highly correlated with
MFP [multi factor productivity] growth and with each other. Training and education are an important
prerequisite for successful implementation of ICT.”




Innovation and entrepreneurship are key elements of competitiveness. Innovation
leads to new products and improvements in the quality of existing ones. It requires
smart entrepreneurs who take risks to commercialize the new ideas generated by the
diffusion of science and technology. A quick and efficient process to start new businesses,
an efficient financial system to support new firms, and a strong legal and regulatory
environment to promote innovation and entrepreneurship.z Especially important is the
availability of venture capital for promising start-ups.

Institutions matter for economic growth and competitiveness.?* The institutional
environment covers the socio-political, constitutional and legal “rules of the game” that
guide behavior. Through their direct impact on transaction costs, institutions can greatly
promote or impede investment decisions and attitudes towards risks. The efficacy and
efficiency of the private sector, in particular, greatly depend on a sound legal and
institutional framework which ensures property rights, enforces contracts and resolves
disputes. In stressing the key role of institutions, New Institutional Economics (NIE)
argued that they help markets work well by creating certainties.?

Investment in infrastructure also drives competitiveness.?® Public and private
investment directed at improving network infrastructure including energy, water, transport
and telecommunication play a vital role in supporting growth and social activities.

23 An OECD analysis of productivity growth of eight OECD countries during a ten-year period found
“around 20 percent and 40 percent of total labor productivity growth can be explained by entry and exit
of firms” (OECD, 2007: 16).

24 1n his seminal work Douglas C. North defines institutions as, “the rules of the game in society, or
more formally, are the humanly devised constraints that shape human interaction” (1990: 3). Also see
Davis and North (1971). Cortrighth (2001) argued: “if we think of the economy as a game, institutions
are the rules of the game and the processes by which rules are determined and enforced. Formal rules,
like constitutions, statutes and regulations, and governmental bodies, like courts and legislators, are
institutions. So too, are informal rules that shape and limit transactions, like common business practices,
cultural attitudes and values, and reputation, and the social constructs that guide and enable interpersonal
and business relations” (2001: 16). On institutions as “governance structures” see Williamson (1975,
1985 and 1996). Williamson (1994) stated that: “ (the) institutional environment is the set of fundamental
political, social, and legal ground rules that establishes the basis for production, exchange, distribution”
(1994: 171). Romer (1994) stated that: “the most important job for economic policy is to create an
institutional environment that supports technological change” (1994a: 21). Barrow, Robert, J., Determinants
of Economic Growth. Easterly, W.,The Elusive Quest for Growth.

25 See World Bank (1991, 1991a, 1992, 1994, 1997 and 2002), Khan (1996), Frishtak (1994), Zacarias
(1994) and Muhith (2000).On combined analysis of institutions and neoclassical economics see North's
(1981, 1990, 1991 and 1995). “Institutions are humanly devised constraints that structure political,
economic and social interaction. They consist of informal constraints (sanctions, taboos, customs,
traditions, and codes of conduct), and formal rules (constitutions, laws, property rights)” (North, 1991:
97). For Haggard, “Institutions refer to formal and informal rules and enforcement mechanisms that
influence the behavior of organizations and individuals in society. They include constitutions, laws and
regulations, and contracts, as well as trust, informal rules and socials rules” (1999:30). Husain (1999)
argued that: “institutions constitute the incentive structure for the behavior of organizations and individuals”
(1999a: 512). Also see Gilpin (2001) and Haggard (1997 and 1999), Haggard and Kaufman (1992),
Olson (1965, 1982 and 1997).

26 |nfrastructure can be divided in “ hard” , “smart” and “soft”. Hard infrastructure includes physical
works such as transport and communications; smart infrastructure includes scientific research, and soft
infrastructure includes skill development. Drivers of Economic Growth in the Smart State, Queensland
Government, August 2003: 7). http://www.treasury.qld.gov.au/pdf/drivers-of-economic-growth.pdf




These decisions need to be the result of a clearly articulated strategy to promote growth
and social welfare imperatives. They should be coupled to a sound regulatory
framework.?’

Access to finance and business support is essential to competitive economies. An
efficient capital market must allocate domestic savings and foreign capital into the most
productive activities. The availability of products that cater to the needs of borrowers
and lenders and prudent regulation of these activities are indispensible drivers of
competitiveness. The availability of high-quality supporting services including legal,
accounting, marketing, packaging and regulatory compliance are among those that
help enable businesses to focus on their core competencies while operating effectively
in a complex commercial environment. The availability and quality of these services
also promote competitiveness.

27 Douglas Sutherland, Sénia Araujo, Balazs Egert and Tomasz Kozluk (2009) argued that “empirically,
there is evidence that price-cap regulation when combined with regulatory independence boosts
investment, especially in electricity and telecommunications” in Infrastructure Investment: Links to
Growth and the Role of Public Policies.” Economics Department Working Paper No. 686.




3. Historic Drivers of Economic Growth and Competitiveness
in Pakistan

This chapter analyzes Pakistan's economic growth and competitiveness. It starts by
examining growth and the factors underlying its performance. It then analyzes the
drivers of Pakistan's competitiveness and presents the principal challenges to both
growth and competitiveness. The chapter concludes with an analysis of the strengths,
weaknesses, opportunities and threats (SWOT Analysis) in which these are summarized.

3.1 Pakistan's Economic Growth

Pakistan's growth has sometimes been high but has been marked by volatility.
Sustainability remains elusive. This is despite several periods of rapid increases in
output. Pakistan has achieved around 5 percent of annual average growth over the
last five decades (see Figure-3.1). GDP is really a short-term indicator, susceptible
to huge errors when technology changes quickly, or when price changes are not
measured accurately (which is seldom the case). Looking at Figure 3.2, it appears
that neighboring China has averaged double-digit growth on a consistent basis since
adopting major economic reforms in 1978 that included an open door policy to trade
and investment, special economic zones and major investment in human and physical
infrastructure. Average growth rates for India and China have exceeded 6 percent
and 9 percent respectively since 1980s (see Figure-3.2).22 Comparing the relative
positions of China, India and Pakistan in 1980 with their relative positions now produces
an unambiguous conclusion: India and China have become big players in the world
economy, while Pakistan has receded nearly to irrelevance in economic terms, if not
in global politics.

Figure-3.12° and 3.2%°
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28 Calculated from World Bank, World Development Indicators 2009.
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3.1.1 Pakistan's Economic Growth prior to 2000

Pakistan implemented an ambitious import-substitution-industrialization (ISl)
strategy during the 1950s and 1960s. This was similar to that adopted by India at
the same time, but the results were different. Pakistani GDP grew rapidly in the early
ISI years, but this was partly the result of mis-pricing of low-quality products from
Pakistani firms, in India, at least, the much larger economy meant that there was more
domestic competition, so that prices were closer to world levels. This capacity of large
Pakistani firms to produce low-quality products at inflated prices created great wealth
for those firms, but not for Pakistan.

3.1.2 Pakistan's Economic Growth since 2000

The military government sought higher economic growth and a growing focus
on competitiveness-related issues. Soon after military takeover in 1999, economic
reforms began to be introduced. Economic recovery also benefited from growth in
remittances from Pakistanis working abroad and from official development assistance
led by the United States which reversed its policy on bilateral aid to Pakistan after
enlisting assistance in the international efforts to counter terrorism.3* At the same
time, a favorable view of Pakistan as a partner against terrorism led to large foreign
financial assistance and debt rescheduling. The US provided Pakistan with more than
$10 billion in the post-9/11 period. In addition the Paris Club rescheduled $12 billion
of external debt on exceptionally favorable terms. Economic growth has tended to do
well when accompanied by flows of financial and technical support.32 The government

began to focus not only on growth and poverty reduction but on the underlying sources
of Pakistan's economic competitiveness. Many of these constraints went beyond
macroeconomic factors and were at the microeconomic level characterized by obstacles
in the practical day-to-day business environment. Many of these obstacles remained
to be addressed but there was at least a growing awareness of their importance.

Economic growth gained momentum from 2004-07. The economy picked up
momentum with GDP growth increasing from 2.6 percent in 2000-01 to 8.4 in 2004-
05. Key macroeconomic indicators including the fiscal deficit, exports and balance of
payments position also improved. Per capita income of US$501 in 2000-01 rose to
US$736 in 2004-05.3® Formal statistics on poverty showed a reduction in absolute
poverty from about one third to about one quarter of the population. High growth in
this period was driven by strong domestic demand, a robust global economy, FDI,
remittances and reforms that began to improve the business environment. Policy,
institutional and governance reforms helped create new investment and job opportunities.

31 Husain (2004: 5) argued that “...in the absence of September 11 developments, it world have taken
a couple of years longer...” for the economy to show positive results.

32 Cf. Husain (2004: 1) and Zaidi (1999: 300). Husain argued that: “while the observation that Pakistan
thrives economically when relations with the US are at their best is empirically true at a superficial level,
a more nuanced analysis suggests that it is what economists call 'spurious correlation™ (2004: 3).




Economic growth weakened from 2008-2010, buffeted by the dual headwinds of
a global financial crisis and domestic turmoil. After an impressive spurt of growth
during most of the first decade of the 21st century, Pakistan's growth again fell off,
suffering a number of reverses. High global growth, including that of China, led to a
spike in raw material prices including food and energy prices, that increased inflation
in Pakistan and lowered the purchasing power of Pakistanis, including those who had
only recently risen above the poverty level and now found themselves struggling. This
was followed by the global financial crisis that dampened demand for exports and led
to recessions in Europe and the USA. The transition to civilian rule, the tragic
assassination of Benazir Bhutto, unresolved constitutional issues all combined to raise
continued concerns about Pakistan's political future. These domestic political crises
absorbed the focus of newly elected leaders who took time to effectively address the
economic indicators that had now moved into reverse. Adding to these challenges
were growing law-and-order and civil unrest problems including military engagement
with the Taliban, an upsurge in terrorist attacks and growing unrest in large parts of
northwest Pakistan and the Federally Administered Tribal Areas (FATA). Growth fell
sharply and the growth in per-capita real incomes flattened out. However, measures
were then taken that arrested much of the economic decline. (See Figures 3.2
and 3.3).

Figures 3.2 and 3.3 3
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Growth in 2003-08 favoured manufacturing and services while agriculture grew
more slowly. Manufacturing growth averaged 8 percent during 2001-09. The service
sector also enjoyed strong growth. As a result, manufacturing's share of the GDP grew
while agriculture's share declined. But agriculture remained the largest employer.3%

34 pakistan Economic Survey (2008-09: 6-7). Social and Economic Indicators, Pakistan Economic
Survey (2008-09). http://www.finance.gov.pk/survey/survey percent202008-09/Indicator.pdf. Pakistan
Economic Survey (2008-09: 11-13). Also see Pakistan Economic Survey - Statistical Appendix (2007-
08: 2). Social and Economic Indicators, Pakistan Economic Survey (2008-09).
http://www.finance.gov.pk/survey/survey percent202008-09/Indicator.pdf

35 Agriculture provides 44 percent of all jobs.




Figures 3.4 and 3.5 3¢
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Several factors explain agriculture's poor performance. First, agriculture is highly
dependent on basic commodity crops such as wheat, sugarcane, cotton and rice. The
lack of focus on high value products, weak extension services, supply chain problems
and water shortages continue to limit agricultural productivity growth. Low yields also
reflect low quality, scarce inputs and a lack of on-farm and post-harvest innovation.
Diversification towards high-value horticulture and floriculture offers potential to improve
the sector's productivity and can potentially enhance incomes in rural communities.

Continued manufacturing growth faces binding constraints.’” Almost one-half
of Pakistan's manufacturing activities are cotton and textile related. The Pakistani
apparel and textile sector has struggled to maintain its competitiveness, especially in
the export of finished clothing. The liberalization of global trade and apparel markets
from January 2005 should have provided ample opportunities for Pakistan. There has
been much finger pointing regarding the lackluster performance. However, it is safe
to say that the government could do more to improve the business environment that
constrains the sector while the industry could be doing more to improve its competitiveness
in world markets.

The services sector has also been a strong growth sector. The expansion of the
services sector included a notable modernization of the financial sector and
telecommunications sector. Health, education, retail services, business and personal
services are included in the service sector and some of these lend themselves particularly
well to entrepreneurial activity and innovation.

36 pakistan Economic Survey (2008-09: 11-13). Social and Economic Indicators, Pakistan Economic
Survey (2008-09). http://www.finance.gov.pk/survey/survey percent202008-09/Indicator.pdf. Pakistan
Economic Survey (2008-09: 11-13). Also see Pakistan Economic Survey - Statistical Appendix (2007-
08: 2). Social and Economic Indicators, Pakistan Economic Survey (2008-09).
http://www.finance.gov.pk/survey/survey percent202008-09/Indicator.pdf

37 All Pakistan Textile Mills Association claimed that they have incurred a loss of Rs70 billion since gas
load management began on December 1, 2009. The News, 29 January, 2010.
http://thenews.jang.com.pk/daily detail.asp?id=221314




Growth from 2003 to 2008 created jobs and lowered poverty. Employment rose
by more than 12 million jobs. Unemployment in the first decade of the 2000s rose
from 6 percent to over 8 percent before declining to well below 6 percent by 2007.
The high number of new entrants into the labour force means that keeping unemployment
low will be a challenge.®” In 2007-08, the economy added another 1.4 million jobs,
mostly in the private sector, benefiting both rural and urban areas.?*® Growth and job
creation led to substantial reductions in rural and urban poverty.*® (See Figures below)
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High growth during 2003-08 caused unprecedented but short-lived buoyancy in
domestic capital markets. The Karachi Stock Exchange's benchmark KSE-100 index
leaped 700 percent between June 30, 2000 and May 30, 2008. Buoyed by investor
confidence, total market capitalization increased more than eightfold during the same
period.#?2 But the global economic recession and the volatility of the domestic

38 pakistan Economic Survey (2007-08: P 203 and 204).

39 See Pakistan Economic Survey (2008-09: xix).

40 Government of Pakistan, Poverty Reduction Strategy Paper Il, Ministry of Finance: Islamabad
(2009:43).

41 See Pakistan Economic Survey (2007-08: 184-186 and 198). Social and Economic Indicators,
Pakistan Economic Survey (2008-09). http://www.finance.gov.pk/survey/survey%202008-09/Indicator.pdf.
42 Investors' confidence improved alongside economic fundamentals; exchange rate stability; monetary
policy easing; reduction in banks' outstanding loans; extremely favorable foreign debt rescheduling and
prepayment of expensive ones; one of the cheapest stocks' valuations in the region active mergers




political*®* and security situations gradually turned investors' sentiment negative.** The
KSE-100 index fell by over 40 percent in FY2008-09 before recovering partially. Capital
markets remain volatile (See Figures 3.9 and 3.10 below).

Figures 3.9 and 3.10 4
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The global downturn, political volatility and the security situation adversely
affected Pakistan. It experienced a sharp economic downturn, a widening trade
deficit, rising inflation, increased risk of sovereign default, capital flight and a weakened
rupee. This exacerbated the country's already precarious balance of payments
position.*® International reserves fell to US$3.5 billion by October 2008 from US$16
billion in October 2007 (see Figure 3.11). However, by January 2010 they were rebuilt
to US$15 billion with the help of strong remittances and implementation of the terms
of the Stand-by Arrangement with the IMF.

and acquisitions, perceived improvement in relations with the neighboring countries (India), successful
launching of Global Depository Receipts. “The policies on privatization, liberalization and deregulation
encouraged private investments having profound effect on the activity of the stock market.” Ahmed.
T. “Capital Markets Remained Resilient.” Daily Times, 11 June, 2008. http://www.dailytimes.com.pk/
default.asp?page=2008 percent5C06 percent5C11 percent5Cstory 11-6-2008 pg5_7
43 The judicial row, assassination of Benazir Bhutto, and the policy inaction throughout 2007 and 2008
eroded investor confidence and caused capital flight.

44 The World Bank's "Global Economic Prospects-2010" noted that investors continue to exit Pakistan
due to concerns over its nsmg domestlc and external imbalances. See Daily Times, 22 January, 2010.

45 For Karachi Stock Exchange - 100 Index see http://www.brecorder.com/index.php?stocks=index.
46 www.emergingmarketsmonitor.com/file/76909/pkr-volitility-subsiding-but-spside-limited.html. For a
useful account of macroeconomic deterioration in Pakistan due to global economic turmoil see State
of the Economy: Emerging from Crisis, Institute of Public Policy, (2009: 8).




Figures 3.11 and 3.12 47
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Foreign exchange earnings depend on remittances and two traditional exports.
Cotton and textiles account for 60 percent of export earnings. Pakistan is the world's
12th largest recipient of workers' remittances,*® which continue to be robust despite
the slowdown in many originating countries. A new initiative of the SBP, Ministry of
Finance and Ministry of Overseas Pakistanis called “Pakistan Remittance Initiative”
encourages remittances and helps channel them through formal banking channels.
Remittances now rival net foreign exchange earnings from product exports. While this
helps Pakistan's foreign reserves, it is also a sad commentary that so many Pakistanis
have to leave their homes and their families to find a livelihood abroad. A competitive
economy exports products rather than people. A more competitive Pakistani economy
would be creating more and more jobs in the export sector which would generate jobs
for people closer to home.

The high fiscal deficit threatens stability. In FY2007-08 the deficit rose to 7.6
percent of GDP, the highest in 10 years before declining to still high levels. This
perennial problem crowds out private debt and is not sustainable from internal resources
(See Figures 3.13 and 3.14 below). The end result is macroeconomic instability.*® The
tax-to-GDP ratio declined to 9 percent in FY2008-09, one-half the 18 percent average
for other developing countries.

47 For GDP Per Capita see Pakistan Economic Survey (2007-08: 11 and 2008-09: P 14). For Workers'
Remittances see Pakistan Economic Survey (2007-08: 146 and 2008-09: P 131-132). Also see
http://www.finance.gov.pk/survey/survey percent202008-09/Indicator.pdf and
http://www.sbp.org.pk/ecodata/forex.pdf

48 Almost 80 percent originate in North America, Saudi Arabia, and the United Arab Emirates.
49 The Panel of Economist argues that deficit financing should rely primarily on concessionary external
assistance and non-bank borrowing. Borrowing from the central bank is inflationary and borrowing from
the banking system crowds out private investors. (Interim Report on Economic Stabilization with a
Human Face, Planning Commission, Government of Pakistan, Islamabad, October, 2008: 25).




Figures 3.13, 3.14, 3.15 and 3.16 *°
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Inflation surged in 2008. Fueled by an overheated economy, chronic supply-side
bottlenecks, monetization of the fiscal deficit and high international commodity prices,
inflation peaked at more than 25 percent in August 2008. 5! As a result monetary policy
tightened in 2008. This dampened growth as well as inflation. The latter declined to
14.4 percent during July-December FY2009-10 compared to 24.4 percent during the
same period one year earlier.%2

50 pakistan Economic Survey - Statistical Appendix (2008-09: 2 and 57). Also see Mid-year Review of
Economic Situation (July-December 2008) and Economic Survey - Statistical Supplement.
http://www.finance.gov.pk/admin/images/survey/chapters/Chapter4 percent2008-09.pdf
51 Other factors that contributed to inflationary pressures included: rising international energy and food
prices; the withdrawal of petroleum and gas subsidies; the rationalization of electricity tariffs; imported
inflation and exchange rate depreciation of the rupee; excessive government borrowing from the State
Bank of Pakistan; levying custom duties to curtail imports; support price increases for selected major
crops; supply-side structural issues and mismanagement; speculation, smuggling, and hoarding; political
unrest and a deteriorating law and order situation have all hampered government efforts to stabilize
domestic prices through 2008-09” (Pakistan Economic Survey, 2008-09: 106).
52 |nflation declined to 14.4 percent in July-December 2009-10 from 24.4 percent during the same period
during the prior year. Pakistan Economic Survey - Statistical Appendix (2008-09: 2 and 57). Also see
Mid-year Review of Economic Situation (July-December 2008) and Economic Survey - Statistical
Supplement. http://www.finance.gov.pk/admin/images/survey/chapters/Chapter4 percent2008-09.pdf.
According to SBP, “the role of tight monetary policy stance adopted earlier and constraints
on the monetization of the fiscal deficit should not be under-estimated in bringing inflation
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Pakistan's lack of export competitiveness makes it vulnerable. The lack of robust
growth in the apparel and textile industry, upon which Pakistan's exports are concentrated,
is of particular concern. In general, Pakistan's export competitiveness is constrained
by problems in the business environment, reliable electricity supply and security costs.
On the private sector side, the industry is hampered by low value addition, cost
competitiveness, poor relative labour productivity and lack of adaptation to a changing
market. Transportation and logistic costs are also an issue. To compete effectively in
global markets, the government and industry leaders will need to each take responsibility
for improving the business environment and improving business strategy and operations.
Surgical instruments and sports goods exports, many from the dynamic Sialkot region,
are also facing pressures from changing markets and technology and will need to
adapt to be able to thrive and survive.

Low export revenues imply that Pakistan continues to rely on remittances and
foreign aid to finance its trade deficit. After the impressive performance between

under control” (Monetary Policy Statement, January-2010: 18). http://www.sbp.org.pk/m_policy/MPS-
Jul-Sep-09-Eng.pdf

53 Pakistan Economic Survey (2008-09) and Statistical Appendix (2008-09: 2). Also see Economic
Survey - Statistical Supplement. www.finance.gov.pk/finance_survey_chapter.aspx?id=20.




FY2002-03 and FY2005-06, exports abruptly fell in FY2006-07. (See Figure-3.21
and 3.22)% In 2002-03, import growth began to outstrip export growth in the wake
of an economic expansion lasting several years. As a consequence trade deficit grew
from US$1 billion in 2003 to about US$15 billion in 2008 reaching over 12 percent of
GDP (see Figure-3.23). Terms of trade for Pakistan's exports have experienced sharp
deterioration over the last decade (see Figure-3.24).

Figures 3.21, 3.22, 3.23 and 3.24 5°
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The high trade deficit contributed to a deteriorating current account balance.
A current account surplus of around US$3 billion in 2003-04 reverted to a US$14 billion
deficit in 2007-08, the equivalent of 8.4 percent of GDP. Subsequently the size of the
deficit decreased.

54 For details see Economic Survey (2007-08: 133).
55 pPakistan Economic Survey (2008-09) and Statistical Appendix (2008-09: 2). Also see Economic
Survey - Statistical Supplement. www.finance.gov.pk/finance_survey_chapter.aspx?id=20.
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After a long, steady decline, external debt and liabilities (EDL) turned upward in
2008-09.5 The large current account deficit, falling exports and high borrowing costs
sharply raised external debt over the past 2-3 years (See Figure-3.27). Although the
EDL profile remains manageable,® the IMF estimates that it will increase from US$55.2
billion in late 2009 to about US$73 billion by 2015.

Figure 3.27 *°
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Also, after several years of improvement, external debt service obligations edged
upward. This reflects falling exports and increased debt. Although the ratio may

56 |bid.

57 For an account of the role of aid and its usage in Pakistan see Papaneck (1996: 358), Fukamachi
and Oda (2002: 16).

58 The Economic Survey of Pakistan noted that: external debt only tends to slow growth if it crosses the
threshold level close to 50 percent of GDP. (2007-08: 155). See Pakistan Economic Survey (2008-
09: 140). For Pakistan's current debt profile see: http://www.sbp.org.pk/ecodata/pakdebt.pdf.

59 pakistan Economic Survey (2008-09: 140-155). Also see Mid-year Review of Economic Situation
(July-December 2008) Economic Survey - Statistical Supplement.
http://www.finance.gov.pk/admin/images/survey/chapters/Chapter9 percent2008-09.pdf Social and
Economic Indicators, Pakistan Economic Survey (2008-09). http://www.finance.gov.pk/survey/survey
percent202008-09/Indicator.pdf.




continue to deteriorate in 2010-11, an improvement in the world economy and Pakistan's
competitiveness could reverse this recent trend.

Figures 3.28 and 3.29

EDL % of Foreign Exchange Earnings EDL/Foreign Exchange Reserves Ratio
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Total public debt followed a steady downward trend since 2000-01.° At the end
of FY2007-08, the total public sector debt, internal and external, stood at 57.4 percent
of GDP, down sharply from more than 80 percent in 2000-01 (See Figures-3.30 and
3.31).52 Domestic public debt stood at 31.2 percent of GDP while the external public
debt was at 26.2 percent of GDP in FY2007-08.%3 Both continued to decline relative
to GDP during FY2008-09. Debt to GDP ratios of between 30-50 percent are normally
seen as manageable. Lessons from the recent financial crisis have indicated that debt
to GDP ratios closer to 30 percent allow for economic stimulus in times of economic
downturn. Increases in public sector debt ratio from current levels would, on the contrary,
reduce Pakistan's macroeconomic stability.®

60 pakistan Economic Survey (2008-09:P 140-155). Also see Mid-year Review of Economic Situation
(July-December 2008) Economic Survey - Statistical Supplement.
http://www.finance.gov.pk/admin/images/survey/chapters/Chapter9 percent2008-09.pdf Social and
Economic Indicators, Pakistan Economic Survey (2008-09). http://www.finance.gov.pk/survey/survey
percent202008-09/Indicator.pdf.

61 On this point see Burki (11996: 320-321).

62 |t is expected that stock of public debt will decrease to 47.5 percent of GDP by 2013-14.
http://www.brecorder.com/index.php?id=24978&currPageNo=1&query=&search=&term=&supDate.

63 See Pakistan Economic Survey (2008-09: 148).

64 Saleem (2010) argued that the “government needs to make strong fiscal adjustments instead of
borrowing. Otherwise, in coming years, debt problem will cause severe macroeconomic consequences
like low economic growth, closure of businesses, rising unemployment and poverty, deterioration of
physical and human infrastructure, high inflation, pressure on exchange rate, discouragement of both
domestic and foreign private investment, etc. “EDL to Cause Trouble in Long Term.” Pakistan and Gulf
Economist, 1-7 February, 2010.
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The Stand-By Arrangement (SBA) with the IMF helped restore confidence. Under
the current macroeconomic stabilization strategy as agreed with the IMF, the government
is expected to maintain tight monetary policy, reduce import tariffs, curtail public
expenditures and reduce the fiscal deficit.6” Key economic indicators summarized below
show that stabilization is working but it needs to be consolidated to support continuous
improvement in economic growth.®

* Low but positive growth. GDP growth is expected to be between 3 - 3.5 percent
for FY2009-10.% The agriculture sector is showing signs of healthy growth supported

by good cotton crop. Large Scale Manufacturing (LSM) is also showing signs of
recovery as it expanded by 7 percent in November 2009 compared to a 20 percent
contraction March 2009.

65 pakistan Economic Survey (2008-09: 140-155). Also see Mid-year Review of Economic Situation
(July-December 2008) Economic Survey - Statistical Supplement.
http://www.finance.gov.pk/admin/images/survey/chapters/Chapter9 percent2008-09.pdf Social and
Economic Indicators, Pakistan Economic Survey (2008-09). http://www.finance.gov.pk/survey/survey
percent202008-09/Indicator.pdf.

66 Full text of the Pakistan-IMF 23 moinths SBA as agreed on 24 November, 2008, is available on
www.imf.org/external/pubs/cat/lonres.cmf?sk=22517.0. Some of the key IMF conditionalities include;
i) cuts in public sending; ii) phasing out of energy subsidies; iii) tax reforms; iv)privatization; v) tight
monetary policy (SBP increased its discount rate from 13 percent to 15 percent); vi) exchange rate
flexibility for correcting fiscal and external imbalances; and vii) inflation curtailment (The Atlantic Council's
Pakistan Report, February 24, 2009). www.acus.org/publication/pakistan-report

67 Pakistan must make drastic cuts in public spending to restrict the fiscal deficit to 4.2 percent of GDP.
It is caught is between competing pressures - the need to ease fiscal and monetary policies to ease
domestic hardship and the commitment to conform to the program agreed with the IMF (The Atlantic
Council's Pakistan Report, February 24, 2009) www.acus.org/publication/pakistan-report

68 Economic Review of July-February 2008-09 by Ministry of Finance revealed that “recent trends in
most macroeconomic variables suggest that the disciplined implementation of the macroeconomic
stabilization program is paying dividends.” http://www.finance.gov.pk/finance blog/wp-
content/uploads/ReviewEconomy-Jul-Feb.pdf. According to the Ministry of Finance “by February 2009,
early signs of improvement in economic variables such as inflation, foreign exchange reserves, import
growth, and government borrowings from the SBP are evident.”

http://www.finance.gov.pk/finance blog/?p=61

69 See Dawn, 28 January, 2010,
http://www.dailytimes.com.pk/default.asp?page=2010%5C01%5C28%5Cstory 28-1-2010 pg5 16




Inflation has moderated but is still very high. Inflation declined from 25.3
percent in August 2008 to 15 percent in December 2009. SBP expects it to settle
between 11 and 12 percent during FY2009-10.7°

Trade Balance. The trade deficit declined to US$8.4 billion during July-January
of FY2009-10 compared to US$10.2 during the same period of the prior year.™
Despite difficult economic conditions, exports are expected to reach US$19 billion
during FY2009-10. Textile and apparel exports are expected to pick up momentum
due to a good cotton harvest. Imports are estimated to decline by 3.2 percent to
reach US$30.7 billion during FY2009-10 leading to a substantial commercial
trade deficit.

Shrinking current account deficit. Strong remittances and a decline in imports
contributed to a reduction in the current account deficit to US$2.5 billion during
July-January of FY-2009-10 from US$8.1 billion over the same period in the prior
year.”? The current account deficit is expected to settle between 3.7 to 4.7 percent
of GDP in FY2009-10 against 8.4 percent during FY2008-09.7 During the first half
of FY2009-10, workers' remittances increased by 25 percent to reach US$4.5
billion compared to US$3.6 billion in same period in FY2008-09.7 These trends
are expected to continue throughout the current fiscal year.

Opportunities for investment remain intact. FDI declined markedly to about
US$1 billion during first half of FY2009-10, down from US$2.4 billion in the same
period during FY2008-09. However, a sustained global economic recovery and

stability of international financial markets would help to regenerate the flow of FDI.

Steady rebuilding of foreign exchange reserves. Reserves have been replenished
from US$6.4 billion in November 2008 to over US$15 billion in January 2010. This
has improved the import coverage ratio to 14 weeks as compared to 9.1 in October
2008. Foreign exchange reserves are expected to exceed US$15 billion at the
end FY2009-10.

70 The SBP commented the inflation outlook is sensitive to fiscal consolidation efforts and to world
commodity prices. Already announced and planned electricity tariff increments and higher gas prices
will also affect inflation. Added to these developments are the difficult-to-assess negative impacts of
the security situation and power shortages. The likelihood of an uptick in inflation in the remaining
months of FY10 thus seems quite plausible. (Monetary Policy Statement, January-2010: 1).

™ For details see http://www.nation.com.pk/pakistan-news-newspaper-daily-english-online/Business/18-
Feb-2010/Current-account-deficit-narrows-to-2487b

2 |bid.

73 |bid.

74 In October 2008, remittances flows fell by 19.7 percent as compared to October 2007. This was
mainly to due to concerns over increasing difficulties in the global and domestic scene. But the fears
of protracted inflation in the US economy a source of almost one-third of Pakistan's remittances remain
realistic showing negative growth of 0.3 percent. http://www.finance.gov.pk/finance blog/?p=59




3.1.3 Pakistan's Macro Drivers of Growth

Pakistan's macro drivers are not poised to sustain economic growth. This section
briefly reviews the performance of macro drivers: consumption, investment, government
consumption and net exports.”® Their pattern during the favorable 2003-08 period
suggests that Pakistan is still not capable of sustaining fast growth. For high economic
growth to be sustainable, net exports and investment need to play key roles. This has
not been the case recently in Pakistan.

Consumption drove growth during 2003-08. Pakistan's brief spurt of high economic
growth during this period was mainly driven by private consumption (see Figure-3.32
and 3.33). Consumption became the principal driver of growth on the back of large
foreign exchange inflows, monetary easing, the rise of consumer credit,’® and the
continued emergence of a large middle class. Government consumption also grew
by large amounts especially during FY2005 and FY2006. Exports have generally made
negative contribution to growth.

Figures-3.32 and 3.33 77
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75 Consumption, investment and exports are often described as “three horses of Troika” that drive
economic growth. Growth is driven by “the sum of consumption (both private and government) plus
investment (public and private) plus net exports of goods and services. Consumption comprises a major
chunk of economic growth in almost all economies” (Pakistan Economic Survey, 2007-08: 8).

76 The slowdown in growth has increased the ratio of non-performing consumer loans to total loan from
0.9 to 9.1 percent since 2004. SBP Economic Data, Non Performing Loans,
http://sbp.org.pk/ecodata/index2.asp, Dec18, 2009

T For details see Pakistan Economic Survey (2008-09: 8-10).




Savings are low. Low savings reduced the availability of domestic funds for investment.
As a result, investment made little contribution in driving growth. Total investment
(public and private) contributed on average less than one percentage point to annual
GDP growth during this period (see Figure-3.36). After fluctuating close to 15 percent
of GDP, the domestic savings rate dropped to 11.2 percent of GDP in FY2008-09 (see
Figure3.37). Total savings (the sum of domestic saving and foreign saving) reached
a peak of 18.2 percent of GDP before declining to 14.3 percent in 2008-09.78 Low
domestic savings reflect high inflation and an inadequate array of accessible savings
instruments.” Potential individual savers lack awareness about risk and reward in
placing their savings in a bank account or other saving instruments. Pakistan lacks
dynamic and diversified financial services that would provide easy accessibility to
saving alternatives tailored to the needs of various niches of the market such as young
savers accounts, rural dwellers, higher education saving accounts, and retirement
accounts.

Figures 3.36 and 3.37 &
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78 Government of Pakistan, Pakistan Economic Survey 2008-09, Ministry of Finance: Islamabad, 2009,
p.15.

7 Following the crisis of 2008, the government remained committed to reducing inflation to single digit
levels by pursuing a policy of fiscal and monetary restraint. However, consumer price inflation will
probably remain above 11 percent in 2009-10 despite a reduction in the fiscal deficit to 4.9 percent of
GDP. This points towards the role of cost-push and supply side factors in fueling inflation. The
government will need to devise an appropriate policy response the inflationary implications of imminent
electricity tariff hikes and rebounds in world oil and commodity prices.

80 pakistan Economic Survey, several issues.




Foreign savings have been important to Pakistan. Despite low domestic savings,
foreign savings (the difference between total investment and domestic savings in
Figure-3.37) helped Pakistan increase its total investment and fixed investment to
about 20 percent of GDP during the past five years. Public investment, which is critical
for facilitating private investment and for providing social infrastructure, has been mostly
below 5 percent of GDP during the decade (See Figure-3.38). Enjoying attractive
incentives and opportunities, foreign investment increased to record levels during high
growth period of 2003-08. However, global economic slowdown and financial crunch
along with difficult domestic conditions especially concerning the security situation has
taken its toll on foreign investment that has substantially declined over the last two
years (see Figure-3.39 and 3.40).

Figures 3.37, 3.38, 3.39 and 3.40 ®
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81 Government of Pakistan, Pakistan Economic Survey 2008-09, Ministry of Finance: Islamabad (2009:15)




Despite increasing openness, Pakistan's export base remains narrow and
undiversified. In contrast to high growth countries, expansion of Pakistan's exports
contributes little to GDP growth (See Figure-3.41). Cotton and textiles account for
more than half the country's exports,8? but suffer from low productivity, limited innovation
and a labor force lacking important skills. Thus, Pakistan is especially vulnerable to
external shocks such as adverse global demand and growing competition. Historically,
Pakistan's economy has remained inward looking with trade accounting for merely
25.8 percent of the total GDP in 1999-2000.83

Figure 3.41 3
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Government expenditures are weak drivers of growth. Fiscal deficits are too large
and too little is channeled towards developmental priorities.

Fiscal deficit. The use of savings to finance large government deficits drives
up interest rates and crowds out private investment.® Despite important reforms
in the past 20 years, tax revenues to GDP remain extremely low and stagnant
at less than ten percent. The introduction of a value-added tax, a government
commitment under the Stand-by Arrangement, would broaden the tax base
and reduce the deficit. However, additional reforms in the tax structure,
administration and collection systems could greatly improve efficiency and
equity. An effective approach to generating increased tax revenues is to
broaden the base of collection, make compliance easy and keep rates low
enough to encourage voluntary compliance. Also, taxes tend to fall
disproportionately on formally registered companies, discouraging formalization.

82bid, p.120. Other major export items include rice, leather, sporting goods, fish products, leather
goods, surgical instruments, sporting goods, light engineering goods, and petro products

83 Government of Pakistan, Pakistan Economic Survey 2008-09, Ministry of Finance: Islamabad,
(2009:119)

84 pakistan Economic Survey, several issues.

85 Cf. Husain (1999: 30-31, 37 and 128-131), Ansari (1999: 72) and See Kemal and Durdan (1990 in
Husain, 1999: 128-131).




Agriculture and the services sector are in general not well integrated into an
appropriate taxation scheme.8¢

Developmental expenditures. The total share of development expenditures
was 21.6 percent in 2008-09, with non-developmental expenditure accounting
for the remaining 78.4 percent. Despite a decrease since 2000, Pakistan
continues to spend a disproportionate amount on non-developmental
expenditures such as defense, administration, subsidies, debt-service and
lending to public-sector enterprises. Allocations for health, education,
infrastructure and social welfare remain inadequate. Furthermore, it is the
development budget that suffers the most during fiscal tightening.

3.2 Pakistan's Competitiveness in Recent Years

Pakistan's low competitiveness stems from a wide-range of factors. These include
macroeconomic imbalances, structural weaknesses, institutional inertia, low investor
confidence, high production costs, obstacles to doing business, water and energy
shortages, inadequate social services, and insecurity. Persistence of these and other
factors has led to slippage of Pakistan's GCI ranking from 92 (out of 131) in 2007-08
to 101st (out of 133) in 2009-10.87 Since competitiveness rankings are relative and
other countries are taking measures to become more competitive, a country needs to
be constantly improving even to maintain its rank. Low scores on institutions, infrastructure,
macroeconomic stability, health and primary education continue to weigh down Pakistan's
ranking.

Pakistan may be losing ground to some of its closest competitors. Figure-3.42
compares Pakistan's overall GCI rankings with those of four Asian countries and Brazil.
With the exception of Bangladesh, whose per capita income is one-half that of Pakistan,
Pakistan's rankings suggest lower competitiveness. Unlike four of the other countries,
Pakistan showed no gain in its ranking in 2010.

86 According to the Economic Survey of Pakistan, “the government recognizes the need to broaden the
tax base and reduce marginal tax rates which would stimulate investment and production. This would
also promote voluntary tax compliance. Broadening of the tax base will also ensure the fair distribution
of the tax burden among various sectors of the economy. The overall services sector including wholesale
and retail trade as well as agriculture, are potential candidates for broadening of the tax bases” (2007-
08: P 64).

87 Although part of the decline may be attributed to increase in the number of countries from 131 to 134
from 2007-08 to 2008-09, 3 of the four additions during this period fell below Pakistan. This included
Malawi (119), Ghana (102), Cote d' Ivoire (110), Brunei Darussalam (39), while one country Uzbekistan
was dropped in 2008-9 due to lack of data. In 2009-10 Moldova which ranked 95 in 2008-09 was
dropped due to lack of data.




Figure 3.42
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Source: Pakistan Competitiveness Report 2008 & 2009 and WEF Global Competitiveness
Report 2009-2010.

Recent slippage in competitiveness reflects a sharp fall in institutions,
infrastructure, and macroeconomic stability. Pakistan has the advantage of a large
market size. It does relatively better on its performance related to financial services,
innovation and business sophistication, although there is also room for improvement.
Pakistan's performance suffers from very low scores related to labor market efficiency,
higher education and training, health and primary education and macroeconomic
stability (See Table-3.1).




Table 3.1

Pakistan and the Global Competitiveness Index

Pillar Rankings Change in Ranking
2007-08 2007-10 | 2008-10
Overall GCI 92 -9
Institutions 81 -23
Infrastructure 72 -17
Macroeconomic Stability
Health and Primary Education
Higher Education and Training
Goods Market Efficiency 82 83
Labor Market Efficiency
Financial Market Sophistication 65 71 64
Technological Readiness 89
Market Size 28 29 30
Business Sophistication 79 87 81
Innovation 69 82 79 -10
Source: Global Competitiveness Reports 2007-8, 2008-9, 2009-10

Note the ranking in 2007-08 was out of 131 countries, in 2008-09 was out of 134 countries, and in
2009-10 was out of 133 countries. A negative sign in the last two columns indicates a decline in the
ranking.

3.3 Challenges to Pakistan's Growth and Competitiveness

Major improvements in competitiveness are within reach of emerging economies such
as Pakistan but important challenges must be addressed. The remainder of this chapter
focuses on the formidable domestic and global challenges facing Pakistan. It provides
an overview and summary of these challenges and how they interact with each other.
Later chapters will chart a way forward.

3.3.1 Domestic Challenges

It is important to identify key challenges to growth and competitiveness that can be
addressed locally by government policy or private sector initiative. While some economic
challenges are international in nature, others can be addressed locally and are subject
to amelioration. In most cases, these require major attention from economic policy
makers. Public-private partnerships, private sector initiatives and civil society also
have their roles in addressing these constraints in an effective, innovative and cost-
effective way. Figure-3.43 summarizes the principal challenges.
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Poverty reduction must remain as the most important goal of economic
policy-interventions targeted to the poor can improve Pakistan's
competitiveness. Of the domestic challenges to competitiveness, poverty is
perhaps the biggest. Poverty reduction is an end in itself and a moral imperative.
It also represents the failure to adequately harness the productive potential of the
country's human resources. Although no recent headcounts are available, the
Planning Commission's Panel of Economists believes that the incidence of poverty
is currently near 30 percent. It had declined from 30.6 percent in 1998-99 to 22.3
percent in 2005-06 with a small but significant improvement in distribution.® The
deterioration reflects the impacts of increasing food and fuel prices which have
pushed some of the most economically and socially vulnerable segments of the
population back below poverty level in terms of real purchasing power of an
underlying basket of goods.® Effective interventions improving the health, literacy

88 Government of Pakistan, Poverty Reduction Strategy Paper II,
http://finance.gov.pk/admin/images/poverty/PRSP-II.pdf, 2009, pp.42-43.

8 According to Dr. Sarfraz Qureshi, Chief Executive Officer of an Islamabad-based economic
development consultancy, during the last two years alone almost 16 million people have slipped into
poverty in Pakistan as a result of difficult conditions in the global economic environment.
http://www.brecorder.com/index.php?id=12307. The Panel of Economists at the Planning Commission
argued that: “between January 2007 and January 2008, roughly 10 to 12 million more people would
have slipped below the poverty line.” The Panel also believes that in view of inflationary pressures and
rising unemployment there will be “...approximately 8 to 10 million additional households below the
poverty line in 2008-09” (2008: P 40). Haroon Jamal, Assessing vulnerability to poverty: Evidence from
Pakistan, Social Policy and Development Center Report No.80, April 2009. Vulnerability can be described
as the extent to which a household is exposed to risks such as “poverty dynamics (poverty status:




and skills of the poor resulting in improved employment can boost productivity and
provide net gains to economic growth.

Macroeconomic instability. Pakistan needs to adopt a long-term view of
macroeconomic management and stability. It needs to avoid high fiscal deficits,
a large and growing public debt, persistent inflationary spirals and balance of
payments crises. These dampen the country's future growth prospects and increase
the frequency, depth and duration of downturns. By making a sound macroeconomic
program credible, confidence will be increased leading to more investment. If
inflationary expectations are dampened, this will help bring down interest rates,
further increasing an investment-led expansion.

High unemployment. Improvements in the business environment can do much
to boost employment. A focus on agricultural value chains in rural areas and labor-
intensive light manufacturing in urban areas can do much to generate jobs for
relatively unskilled and low skilled workers. Targeted programs for youth and new
entrants to the labor force can further improve employment prospects. Specially
tailored initiatives addressed to women who may face obstacles to employment
and may need appropriate work environments may also be needed. More attention
needs to be given to the nature of future job creation in the service sector and how
to facilitate this. Finally, Pakistan needs to encourage the creation of new jobs in
high value-added activities. Many of the new jobs would probably be in manufacturing
and areas related to business services including but not limited to information and
communications technology and service.

Low savings and Investment. As noted earlier in this chapter, consumption
drove Pakistan's growth spurt from 2002-07. Domestic savings remained low.
Investment in Pakistan is volatile and depends on external capital flows from FDI
and international assistance. Increasing domestic savings and channeling it to
productive activities would enhance the sustainability of economic growth.

Low development spending. Pakistan needs consistently high growth to tackle
its growing social development challenges and especially poverty.?® Its social
development indicators lag those of countries with comparable income levels.
Development expenditure as percentage of GDP has declined from an annual
average of 7.3 percent to around 4 percent in 2007-08. Health and education
expenditures as percentage of GDP remain low; the former is below one percent
of GDP while the latter has gradually increased to about 2.5 percent of GNP.

transition in and out of poverty), food security (probability of not meeting food needs), environment
(survival loss), health (malnourishment), disaster management (welfare loss) etc”.

90 Wall (2006) argued that “poverty is an ethical concept, not a statistical one. Inherent in the term
“poverty”, when applied to human beings, is the notion of a life situation that should not exist. It is not
only lack of roti, kapra aur makan-food, cloth and shelter. Amartya Sen aptly sums up the many
dimensions of poverty as lack of “capability”-capability to overcome violence, hunger, ignorance, illness,
physical hardship, injustice and voicelessness. The World Bank has argued that poverty extends to
the absence of opportunity, empowerment and security, and not just the absence of food on the table.
Wall, J. “Poverty in Pakistan The News, 10 July10, 2006.




According to Pakistan Social and Living Measurement, the literacy rate for age 10
and above has increased to 55 percent in 2006-07 compared to 34 percent about
two decades ago.®! Pakistan has one of the highest infant mortality rates among
comparable developing countries at 70 deaths per 1000 births.®2 Without increasing
development expenditure and improved service delivery, Pakistan will not achieve
key Millennium Development Goals.

Stalled reforms. Despite repeated attempts at economic, trade, fiscal and financial
sector reforms, deregulation and privatization over the last two decades have
repeatedly faltered.

The public sector lacks efficiency, transparency and accountability. Reforms
are needed both at the macroeconomic and microeconomic levels as well as in
political, economic and institutional governance. Such reforms would enable the
economy to be resilient in its response to international economic conditions. An
important component in better governance and service delivery calls for a significant
devolution of political, administrative and financial powers from federal level to
provincial and then to local level.

Low productivity. Competitiveness is the ability of an economy to generate
sustainable jobs with continued improvements in productivity. Knowledge and
technology needs to be harnessed to benefit from existing and emerging competitive
opportunities. Yet, Pakistan ranks 118th out of 140 countries on the knowledge
economy (Table-3.2). Its main export earner, textiles, suffers from low value
addition due to old technology. Textile processing, dyeing, and production rely on
machinery that is more than 15 years old and needs replacement.®® Similarly old
plants and low production volumes prevent firms from achieving economies of
scale in leather processing, pharmaceutical manufacturing, fertilizer, and chemical
preparation. Productivity increases in the agriculture sector during the last three
decades have been largely input-intensive.®* Input utilization tends to rise without
focussing on new technology to raise efficiency. At the macro level, there were
signs of improved total factor productivity during the high growth period of
2003-08 but sustainability remains problematic.®s

91 pakistan economic Survey (2008-09: 169).

92 pakistan economic Survey (2008-09: 184).

93 Under the new textile policy the government has set up a Textiles Investment Support Fund (TISF)
to encourage technology, skills, and productivity enhancements. The government will contribute up to
20 percent of capital cost for upgrading technology and 50 percent of interest costs for new investments
in plant and machinery. Despite the need for this type of investment, it runs the risk of creating an
adverse incentive structure. It could also become difficult to manage and to maintain transparency.
The alternative is for the government to provide smart fiscal incentives linking subsidization to productivity
enhancements.

94 Ali, et al., (2009) estimated that during 1971-2006, factor productivity in agriculture increased only by
2.14 percent. http://www.jar.com.pk/pdf/2009/47-4-13.pdf

95 Qazi Masood and Hyder (2007) http://mpra.ub.uni-muenchen.de/16253/1/MPRA_paper 16253.pdf




Pakistan Knowledge Economy Performance
Rank Country KEI Kl Innovation Education ICT

1 Denmark 9.52 9.49 9.49 9.78 9.21
45 United Arab Emirates  6.73 6.72 6.69 4.9 8.59
54 Brazil 5.66 6.11 6.19 6.02 6.13
98 Iran, Islamic Rep. 3.75 4.67 4.56 3.8 5.65

118 Pakistan 2.34 2.48 2.88 1.17 3.39
Source: http://info.worldban k.org/etools/kam2/KAM_page5.asp

* Energy crisis. Pakistan holds great, but unrealized, potential to produce abundant
hydro, coal, wind and solar power. Decades of state ownership, subsidies,
insufficient investment, distribution losses, pilferage and the accumulation of a
large circular debt have rendered the energy sector inefficient and unable to support
high long-term growth. Hydropower projects have often been delayed since the
early 1980s due to deep-seated inter-provincial mistrust regarding the distribution
of water and royalties. The country currently suffers from growing electricity and
gas shortages.® Apart from rebuilding inter-provincial trust, Pakistan needs to
develop regional energy infrastructure with neighbouring countries. There are
current developments underway for the Iran-Pakistan-India (IPI) and Turkmenistan-
Afghanistan-Pakistan-India (TAPI) gas pipelines.®” Pakistan can also develop
vast coal reserves, which are among the world's largest while exploring “clean
coal” technology and renewable sources of energy that may at some point receive
international support in the context of growing concerns about carbon emissions

and global warming.

High production costs. Pakistan faces significant challenges from other Asian
countries in manufacturing. Despite a low cost labour force, the productivity of
that labour force combined with other production costs results in Pakistan having
a difficult time competing with China, which has made significant investment in
human resources, physical infrastructure and energy. The cotton spinning industry,
which mushroomed in Pakistan during the last two decades on the basis of cheap
labour and raw materials, faces closures due to high production costs.®® In order
to regain its cost advantages, Pakistan must improve the business environment,
reduce input costs and improve productivity.

Poor skill level. Pakistan suffers from a skill deficit throughout the economy.®®
Education, vocational training and skill development have not kept up with the

9 The World Bank has argued that electricity shortfall will reach 6000MW in 2010.
http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/0,,contentMDK:21642
194~pagePK:146736~piPK:146830~theSitePK:223547,00.html In November 2009, the daily demand
of gas in Pakistan was more than 3,800MCF while the supply was 3,000MCF.
http://www.dailytimes.com.pk/default.asp?page=2009%5C11%5C19%5Cstory 19-11-2009 pg7 4

97 The IPI ideas dates back to the early 1980s

98 Arifeen, M., “Spinning Sector facing High Cost of Production.” Jang,
http://jang.com.pk/thenews/oct2009-weekly/busrev-26-10-2009/p9.htm

9 Beg, Mirza Qamar argued that “the skill deficit seems to show no signs of narrowing despite the large
sums spent by EPB, largely because of design defects. Without greater enterprise involvement it will
be difficult to make a difference. Enterprises must invest in skills development and they will only




needs of a changing economy. In Pakistan, only 3 percent of the population
undertake any vocational and technical training after school as compared to over
70 percent in the European Union and 40% in Korea.'® Despite establishing the
Technical Education and Vocational Training Authority (TEVTA) at the provincial
level and the National Vocational Technical Education Commission (NAVTEC) at
the federal level, vocational training is still falling short of producing a highly skilled
workforce.

Weak academia-industry linkages. Pakistan has emphasized research-oriented
universities. But academia-industry linkages for R&D, innovation and
commercialisation have historically been underdeveloped. Universities tend to
focus on traditional education using traditional teaching methods which may over
value the importance of rote memorization and mastery of content over development
of problem-solving skills. Agricultural and engineering universities need substantial
up-gradation and stronger linkages with the industries they serve as well as with
international organizations and centres of excellence. In an encouraging
development, the Higher Education Commission (HEC) of Pakistan has recently
focused attention on promoting these linkages and commercializing the research
from Pakistan's universities as part of a national innovation strategy.

Lack of a comprehensive and effective R&D policy. The existing R&D system
lacks coordination and integration. Qualified researchers often have few incentives
to continue. In agriculture the government has not implemented a comprehensive
new R&D program since the Green Revolution of the 1960s. As a result Pakistan
lags behind comparator countries such as India and China in yields per hectare
in most major crops.'! Financial sources of support for productivity-focused R&D
are also weak and venture capital in particular is underdeveloped in Pakistan.

Infrastructure bottlenecks. The lack of adequate transport infrastructure further
constrains the growth of business and economy.'%?2 Road, rail and air transport
suffers from inefficiencies. Transport bottlenecks impose important costs on the
economy that result in lower rates of GDP growth than would otherwise be
possible.’® The World Bank (2007) identified serious skill gaps, funding shortages,
and poor planning and programming as key impediments to improvements of
transport infrastructure.

do so if the disincentives to having a stable work force and recourse to contract labor are removed.”
Speech, Woodrow Wilson Centre, Washington, DC.
www.wilsoncenter.org/news/docs/Begspeechforweb.doc

100 For details see http://www.free-press-release.com/news/200801/1200119090.html

101 Ministry of Food and Agriculture, Major Action Points for development of agriculture sector in Pakistan,
A Presentation to the Prime Ministers Committee on Agriculture, March 31, 2009.

102 The World Bank (2007) noted that: “Pakistan suffers from a dearth of infrastructure in the water,
irrigation, power, and transport sectors; infrastructure which is essential for sustained growth and
competitiveness both in the local and international markets” (2008: viii).
http://siteresources.worldbank.org/SOUTHASIAEXT/Resources/Publications/448813-
1202436185914/PIICfull.pdf

103 |bid.




Slow Cluster Development. Pakistan has several long-standing industrial clusters
in large cities, but the emergence of sophisticated and competitive industry clusters
has been disappointing. Competitive industry clusters in apparel, textiles, sports
goods, surgical products and electronic components would evolve rapidly and
adapt to changing demand in global markets. They would relentlessly improve
their productivity, raise product quality, innovate with new products and ensure
compliance with global standards for labour, environment and consumer safety.
UNIDO (2007) noted that most clusters lag in the testing, certification, calibration
and accreditation necessary to comply with international quality and hygiene
standards.'® Pakistan needs a national cluster development strategy that would
challenge each of Pakistan's major industry clusters to come up with their own
strategies for repositioning themselves in world markets. These industry clusters
would then benchmark their current performance, set goals, identify strategies for
robust growth and enlist local and international expertise in implementing these
strategies. The Government of Pakistan has to its credit encouraged a number of
industry clusters to do just that through the encouragement of Strategic Working
Groups (SWOGS) in various industries, but much more remains to be done. Cluster
development initiatives should promote inter-firm networking and sector-specific
skills by actively engaging industry, academia and research bodies.

Challenging Business Climate. Persistent high costs of doing business and a
weak investment climate, affected by political, security, governance and institutional
challenges, continue to erode investor confidence in Pakistan. The past decade

saw some improvements, but much more needs to be done to improve economic
institutions, governance, regulation, and to simplify complex tariffs on trade.
Provincial engagement is also important.’s At the same time, sustainable
improvement in the investment and business climate cannot be ensured without
removing infrastructure bottlenecks. In this regard, prioritizing the development
of special economic zones with good infrastructure might lead to expeditious new
growth, employment and competitiveness opportunities.

Poor law and order and precarious security. Although it is a sensitive topic,
the current security situation in Pakistan acts as a kind of tax on the private sector
which must take special measures to ensure the safety of its people and assets.
The global perception regarding Pakistan today also limits the willingness of many
foreign investors and foreign buyers to travel to Pakistan. The poor law and order
situation and security concerns have eroded investor confidence in the country's
economic and business prospects. Social conflicts and intermittent terrorism

104 UNIDO (2007), “Compliance Issues Affecting Clusters in Punjab Province of Pakistan.”
http://www.unido.org/fileadmin/user_media/UNIDO_Worldwide/Offices/lUNIDO_Offices/Pakistan/Clust
er_Report.pdf

105 Beg, Mirza Qamar argued that “the urgency, and the rewards, of a favorable investment climate,
which is critical to improved competitiveness, does not seem to have percolated down to the Provinces,
who are major players, especially in factor markets (land and labor), regulatory quality, and governance.
Islamabad has to ensure greater Provincial motivation by protectively engaging them and giving them
more policy space.” Speech, Woodrow Wilson Centre, Washington, DC.
www.wilsoncenter.org/news/docs/Begspeechforweb.doc




worsened international perceptions regarding the risk of doing business in Pakistan.1%6
Pakistan's image abroad whether one agrees with it or not, acts as a constraining
factor on the international trade and investment linkages so needed by Pakistan
if it is to achieve ambitious growth objectives.0”

3.3.2 Global Challenges

Pakistan must recognize and respond to new global challenges. The international
economic climate is undergoing radical transformation. Even if the world economy
again improves, Pakistan will still have to respond to increasing competition from
comparable and emerging economies like China, India, Russia, Brazil and Mexico.
To sustain high growth, Pakistan's industries must address fast-changing consumer
needs, harness unprecedented technological advancement, develop more sophisticated
business strategies, conduct complex marketing operations, ensure rapid movement
of people and goods, master complex supply chains and harness financial markets.
This section provides an assessment of the key global factors challenging prospects
for growth and competitiveness in Pakistan.

Figure 3.44
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Science and technology. In the prevailing knowledge-based global business
environment, scientific research coupled with innovation and technological
advancement drive growth and competitiveness. Pakistan fares poorly because
it invests little in science, innovation and technology infrastructure. It needs more
science PhDs.1% Industry is not linked to a scientific community producing new

106 See Business Recorder, Wednesday, 17 February, 2010.

107 See Business Recorder, Wednesday, 17 February, 2010.

108 “China graduates almost four times as many engineers as the United States and offers lucrative tax
breaks to companies conducting R&D. India pours money into technology parks to lure back native
talent and produce world class tech companies. South Korea has leveraged rapid technology diffusion
to “leapfrog” into the global economy. (American Electrics Association, 2005: 4).
http://www.aeanet.org/Publications/idjj AeA Competitiveness.asp




products. Most of the country's manufacturing technology, including spare parts,
is imported. To sustain growth, Pakistan has to invest in research, innovation and
technological progress. Research facilities at the country's science universities
need up-gradation to produce graduates equipped with world-class knowledge.
A strong R&D base is essential to produce new ideas for commercialization that
can drive growth and competitive advantage. Commercialization of research and
facilitation of technology transfer can help boost Pakistan's productivity.

ICT revolution - The ICT has revolutionized the way the global economy operates.
People around the world have unprecedented access to knowledge, information
and insight into new products, services and markets. ICT has become a driver of
productivity, growth and competitiveness.®® Constant information flows lead to
innovation and new enterprises. India and China successfully cater to global ICT
supply chains. The economies that benefit from this revolution are those flexible
enough to listen to and act upon market signals relating to new demand patterns.
In this regard Pakistan is falling further behind. llliteracy and poor access to the
Internet, especially broadband, hurt the country's growth prospects. As a result,
individuals and firms are not harnessing the global availability of information,
knowledge, ideas and awareness about new commercial opportunities. ICT has
not been used to encourage entrepreneurship and the surges in self-employment
evident in competitors. The public sector has not taken advantage of e-government
to improve its efficiency and service delivery. Mobile phone density is growing but
this alone has not revolutionized its production, employment and export base.
Pakistan's participation on Internet-enabled service exports such as call centers
or business process outsourcing lags far behind that of India.

Global Economic Networking. Establishing bilateral and regional economic ties
could create trade and investment opportunities for Pakistan. The expansion of
the global market economy in recent years has created new avenues for economic
networking to enhance growth. Networking not only facilitates market access and
exports, but also encourages collaborative partnerships for mutual learning. At
the same time, the gradual lowering of trade barriers has also helped economies
that had already established robust global economic networks. Pakistan has not
been able to develop this type of networking. However, initiatives are underway
to develop these networks in the Middle East, China and Central Asia which deserve
reinforcing.

Fragile global growth prospects. World trade may remain depressed for several
years. The economic sluggishness of Pakistan's key trading partners in Europe
and North America will affect its export performance and it might lessen foreign
investment, especially if global financial markets remain jittery. Volatilities of major
currencies, especially the US dollar, could also affect trade. The emergence of
protectionism is also a possible cause for concern.

109 Dyring 1995 and 2000, 40 percent of productivity growth in European Union and 60 percent in the
USA was due to ICT alone.




Competitive global supply chains. High-quality and high-value supply chains
are taking on increasing importance in global economic and business models.
Competing solely on the basis of low cost, without being part of a global supply
network, is no longer a rewarding business strategy. This is because the networks
enable a better understanding of changing demand trends. Entrance and survival
in this highly competitive supply network is based on a continuous struggle to
innovate and engage in more value-added activities. The experience of many
rapidly expanding economies such as China, India, Vietham and Brazil indicates
that being part of global supply chains can improve living standards. Pakistan's
involvement in global supply chains has been more limited and has been focused
on its traditional exports including commodities. Pakistan must insert itself into
more of these global supply chains and base its involvement on responsiveness,
quality, efficiency and full compliance with global standards in addition to its
traditional focus on cost-competitiveness.

Competition for FDI. Pakistan's share of FDI is low compared to other more
dynamic emerging economies such as China and Brazil, which offer attractive
investment and business climates, skilled workforces, innovative enterprises and
low production costs. FDI provides these economies with job creation and transfers
of technology and skills. Under the prevalent global economic and financial
slowdown, competition for new FDI has become increasingly fierce. Pakistan is
experiencing sharp declines in FDI inflows not only because of the global slowdown
but also because of the country’s political and security situation, weak business
and investment climate, and growing energy crisis.

Competition from low cost producers. Pakistan is losing its low cost edge to
other emerging economies like China, Bangladesh and India. The global marketplace
has changed substantially, but Pakistan's exports base has seen little change.
Although its competitors may have higher unit labor costs, Pakistan's overall costs
make it difficult to compete. Furthermore, industries based in these competing
countries seem to be more adept at picking up and quickly acting on rapidly
changing market signals.

Environmental and social compliance. Increasing international concerns about
social issues and environmental degradation, especially by industry in developing
countries, now pose important growth and competitiveness challenges. Exporters
are struggling to address these issues; however, Pakistan is not yet effectively
responding to them. It faces international pressure on the issue of child labor,
which has led to cancellation of several international contracts. Concerns about
child labour, even when outsourced or indirect, particularly affect the footwear and
sports goods industry which have at times been subject to consumer boycotts or
unfavorable publicity. The government, industry and civil society need to collaborate
to reassure existing and potential buyers and to hold industries accountable to
global standards.




3.4 Positive Signs

Pakistan can overcome these formidable challenges and the current 9-point
agenda in the government budget is an excellent step in the right direction.
Much of what has been presented in this chapter may sound discouraging. But frank
recognition of the problems is the first step to an effective and comprehensive response.
The nine-point economic reform agenda presented in the 2009-10 government budget
represents an important step in this direction. Key points of the plan aim to remove
long-standing structural impediments constraining sustainable and equitable economic
growth. The plan's key objectives include macroeconomic stabilization; social development
and social protection; improvement in agriculture performance; enhancing industrial
competitiveness; improvements in human capital; energy sector development; efficient
capital markets; promoting public-private partnerships for infrastructure; and
institutional/administrative reforms.'° In addition to the nine-point agenda, the country
needs a structured dialogue and consensus among key stakeholders to agree on a
strategy to better enable the economy and firms to compete in the face of the ever-
changing international economic and trading environment.

Despite formidable challenges, Pakistan's has favorable geostrategic, demographic
and resource-base fundamentals. In fact, the country has the potential to become
a locomotive for regional economic growth. The following Strengths-Weaknesses-
Opportunities-Threats (SWOT) analysis summarizes the country's strengths and
weaknesses referenced in this chapter. There are major new trade and investment
opportunities related to Pakistan's strategic location between the Middle East, Central
Asia, Southwest China and South Asia. There are major untapped energy sources.
Greater peace and stability in Afghanistan and the border regions of Pakistan could
improve business confidence and usher in a new era of growth. Special economic
zones could boost employment. And Pakistan's population boom is beginning to enter
its most productive years. To summarize, Pakistan faces formidable domestic constraints
and international challenges to its global competitiveness which in turn is the basis for
sustaining high growth in the long term. While these changes may seem daunting,
even overwhelming, Pakistan also has many strengths and opportunities. The example
of other high-growth Asian economies is encouraging. All of this can provide optimism
that Pakistan can overcome these challenges and take advantages of newly emerging
opportunities.

110 Saleem (2010) noted that “according to federal minister for finance Sahukat Tarin, despite many
internal and external challenges national economy is showing some positive signs of development and
sustainability. However, ...global economic [difficulties], political instability, war on terror, energy shortfall,
and prevailing drought in the country were increasing the burden on national fiscal framework.” EDL
to Cause Trouble in Long Term.” Pakistan and Gulf Economist, 1-7 February, 2010.
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4. A Growth and Competitiveness Strategy for Pakistan

The global economy is undergoing a rapid transformation based on knowledge,
technological advancement and productivity improvements. Countries such as
China, India, Brazil, Korea, the USA, the UAE and the EU have successfully combined
market reforms with research and innovation to continually regenerate their respective
competitive advantages. Government policies and active business support has helped
firms in these countries to quickly respond to new growth and competitive opportunities
stemming from global economic expansion. This has led to substantial improvements
in living standards.

Pakistan can increase productivity and living standards. Instead of focusing on
increasing inputs such as labor and capital, the key objective of Pakistan's growth and
competitiveness enhancement efforts should be on increasing labor and firm
productivity.’1 As labor and capital move toward greater value-addition and high-value
production,'? this generates income, new employment opportunities, progress and
improved living standards. Pakistan needs a comprehensive competitiveness strategy
to chart out a path to overcome the challenges cited in the previous chapter.

This chapter examines measures to address the most important challenges to
Pakistan's competitiveness. Figure 4.1 (below) presents the structure of this chapter.
Based on sound macroeconomic principles, it outlines a multi-pronged strategic
framework containing key measures to harness the drivers of competitiveness. This
chapter makes ample use of the 12 GCI pillars of competitiveness. Pakistan's
Competitiveness Report (2009) contains a detailed analysis of the country's GClI pillars
and their corresponding indicators.'"® The framework in this chapter fully complements
Pakistan's Poverty Reduction Strategy Paper (PRSP) - Il and the government's Nine-
Point Agenda for Economic Recovery and Social Development. It focuses on overcoming
systemic and systematic weaknesses to growth and competitiveness across all sectors
of the economy through addressing domestic and global challenges to growth and
competitiveness. It is dynamic in nature and scope with practical implications for macro-
level efficiency and firm-level competitiveness.

111 Beg, Mirza Qamar argued that: “it is our competitiveness disadvantage that is at the heart of the
problem. The main drivers - human resources, technological inflows, supporting institutions - are weak
and not improving fast enough. For improved competitiveness focus now clearly needs to be on
microeconomics.” Speech, Woodrow Wilson Centre, Washington, DC.
www.wilsoncenter.org/news/docs/Begspeechforweb.doc

112 World Bank noted that an induced structural transformation - the shift of capital and labor away from
low-productivity (traditional agriculture) and into high-productive sectors (modern agriculture, manufacturing,
and services) - is needed to accelerate growth and create jobs. Accelerating Growth and Job Creation
in South Asia.

http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/0,,contentMDK:22366

748~pagePK:2865106~piPK:2865128~theSitePK:223547,00.html
113 For details see Pakistan Competitiveness Report, 2009. The Competitiveness Support Fund.




Figure 4.1
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4.1. Sound Macroeconomic Management

Growth and competitiveness must be built on stable macroeconomic conditions.
In particular, the temptation for the government to do too much must be avoided.
Expansionary fiscal policies lead to inflationary pressures and monetary policy tightening
which hinder business expansion. Likewise, chronic balance of payments problems
erode macroeconomic stability especially when the financing of current account deficit
is not achieved through domestic savings, grants or FDI. This leads to instability
through devaluations, rising debt burdens, and aggravates the impact on Pakistan of
the global downturn in 2008.

Sound macroeconomic management for sustainable growth should focus on
reducing dependency on foreign transfers. This can be achieved through a three
pronged strategy: mobilizing domestic savings, boosting private investment and
improving tax collections. A strategy based on these elements presented below will
result in dynamic economic growth which in turn will make it easier to increase domestic
savings, generate higher investment and improve tax collections in ways that do not
stifle growth.

* Pakistan can boost tax revenues without stifling growth by maintaining
reasonable rates, expanding the base of tax-payers and easing compliance.
Tax revenues as a percentage of GDP are quite low and the government is seeking




to increase these revenues. However, taxpayer base can and should be expanded.
Exempted sectors such as agriculture and certain services should be brought into
the tax net. It should be easy to voluntarily comply with tax payment and simplification
of compliance is important. Once this is done, appropriate focus on enforcement
can be part of the solution. Also, certain revenue sources, such as value-added
taxes, tend to be more automatic and lead to increased revenue generation.

Pakistan can mobilize rural and urban savings by a monetary policy and
financial instruments that ensure a positive real rate of return for savings
while expanding coverage to make savings both secure and convenient.
Many segments of Pakistan's population are under-served in terms of financial
services. Savings that take place in the form of gold and jewellery, for example,
are unproductive assets. Greater savings mobilization, in the context of healthy
economic growth, can contribute to Pakistan's ability to mobilize its own internal
resources for growth.

Private investment mobilization, both foreign and domestic, can generate
future growth and tax revenues. Improving the business environment and
reinforcing the drivers of competitiveness mentioned in this report can help mobilize
higher investment levels. This in turn will produce jobs, growth and tax revenues
based on salaries, sales and profits.

Macroeconomic policy framework should be built on the basis of stakeholders'
consensus. Debates and dialogues are important. For instance, the local business
community needs to be made aware of the expected outcome of a liberal trade policy.
Domestic Stakeholders should clearly understand the trade-off between the short-run
costs of trade liberalization through more competition and the longer-term benefits of
accessing new and larger markets.

Sound macroeconomic policies require a sound economic decision-making
process. Pakistan needs to improve the coordination of economic decision-making,
perhaps through strengthening the Economic Coordination Committee (ECC), which
could be made more pro-active in nature.’4 Although at present there is no high level
body that works on growth and competitiveness issues proactively, a National
Competitiveness Council with a clear mandate to identify and guide government as it
addresses existing and emerging challenges to growth and competitiveness may
constitute a powerful complement to the ECC.

114 The ECC is headed by the Prime Minister and attends to urgent day-to-day economic matters.
Designed to coordinate economic policies initiated by the government, it is however principally reactive
in nature. It monitors the monitory and credit situation and makes proposals to regulate credit in a way
which maximizes production and exports while it prevents inflation.
http://pakistantimes.net/2004/09/19/business4.htm




4.2. Enabling Institutional Environment

Institutions matter for growth and competitiveness''> Strong institutions reduce
uncertainty and boost investor confidence. They exert a profound impact on economic
decisions such as investment, production, distribution of costs and benefits. Pakistan
needs to strengthen its legal, regulatory, and administrative frameworks to improve
economic governance in the country. A sound institutional environment in the country
will align individual, firm, and government interests to pursue wealth generation for
spreading prosperity. This requires strengthening of property rights, contract enforcement,
public resource management, government accountability and honesty, and judicial
independence. Strengthening corporate governance is also important. The quality
of private institutions remains low and there has been significant slippage on indicators
such as protection of minority shareholders interests, efficacy of corporate boards,
ethical practices by firms and strength of auditing and reporting practices.

The country needs to bolster its institutional reform process. The country has
undergone wide-ranging structural reforms to remove the impediments to private sector
development. Although important, the reforms - especially in the eight areas cited in
Figure-4.2 and in the explanation below -- need to be strengthened to achieve desired
results.

Figure 4.2
Institutional Reforms: Helping Markets Work Well
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Source: From the Author, 2010

* Institutional reforms at the macroeconomic level. The Fiscal Responsibility
and Debt Limitation Act (FRDLA) of 2005 "1 represented an important step in the
right direction. The FRDLA attempted to make fiscal policy rule-based and
independent of political considerations. Although the government may not have
the ability, capacity, and willingness to implement the FRDLA, fiscal independence
reforms are closely linked to the government's capacity to improve revenue
administration and collection and steps to prioritize and rationalize its current
expenditure budget. These call for difficult political decisions that involve broadening
the tax base and cutting down the size of the government. Nevertheless, the

115 See for example, Daron Acemoglu, Simon Johnson, James Robinson, “The Colonial Origins of
Comparative Development: An Empirical Investigation, "American Economic Review 2001, 91: 1369-
1401, 2001; William Easterly, Ross Levine, “Africa's Growth Tragedy: Policies and Ethnic Divisions.”
Quarterly Journal of Economics 1997, CXII: 1203-50; Dani Rodrik, Arvind Subramanian, and Franceso
Trebbi, “Institutions Rule: The Primacy of Institutions over Geography and Integration in Economic
Development.” Mimeo, Harvard University, October2002.

116 Government of Pakistan, Pakistan Economic Survey 2005-6, Ministry of Finance: Islamabad,
(2006: xvii).




government has made headway in this direction,7 in particular in the context of
the Stand-by Arrangement with the IMF.

The independence of the monetary authority must be safeguarded. According
to the current laws, the State Bank of Pakistan (SBP) has the full and exclusive
authority to implement an independent monetary policy.'® Yet, in reality it has
remained difficult to control government borrowing in line with the stated monetary
policy. A completely autonomous central bank would be more effective in pursuing
its mandatory objectives.

Legal and regulatory reforms are also critical. A number of reforms aimed at
streamlining the country's investment regime hold ample potential to spur business
activity and job creation. These include: promulgating the Special Economic Zones
Act; converting the Board of Investment into a one-stop shop for investors;
streamlining tax administration procedures; implementing regulations for the sale,
purchase, and registration of new property; approving the proposed Corporate
Rehabilitation Act for sick industrial units; establishing the Resolution Trust
Corporation; modernizing the dispute resolution laws.

Financial sector reforms are essential. These will promote the efficient utilization
and rapid accumulation of physical and human capital, and enable technological
progress. Privatization of the financial sector, started in the early 1990s and
continued with large privatization initiatives after 2002, needs to reach a conclusion.
Almost 60 percent of banking assets are still controlled by public sector.’® Despite

important reforms risk management and efficient allocation of finances remain
important issues. In particular risk management procedures and bank supervision
should carefully consider lessons learned in the wake of the US subprime meltdown.
Similarly, in light of the stock market collapse and allegations of irregularities, the
capital market exchange and securities regulations need to be reviewed and
strengthened to promote transparency, depth, and breadth.

Dominance and anti-competitive practices by monopolistic businesses must
be avoided. An adequate and properly enforced competition law provides a level
playing field and is essential to promote investment. Adherence to anti-trust norms
enhances the productive and dynamic efficiency of an economy. The Competition

117 The present government has initiated steps in this direction as the cabinet approved an austerity
plan on Dec 16, 2009. The important components of the plan are to reduce the administrative expenses
of the ministries, devising a strategy for curbing losses in state owned enterprises, and improving
accountability.

118 According to the State Bank's website (http:/sbp.org.pk/about/core_functions/index.htm, accessed
Jan 29th, 2010): “Under financial sector reforms, the State Bank of Pakistan was granted autonomy in
February 1994. On 21st January 1997, this autonomy was further strengthened by issuing three
Amendment Ordinances (which were approved by the Parliament in May, 1997) namely, State Bank
of Pakistan Act, 1956, Banking Companies Ordinance, 1962 and Banks Nationalization Act, 1974. The
changes in the State Bank Act gave full and exclusive authority to the State Bank to regulate the banking
sector, to conduct an independent monetary policy and to set limit on government borrowings from the
State Bank of Pakistan.”

119 International Monetary Fund, Pakistan- Financial Sector Assessment Program-Technical Note-
Condition of the Banking System, IMF Country Report No. 05/157, May 2005, p.2




Commission of Pakistan (CCP) established in 2007 aims to be a “state-of-the-art
quasi-judicial, quasi-regulatory, law enforcement agency that investigates and
penalizes anti- competitive conduct.” '2° |t needs to be granted permanent legal
status as an independent regulator to enforce free competition in all spheres of
economic activity.

Ensuring good governance is a vital aspect of institutional quality.'?' The
ninth pillar of the recent poverty reduction strategy enunciates the government's
commitment to provide services to its citizens in an equitable manner. Strengthening
local government institutions is especially important. To be effective the Local
Governance Ordinance 2002 requires fiscal decentralization. The finances of most
local governments are too weak to permit the efficient delivery of services. However,
the federal government has devolved powers to the Provincial Governments to
modify the local government laws in each province. Public resource management
and civil service reform are two key issues that still need improvement. The civil
service cadre would benefit if drawn from a larger, more competitive, and more
talented pool of candidates. In addition, existing capacity must be upgraded through
on-the-job training for civil servants.

Modernization of the judicial system remains essential. It needs to strengthen
the rule of law, predictability, transparency and affordable and timely dispensation
of justice. Under the Access to Justice program; Pakistan undertook a comprehensive
review of the legal system and identified several important legal reforms. In particular,
the court system needs to be modernized at all levels to clear the backlog of old
cases. The capacity, effectiveness, and accountability of law enforcement agents
need to be enhanced. A much debated and politically sensitive issue is that of
designing and implementing a non-partisan accountability and corruption law which
would process corruption cases in a timely and transparent manner.

4.3. Integrated Infrastructure Development

Infrastructure is a key enabler of growth and competitiveness. In order to overcome
some of the country's most serious bottlenecks to competitiveness, Pakistan needs
to continue to find innovative ways to facilitate urgently needed infrastructure investment,
not only for physical infrastructure such as energy, water resources and transport, but
also for social infrastructure. Public-Private Partnerships have proven to be an effective

120 Khalid Mirza, A Presentation to the Task Force for Private Sector Development, Planning Commission:
Islamabad, (April 2009:5)

121 Governance refers to the “traditions and institutions by which authority in a country is exercised.
This includes the process by which governments are selected, monitored and replaced; the capacity
of the government to effectively formulate and implement sound policies; and the respect of citizens
and the state for the institutions that govern economic and social interactions among them.” Daniel
Kaufmann, Aart Kraay, Massimo Mastruzzi, Governance Matters VIII: Aggregate and Individual
Governance Indicators, 1996-2008, World Bank Policy Research Working Paper No 4978, (June
29,2009:5)




step in the right direction. Better infrastructure could greatly bolster Pakistan's
attractiveness for ICT-related investments and business. A World Bank document
estimated that Pakistan must raise its infrastructure investment to 7.6 per cent of GDP
in order to sustainably sustain 8 percent growth.122

Energy investment and policy reform merits an especially high priority. Growth
and competitiveness depend on reliable and affordable energy.'?®* The electricity power
sector in Pakistan is faced with a number of challenges.'® The country needs substantial
amount of new investment to modernize power infrastructure for closing the demand
and supply gap and for reducing increasing reliance on expensive thermal power while
curtailing power losses currently running at approximately 35 percent (see Figure-4.3
and 4.4).'% The sector's large debt overhang also needs to be eliminated on sustainable
basis. Privatization of power utilities can lead to new investment and technology. But
lessons must be learnt and applied from the privatization experience of KESC that has
failed to meet its key efficiency objectives. KESC suffers from dire financial and
operational problems.126

122 (Harris 2008) in World Bank (2009: 14).

123 The Atlantic Council's Pakistan Report (2009) noted that “rising demand, water shortages, high oil
prices, and insufficient investment in energy generation have given rise to significant energy shortages.
Protests have occurred throughout the country because of prolonged power blackouts and rising
electricity prices. The energy deficit has reduced production - including in the textile sector - curtailed
economic growth and discouraged foreign investment” (February 24, 2009: 21).
www.acus.org/publication/pakistan-report. SBP argued that “the sources of uncertainty holding back
economic growth and an even more pronounced decline in inflation primarily emanated from persisting
electricity and gas shortages and a very challenging security environment. The upward revisions in
power tariffs, partial settlement of circular debt, and timing of official foreign inflows also played their
part in diluting the optimism vis-a -vis macroeconomic stability” (Monetary Policy Statement, January-
2010: 5).

124 ADB argued that Pakistan's power sector problems range from “...weak governance, poor financial
management, political interference, and long term disregard for prudent business practices.”
http://www.adb.org/Documents/CAPs/PAK/0302.asp.

125 power distribution is confronted with aging, overloading, and poor maintenance problems.
www.energyreviewonline.com/Artlist.html.

126 See Abbas, G., “ADB, IFC to Acquire 1.3 Billion Shares of KESC.” Business Recorder, 22 January
2010. The ADB and the International Finance Corporation (IFC) will be acquiring 1.3 billion ordinary
shares of KESC worth UD$50 million that is expected the improve its financial and operational
127 See Private Power Infrastructure Board. http://www.ppib.gov.pk/SupplyDemand.htm.




Figures 4.3 and 4.4 '
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Pakistan needs to rapidly reduce and eliminate its lag, estimated at approximately
10 years, in energy planning, programming and implementation. Hydro and coal-
fired power and alternative energy sources offer ample potential to produce cheap and
reliable energy.'?® The impending inclusion of Rental Power Projects in the national
grid, which will increase tariffs by 80 percent, represents a setback for the country's
competitiveness.'?® Power tariffs have already gone up by a staggering 36 percent
since Pakistan began implementing the Stand-by Arrangement in November 2007.13°
Although cost recovery is important, it has eroded the competitiveness of Pakistan's
key exports such as textiles.3!

The Integrated Energy Development Program is an important step in the right
direction. The government has designed this program to address the energy crisis
using a sustainable mix of energy sources. The implementation of this plan may well
determine whether Pakistan will become a high-growth and competitive economy

Pakistan's growth, competitiveness and productivity are linked to smart
infrastructure. This refers to knowledge-economy infrastructure which deepens
innovation through a strong entrepreneurial culture. Connectivity and flow of information
are essential for innovation. High-speed internet removes information asymmetries

128 pakistan can generate more than 46,000 megawatts (MW) of hydropower compared to the present
7000MW, around 33 percent of the country's total power generation capacity. Oil, natural gas, and
coal contribute around 66 percent of Pakistan's total electricity generation capacity.
129 ADB (2010) argued: “the recent energy crisis has greatly subdued the country's economic growth.
For sustainable development, Pakistan needs energy security which requires striking a balance between
(i) affordability, (ii) demand and supply options and (iii) load shedding. The relationship between the
three components is dynamic, affected by both internal and external factors. Plans cannot be cast in
stone and require continuous updating. One of the major issues that require the government's attention
at the highest level is the sourcing and development of the fuels or primary energy sources that are to
be converted to electricity.”

130 Bashar, A., “Foreign Debts Impinge on Economic Sovereignty.” Pakistan and Gulf Economist, 7-10
February 2010.

131 According to the All Pakistan Textile Manufacturers Association (APTMA), almost 90 percent of
Pakistan's textile industry is either in financial loss or on the verge of shutting down due to power
shortages resulting in more than two months of production loss.
http://southasiainvestor.blogspot.com/2009/02/pakistan-textile-industry-hits-rough.html.




and facilitates access to new technologies. Cheap high-speed broadband connections
throughout the country would encourage economic and social integration with the
world.

ICT is an essential component of growth, competitiveness and social infrastructure
development. It has played a key role in economic growth of countless countries
around the world and needs to expand in Pakistan.'®2 Broadband has become an
important driver behind the development of e-government, e-business and e-commerce
activities. In fact, it has also given rise to e-communities. Increasing broadband
penetration will help Pakistan improve worker productivity and economic efficiency.

Figure 4.5 133
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4.4 A Thriving Entrepreneurial Culture

Pakistan needs a powerful entrepreneurial spirit across all sectors of the
economy.’* This is widely recognized as an important driver of growth and
competitiveness.’¥5 |t is the key to innovation, new products, new markets and new
employment opportunities.’®® Entrepreneurship needs to be encouraged. In this regard
youth entrepreneurship could be promoted through education and training.'¥ This

132 Broadband, computer and internet penetration remains low. Teledensity in the country is little over
50 percent and the penetration of personal computers is a meager 3 percent. Less than 4 million in
country of over 170 million people are connected to the internet. In Pakistan, Broadband Policy 2004
defines broadband as “always on internet connection with a minimum download speed of 128 kbps
connectivity.” http://www.ispak.com.pk/Downloads/MolTStudyonBroadbandPenetration.pdf
133 See http://www.ispak.com.pk/Downloads/MolTStudyonBroadbandPenetration.pdf
134 According to Global Entrepreneurship Monitor (GEM) (2010), “entrepreneurial spirit is now seen as
the main source of innovations in nearly all industries, leading to the birth of new enterprises and the
growth and renewal of established organizations” (2010: 9).
http://www.gemconsortium.org/download/1268382743599/GEM%20Special%20Report%200n%20Ed
%20and%20Training.pdf

135 According WEF's Global Education Initiatives, entrepreneurship education shapes attitudes, skill
and culture - from the primary level up, Entrepreneurial skills, attitudes and behaviors can be learned,”
(2009: 7-8).

136 According to ILO, “Enterprises and the entrepreneurs who run them play a crucial role in creating
jobs and reducing poverty.” http://www.ilo.org/empent/lang--en/index.htm

137 According to GEM (2010), “entrepreneurship education is the building of knowledge and skills either
“about” or “for the purpose of” entrepreneurship generally, as part of recognized education




could be accompanied by efforts to increase business density with special focus female
and youth enterprises. Women must be viewed as equally capable breadwinners.38

A thriving and entrepreneurial culture in Pakistan will open up countless
opportunities for high long-term growth and competitiveness.’® This must be
based on improvements in business and investment climate that will encourage people
to venture into business. According to the World Bank's Investment Climate Assessment
report, Pakistan's economy is dominated by small and medium enterprises that employ
78 per cent of the non-agricultural workforce and contribute 30 per cent of the GDP.
Most of these firms are concentrated in retail and simple manufacturing activities. A
number of regulatory and administrative barriers compel these firms to remain small
and operate informally.

An enabling investment and business climate helps entrepreneurs flourish.
Enabling business environment is an umbrella concept for growth and competitiveness.
Indispensible elements include fewer steps for business start-ups and exits, access
to business support, ease of hiring and firing, simplified taxation regime and low
regulatory and administrative barriers. Entrepreneurs are not only critical for the firm
creation process but are also instrumental in their growth. The World Banks' Investment
Climate Assessment and Doing Business Survey are usefully guides to assess
constraints to entrepreneurship in Pakistan. Although, Pakistan's ranking on the World
Bank's Doing Business index is better than regional comparators at 85th in 2010 as
against 119th for Bangladesh and 133rd for India out of 183 countries, this it is still
very high.140

Contract enforcement must be improved. Better enforcement would enable Pakistan
not only to attract investors, but it would also encourage scaling up.'! At present firms
generally prefer to remain small, fearing that by growing in size they will invite legal
problems. Labor laws and the taxation system need to be simplified and made

programs at primary, secondary or tertiary-level educational institutions,” and “entrepreneurship training
is the building of knowledge and skills in preparation for starting a business” (2010: 8).
http://www.gemconsortium.org/download/1268382743599/GEM%20Special%20Report%200n%20Ed
%20and%20Training.pdf

138 One of the key reasons hindering female entrepreneurship in Pakistan is that they ...”are not given
the opportunity to start a venture and nurture it into a successful business. Women are looked as the
“food-makers” rather than the “food-earners.” However, research does show that those women who
have been given the chance and the proper resources have worked to become strong entrepreneurs.”
For details see International Entrepreneurship:
http://www.internationalentrepreneurship.com/asia_entrepreneur/pakistan _entrepreneur.asp
139 Nadeem Ul-Haque, former Vice-Chancellor Pakistan Institute of Development Economics, argued:
“in Pakistan innovation and risk taking is severely inhibited by the intrusive role of government in the
marketplace. From the early days of planning when protection and subsidy policies determined winners
in the market place, entrepreneurship has been diverted to seeking government favors.” It is further
argued that in order “to develop an entrepreneurship culture in the country, the system of incentives
(laws and policies) that promote rent seeking will have to be dismantled.”
http://ideas.repec.org/p/pid/wpaper/200729.html

140 World Bank, Doing Business 2010 Country Profile for Pakistan, World Bank: Washington DC, August
20009.

141 pakistan does extremely poorly in enforcement of contracts, employing workers, and paying taxes,
with a relative rank of 158, 146 and 143 respectively.




compatible with the needs of the modern firms competing in the rapidly changing global
marketplace.4?

4.5 Innovation and Diffusion of Technology

Innovation and creativity should be encouraged. Public sector domination has
long suppressed them in Pakistan. Innovation refers to the ability of firms to perform
processes and produce products in new, cost-effective, and value enhancing manners.
It represents the only way to prevent diminishing returns to factors of production and
promotes improved prosperity in a sustainable manner.'® Technology transfer is key
enabler of productivity. However, public and private expenditure on R&D must be
boosted from current low levels. University-industry collaboration for commercialization
of research offers a fruitful way to enhance innovation. Effective collaboration between
universities and industries and the enforcement of intellectual property rights spur
innovation. Pakistan needs to make large-scale coordinated efforts to encourage both
entrepreneurship and innovation aiming to enhance high-value agriculture and
manufacturing through participation in the global knowledge-based supply chains.

4.6 Skilled Workforce

Structural transformations taking place around the world highlights the need to
up-skill and re-skill labor force. This enables firms and workers to harness technological
progress and raise productivity. Pakistan needs to catch up. It must overcome one
of the lowest incidences of post-school training in South Asia. At the same time, the
country has long been experiencing brain drain and the available workforce suffers
from a negative image of low productivity. Pakistan needs a large-scale human capital
development programme focusing on: 1)#4 formal and informal education; 2) formal
and informal training; and 3) learning by doing."5 This would require improving the
quantity and quality of educational institutes, including primary, secondary and higher
education institutions as well as training centers.

Higher education and training lead to knowledge creation. The recent evolution
of the world economy highlights the increasingly important role of knowledge, technology,
and innovation. This clearly supplants the mere accumulation of physical capital as

142 |t takes 560 hours per year, with 47 payments, at an average tax rate of 31.6 percent to pay taxes
in Pakistan. In contrast, it takes close to zero hours in Maldives, 302 hours in Bangladesh, and only 1
and 21 payments respectively in Maldives and Bangladesh to pay taxes.

143 Gene Grossman, Elhanan Helpman, Innovation and Growth in the Global Economy, Cambridge:
MIT Press, 1991, chapters 1-5.

144 Pack (2009) argued that “English-speaking labor force, such as Pakistan, suffer from a huge
disadvantage in reputation, in accumulated experience and hence costs, and in the difficulty of even
demonstrating their potential to firms in other countries” (2009: 68). The author also noted that “in 2000,
labor productivity in the agriculture sector of Pakistan “...was 40 per cent of the national average in
Bangladesh, and 45 per cent in Pakistan...manufacturing, had more than twice the national labor
productivity, implying either greater capital intensity or greater total factor productivity (TFP), or probably
both” (2009: 77).

145 Human capital development for Pakistan in emerging global market: an application of social capital
matrix approach. http://www.pide.org.pk/pdf/Seminar/Seminar72.pdf




a driver of growth. In this sense, higher education and training have become an
imperative for present and future competitiveness of economies.

4.7 World-class Dynamic Clusters

Growth-oriented and competitive economies nurture their clusters in all sectors.
Clusters act as magnets for new companies. They play a critical role in promoting
the growth of companies located in close geographical proximity. Horizontally and
vertically related businesses create opportunities for knowledge sharing, technology
transfer, innovation and productivity. The spread of business knowledge and ideas
lowers barriers to entry for new firms. Inter-firm learning, however, could be a powerful
competitiveness for Pakistan's clusters. It could greatly enhance Pakistan's GCI ranking
on business sophistication.

Clusters help respond to competitive pressures. They make business networks
aware of the benefits of sharing knowledge of trends to which firms must quickly
respond. Collaboration also facilitates access to global opportunities. Pakistan's
existing clusters provide a strong basis for collaboration and dynamism. Apart from
nurturing existing clusters, the new ones that may be created should encourage strong
collaboration aimed at exploiting international networking, knowledge and technology.

4.8 Access to Finance and Business Support

Accessibility of finance and business support is critical. It promotes
entrepreneurship, business density, growth and competitiveness. One of the most
important features of a competitive economy is firm creation. Business support lies
at the heart of this process. Firms must be able to access cheap, but unsubsidized,
credit from liberalized and competitive financial markets. This drives investment in
modern technology and R&D. Despite substantial improvements in laws and regulations
to protect investors, Pakistan still needs a financial system that can support high long-
term growth and competitiveness by better allocating domestic and foreign savings to
the most productive uses. The availability and supply of existing investment products
could better meet the needs of individual small and medium investors. Compared to
its competitors, Pakistan does fairly well in ease of access to loans and equity financing,
but it does poorly in availability of risk finance in the form of venture capital. This issue
merits consideration.

4.9 Global Business and Trade

Networking provides new avenues to exploit international trade opportunities.
It also allows development of collaborative partnerships between local firms, research
institutes and their international counterparts. Establishing such networks facilitates
learning and adoption of new knowledge and practices. Promoting linkages speeds
up the process of product and market diversification while strengthening a firm's position
in high-quality and high-value knowledge-base global supply chains. This helps create




countless opportunities for local firms to grow and profitably compete in the global
marketplace. Global-local joint business ventures will improve skills, research, innovation
and technology level for better exploiting changing competitive opportunities stemming
from fast-changing consumer choices and demand patterns.

Pakistan needs to better integrate with the world economy and diversify its trade
opportunities. The country's trade can more effectively align with the dynamic global
product space. Doing business with global firms and the consequent enhancement
of research, innovation and technology levels will improve Pakistan's export
competitiveness. It is absolutely imperative for Pakistan to make local firms important
players in the global market place. This will prepare Pakistan to better position its
economy to benefit from regional trade.'® The benefits are immense; currently Pakistan
only exports US$150 million worth of non-traditional high-tech exports compared to
US$2.5 billion from India.#”

4.10 Responsible Growth and Competitiveness

Gender is important. High sustainable growth and competitiveness are inextricably
intertwined with the responses to equity, gender, cultural, environmental, energy
efficiency and water conservation challenges. Impoverishment and gender disadvantage
must be tackled at all level.'*® Sustainability, prosperity and a decent quality of life
demand that growth and competitiveness are inclusive and that ensuing benefits are
widely shared. Access to opportunities must be ensured to all regions and all communities.
The public sector’s share of female employment must be increased from the current
20 percent and females should have equal access to jobs. Disadvantaged communities
and individuals especially in the rural areas must be provided enhanced opportunities
to learn and earn in order to improve social cohesion. Cultural diversity is a great asset
for Pakistan but very little public money is allocated to preserve this heritage. Pakistan
must increase investment in cultural identities.

Sustainable natural resource management is indispensible. Consumption and
production should minimize adverse environmental impacts. This is possible with the
help of new environmental technologies for ensuring efficient resource use and
minimizing waste. Environmental impact must take centre-stage in economic policies
and business strategies.

Pakistan must rationalize its water and energy use. Government, businesses and
individuals need to take a global view of energy and its climatic impact. Pakistan's
growing energy supply-demand crisis calls for increasing efficiency and reliance on

146 World Bank (2009) noted that “...trade between India and Pakistan, currently at US$ 1 billion, could
jump to US$ 6 to 10 billion...” (2009: 10).

147 Pack (2009: 70) in World Bank (2009).

148 Social protection in Pakistan involves 5 key elements including: 1) income support; 2) nutrition
support; 3) human resource development; 4) natural disaster management; and 5) facilitating the role
of the non-government and private sector. For details see Pakistan Poverty Reductions Strategy Paper.
www.finance.gov.pk/admin/images/poverty/PRSP-II.pdf




alternatives. Water management and conservation has to be a key growth and
competitiveness objective for Pakistan. The availability of water is fast declining in the
presence of lower water tables and inadequate water storage facilities. Irresponsible
water consumption needs to be reversed.

4.11 Summary

The proposed framework is builts on, and does not aim to replace or duplicate, the
Government of Pakistan's existing strategic approach to growth and poverty reduction.
However, it does aim to add value to these efforts by clearly linking growth and
competitiveness as mutually reinforcing concepts for improving overall economic and
firm level performance. The central message of the proposed strategic framework is
productivity, prosperity and sustainability. These efforts require prioritization and
consistent implementation on the basis of building consensus among partners. The
strategy will contribute to an informed consultation process to finalise key priorities
presented in the next chapter.




The Way Forward: A Growth and Competitiveness
Action Plan

The approach to building Pakistan's growth and competitiveness must respond
effectively to both global and domestic challenges. It is a perpetual balancing act
based on comprehensive analysis and timely response. Drivers of growth may be
opportunistic whereas drivers of competitiveness are systemic and can be built for the
long term.

Figure 5.1

Global Challenges

Local Challenges

A comprehensive strategic framework must involve collaboration among
governmental, private sector and other actors. This requires new institutional
modes of cooperation.'® Policy-makers alone cannot address structural bottlenecks
impeding growth and competitiveness. Academia also has role in tackling impediments
to growth and competiveness as they are a source of new knowledge and evaluating
past experiences through their empirical work. This “triple helix” form of collaboration
is required to address the complex challenges of the 21st century global economy.

Successful strategy for growth and competitiveness will require action at both
the federal and the provincial levels. Pakistan's largest provincial economy, Punjab
is an important agricultural and manufacturing hub. The Sindh province is home to
Pakistan's second largest economy but contributes a lion's share in national revenue
generation. Pakistan's largest land province and most sparsely populated province
is Balochistan, which is experiencing chronic economic inactivity. Similarly, the Province
of Khyber Pakhtunkhwa is also in serious need of economic regeneration.

149 Eliana A. Cardoso, Chief Economist for the South Asia Region, World Bank argued that Growth
results from complex interactions between policies, institutions, geography, and leadership.
http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/SOUTHASIAEXT/0,,contentMDK:22366
748~pagePK:2865106~piPK:2865128~theSitePK:223547,00.html




Figure 5.2

Competitiveness

Many countries around the world have established National Competitiveness
Councils comprising of leading academics. Their key objectives include monitoring
the state of competitiveness, fostering dialogue, generating consensus, formulating
a comprehensive strategy and monitoring its implementation.

A Pakistan Competitiveness Council will structure the dialogue between the key
stakeholders of academia, public and private sector civil society.' It will be able

to design, guide and monitor the implementation of Pakistan's competitiveness strategy.
Such a platform through its meetings, conferences, seminars and special events will
disseminate findings and recommendations to experts, policy makers, media and the
general public.

Pakistan Competitiveness Council will enable the country to interact with similar
councils in the USA, UAE, Saudi Arabia, Egypt and Brazil. In January of 2010, the
Global Council on Competitiveness was launched. Including the leading competitiveness
councils from around the world, the Global Council will enable leaders from member
countries to share best practices and learn from each other. Pakistan does not yet
have such a council and so cannot yet participate in this important forum. Once such
a council is formed, leaders in Pakistan will be networked with their counterparts in
these and other countries.

Advanced developed countries have created competitiveness councils. The
United States (U.S.) Competitiveness Council was founded in 1986 during the most
difficult economic challenges since the end of World War Il. The US economy was
burdened by unprecedented debt and faced with a weakening technology and innovation

150 Eliana A

Competitiveness enhancement requires a sustainable “structured dialogue between public and private
sector to improve the business climate... through a wide range of forms, from broad-based statutory
consultation involving business associations and labor unions to small and informal groups of prominent
businessmen meetings with top government ministers” (Herzberg and Wright, 2005: 2).




base as compared to its key international competitors. In this situation, around two-
dozen leading representatives of academia, business and labor joined hands to form
a Competitiveness Council that aimed not only to analyze the prevalent economic
challenges but also devised strategies for remaking the U.S economy more able to
benefit from emerging opportunities. The efforts of the U.S. Competitiveness Council
have made the US economy and firms more competitive since. The Council continues
to set competitiveness agenda to improve U.S. productivity and its leading position
in the global market place.

The European Union established a Competitiveness Council in June 2002. The
Council's membership includes European Affairs Ministers, Industry Ministers, Research
Ministers, etc. The Council meets about five or six times a year to evaluate
competitiveness challenges and how to tackle them. At the national level, a number
of countries have established their own competitiveness councils. For example, Ireland
established a National Competitiveness Council in 1997 to improve the overall
international competitiveness of the country with an aim to raise the living standards
in the country. The Council makes recommendations on policy and initiatives to
increase income levels in the country through more and better jobs and productivity
gains. The membership of the Council includes representatives of public and private
sector and trade unions. The competitiveness drive in Germany is driven by an informal
advisory body called the Council for Innovation and Growth. The Council's 13 members
that mainly belong to business and scientific community are directly appointed by the
German Chancellor. The Council has formed various working groups to look into
innovation issues in various sectors.

Countries in the Middle East have also established Competitiveness Councils.
In the case of Egypt, a group of leading businessmen took the lead in establishing the
Egyptian National Competitiveness Council (ENCC) in February 2004. The key objective
of the Council is to evaluate the overall competitiveness of the economy through a
number of initiatives including the publication of annual Egyptian Competitiveness
Report. The report evaluates Egyptian competitiveness with a view to generate a
debate on how to address binding constraints impeding competitiveness. The Council
has also brought together leading representatives of government, private-sector,
academia, think tanks, and media professionals to promote the competitiveness debate
in the country. In May 2009, the Vice President and Prime Minister of the UAE and
Ruler of Dubai, Sheikh Mohammad Bin Rashid Al Maktoum, approved the establishment
of the Emirates Competitiveness Council (ECC). The Council membership includes
18 representatives of the federal and local level governments from seven Gulf Emirates
and private sector. The ECC is tasked to develop a comprehensive strategy to enhance
competitiveness of all major sectors in all member states. The Council will be making
recommendations on policy reforms and initiatives for highest level government action.
The Kingdom of Saudi Arabia's competitiveness council is a founding member of the
Global Council on Competitiveness.

The Competitiveness Support Fund will support Pakistan's competitiveness
effort through a Pakistan Growth Project. This will facilitate leading economic
growth experts in Pakistan working with a select group of international growth and
competitiveness experts to deliberate on the range of challenges to the country's




economic growth process. These meetings will be held quarterly accompanied by
periodic seminars and conferences. The work of this group will be documented to
produce a half-yearly Pakistan growth Report that will shed light on the state of key
indicators in view of developments in the local and global economic, financial and
business environment.

Monitoring and review is important to measure progress and incorporate changes
taken place in the internal and external environment. Monitoring performance can
be benchmarked with countries included in CSF's annual State of Pakistan
Competitiveness Report. This will help to evaluate how well Pakistan is doing on a
number of comparable growth and competitiveness indicators. After approval by the
Government, an appropriate baseline can be established to evaluate performance of
the proposed strategic framework. That will provide a starting point for monitoring
Pakistan's growth and competitiveness conditions. The monitoring framework will be
developed over the course of next six months. CSF would welcome input from partners
in developing this framework.

To further the dialogue and move towards implementation, this Report concludes
by presenting the Pakistan Growth and Competitiveness Action Plan presented
below. The action plan describes specific actions needed in ten strategic areas. It
also describes the likely impact and identifies key partners. This action plan is presented
as a point of departure rather than a plan fixed in stone. Its purpose is to stimulate
dialogue and consensus around these and perhaps other priorities that will build
Pakistan's long term prospects for growth and competitiveness.
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