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L. Background

A. Growth, Investment & Savings: An Overview

Pakistan has historically witnessed a volatile growth history and falling potential GDP growth. While the
regional economies saw rising investment and savings rates, Pakistan performed poorly in terms of
resource mobilization, return on private and public investment and utilization of assets including
physical and social infrastructure. During a period spanning over the past four decades (1971 — 2009)
Pakistan could only achieve an average GDP growth of 4.9 percent with fixed investment to GDP ratio at
around 17 percent and domestic savings to GDP ratio at 12 percent (Table 1). However during the same
period many regional economies that had taken off from a low level of physical and human capital
formation rose to join the ranks of industrialized economies.

Table 1 Growth, Investment & Savings 1971 — 2009 (Annual Average)

Country GDP Growth % Fixed Investment to GDP Domestic Savings to GDP ICOR
China 9.1 32.2 37.9 3.5
India 53 23.9 22.0 4.5
Malaysia 6.4 27.4 35.0 4.3
Indonesia 6.0 25.9 29.2 4.3
Thailand 5.9 29.5 28.8 5.0
Pakistan 4.9 16.6 11.9 3.4

*Source: World Development Indicators

Figure 1 indicates Pakistan’s economic growth as a story of boom-bust cycles, where foreign
injections led to sharp upward spikes; however, because the resources were not channelled
into high-impact investments, the GDP would plummet to a low equilibrium, where it stayed
until the next round of conducive external facilitation’. There is evidence from literature that
foreign aid in Pakistan was negatively associated with long run GDP growth in the absence of
macroeconomic fundamentals®. It is also argued that there was no strong relationship between

! Ahmed, V. and C. O’ Donoghue (2010) External Shocks in a Small Open Economy: A CGE-Microsimulation Analysis.
The Lahore Journal of Economics, 15 : 1 (Summer 2010): pp. 45-90.

2 Ishfag M. (2004) “Aid effectiveness debt capacity and debt management in Pakistan” Department of Economics,
Quaid-e-Azam University, PHD dissertation; Ahmed, V. and A. W. Farooq (2010) Nexus between Aid and Security:
The Case of Pakistan. Country paper for Policy reforms for Aid Effectiveness. Institute of Policy Studies, Colombo,
Sri Lanka.



public investment and economic growth?®. However public investment did have some positive
impact in luring private investment”.

Figure 1 Economic Growth 1972 - 2010
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One of the key determinants of growth in conventional planning was physical capital formation.
Given that markets were not well-developed to direct savings into productive investments with
sustained payoffs, the investment to GDP ratio in Pakistan remained at abysmally low levels
(Figure 2). The episodes of slowdown in investment rate have also been associated with frequent
regime changes® and balance of payments volatility in Pakistan.

3 Ghani, E. and Musleh-ud-Din (2006) The Impact of Public Investment on Economic Growth in Pakistan. The
Pakistan Development Review, 45 : 1 (Spring 2006) pp. 87-98.

4 Naqvi, N. H. (2002) Crowding-in or Crowding-out? Modelling the Relationship between Public and Private Fixed
Capital Formation Using Co-integration Analysis: The Case of Pakistan 1964 — 2000. The Pakistan Development
Review 41:3 (Autumn 2002) pp. 255-276.

> Naseem, S. M. (2008) Political Economy of Structural Reforms in Pakistan. No 2008.7, EABER Working Papers. East
Asian Bureau of Economic Research.



Figure 2 Investment to GDP Ratio 1960-2010
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B. Demographic Dividend?

The population of Pakistan is projected to reach over 351 million by 2050°. It is not just the size
but its age structure that is important. Number of those aged 0-14 years would start to stagnate
after 2035 (due to fertility decline), but the numbers of working age group (15-64 years) and
the elderly (65 and above) would continue to increase (population echo /momentum). It is the
increasing numbers in the working age group that provides an economic opportunity to the
country. By 2050, more than 236 million people would be in the working ages.

Table 2 Population Pyramids of Pakistan: Changes over Time 1950-2050

1950 2000 2025 2050

Source: Based on medium variant, UN 2005.

® Draws from Durr-e-Nayab (2006) Demographic Dividend or Demographic Threat in Pakistan. PIDE Working
Papers, 2006:10.



This changing age-structure lead to shifts in dependency ratios in the country. After peaking in
late 1970s and early 1980s, the total dependency ratio begins to decline in late 1980s, mainly
due to lowering of fertility rates. Due to increasing proportion of population in the working age
group the dependency ratio continues to decrease, projected to reach its lowest point in 2030s.
The dependency ratio will again show an increasing trend by 2050, but this time due to
increase in the old dependency ratio. Lowered dependency ratio has implications for economic
growth, as there are more working people taking care of fewer people (young and/or old), thus
improving the probability of more savings and increased productivity.

‘Demographic dividend’ is basically an opportunity provided by the changing age structure
when the growth rate of labour force is higher than the growth rate of the total population.
Demography started providing this opportunity to Pakistan in the early 1990s and would
continue to do so till 2050, when the two rates will merge. This, however, is just an
“opportunity”, and the “dividend” has to be earned!

Before 1990s the growth rate of population was higher than the growth rate of the labour
force, but once the latter started growing faster (due to the demographic transition--- mainly
fertility decline) the “window of opportunity” was provided by the changing age structure.
After 2050 this “window” is projected to shut. Since ‘demographic dividend’ is about the
increasing ‘working age group’, here is a snapshot of the 15-64 age group in Pakistan.

Figure 3 Projected Labour Force Size and its Composition
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By 2050 over 236 millions are projected to be in the working age group, a huge increase from
the 110 million in 2010. How would all these numbers be provided employment? With the
current level of human capital it is a looming disaster! Ageing of the labour force is another



factor. The number of new entrants/younger workers (15-24 years) would start to stagnate by
2040, while the number of older workers (50-64 years) would continue to increase.

Figure 4 Falling Incomes and Rising Unemployment (2001 — 09)
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Figure 4 shows the falling growth in per capita income and rising unemployment levels. In order to
counter this trend strong reforms are required not only to put the existing unemployed back to work but
also to absorb the new comers in the labour market. The long run labour force growth is being
estimated at 3.6 percent annually. With an employment elasticity of 0.45 percent, it will take a GDP
growth in excess of 8 percent annually to absorb the incremental changes in labour’.

A bulge in the working age groups in coming 40 years will increase the economy-wide potential
productive capacity. However if economic growth is not leveraged on a higher trajectory then the
coming demographic changes will imply rising unemployment, shortage of assets and difficulties in
competing with neighbouring South Asian countries — which are also benefiting from younger
populations during the same period®.

7 Sectoral and overall employment elasticities in Planning Commission (2005) Medium Term Development
Framework 2005-10, Government of Pakistan.

dul Haque, N. (2010) Towards Growth Strategy and Economic Reforms. Presentation at Pakistan Development
Forum, Islamabad, 2010.



I Why has growth been low?

In the standard neoclassical growth model, growth is determined by capital formation, labour force
growth and changes in productivity. It is fair to say that the standard model is still relevant. The criticism
is on how the model is applied. To make the standard model operational some simplifying assumptions
are made. The growth of labour force is assumed constant and productivity growth is set to zero. An
economic growth target is set and the investment requirement is then computed using a fixed
incremental capital-output ratio. The question about where this investment will come from still remains
unanswered. Traditionally it has been a combination of both public and private investments primarily
driven by foreign aid and loans respectively and in Pakistan public investment has consistently been
given greater emphasis than private investment”.

Search for a new economic growth framework stems from dissatisfaction with the old growth model
that relied on investment, and particularly public investment, as the main driver of the growth. This
(currently prevalent) strategy has led to PSDP being skewed towards brick and mortar projects,
where the government is involved in building assets that could have been furnished by the
private sector, more efficiently. Examples such as: government building houses, office buildings,
roads and related infrastructure in commercially viable areas lead to encroachment in private
sector initiatives and activities. The government ended up occupying land and dedicating it to a
single use for many years, which could have been used for multi-purpose domestic commerce
by the private sector. The high share of civil works in PSDP (almost 50 percent) leaves little
space for training and retaining human capital in productive and social sectors. Our current
throw-forward (accumulated backlog of approved projects where investment is lagging) is
approximately Rs. 3 trillion, comprising about 2000 projects and schemes, which suffer from
cost and time overruns, there exists substantial incentives for project initiation and delayed
completion.

There is a tremendous need to review Pakistan’s development planning process. Even within
the structure of public investment, there is an urgent need to review underlying incentives for
planners and project directors to assess the quality aspects of PSDP, timeliness, cost efficiency,
and compute the net present values of the projects and return to the total portfolio of existing
and potential investments. The current narrative of growth that focuses on ‘my project’ and
‘my allocation” combined with distortive incentives (subsidies and protectionism) for
industrialization needs to be shifted to a new narrative that drives us beyond excessive focus on
building infrastructure and overly diversified public investment, and towards the pillars of ‘new
growth theory’ —i.e., towards productivity (improving returns / yields) of assets and all factors
of production and efficiency (producing goods and services cost-effectively).

° Khan, Mohsin (2010) Revisiting Pakistan’s Approach to Economic Growth. Consultative Workshop on National
Growth Strategy. Higher Education Commission, Islamabad, 2010.
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The Planning Commission has been involved in the formulation of Perspective, Medium-term
and Annual Plans based on savings-driven approach, where growth rates are arbitrarily set and
incremental capital (investment) to output ratios are used to generate investment
requirements in key sectors of the economy. Public investment across sectors is allocated
according to the planner’s priority and it is assumed that public sector development
programme (PSDP) will crowd-in private investment. However we now know that the Rostovian
linear model and Harrod-Domar framework, where growth is a function of savings did not
succeed for Pakistan because:

e Markets were not well-developed which implied that savings were not channelled into most
productive uses

e Take-off does not materialize into sustained growth due to poor quality of investments

e Due to poor resource mobilization, there is continuous reliance on foreign resources

e Existing framework does not endogenize elements such as innovation, creativity and
learning.

While several development plans during Pakistan’s history were shelved due to regime
changes, we briefly discuss here a few which saw their implementation at some level. The first
five year plan (1955-60) laid emphasis mainly on achieving high national income. The
development expenditures were regarded as the foundation for rapid progress in the future
and plans explicitly affirmed that some sectors of the economy must be expanded much more
rapidly than others in order to secure maximum gains.

The Second five year plan (1960-65) was largely a continuation of the first plan with more focus
on the less developed areas. Specific agriculture and industrial sub-sectors were given
priorities. Investment in technical and vocational education, and provision of housing also
featured in this plan.

The third five year plan (1965-70) came around at a time when Pakistan faced reduced foreign
assistance and domestic savings needed to be increased. Export promotion and import
substitution were proposed. Relatively more emphasis was placed on heavy industry and on
creating infrastructure. A substantial increase was projected in the inputs for the agricultural
sector, especially the availability of water, fertilizer and credit.

The sixth five year plan (1983-88) focused on the pro-poor growth concept. The Plan, therefore,
provided for small farms and facilitation to small scale industry. The Plan envisaged significant
deregulation of economic controls. The efficient uses of fertilizer, water and farm technology
were envisioned. Rapid development of steel-based engineering goods and modernization of
textile industry was encouraged. The seventh five year plan (1988-93) also focused on the



renewed role of the government to provide public services and manpower training. The
promotion of private sector activity through further deregulation was planned.

The eighth five year plan (1993-98) recognized the role of government as a catalyst and
manager rather than the main vehicle of economic growth. The overall focus had been on
strengthening individual initiative and private enterprise. The plan also focused on a social
action program and augmenting energy and physical infrastructure.

The Medium Term Development Framework (2005-10) relied on upgrading physical
infrastructure for accelerating output growth. Specific spheres were identified where support
to private sector could be extended and finally social sector policies were envisaged for timely
achievement of millennium development goals.

Never has there been a more pressing need in Pakistan’s history to search for a new model,
however at the outset it should be said that if there has to be a common vision on growth, it
should by all means take account of the damages caused by security and governance issues
currently facing the country. In the new framework, private sector should be the growth-driver
in open market environment that rewards efficiency, innovation and entrepreneurship, while
the government is facilitator that protects public interests and rights, provides public goods,
enforces laws, punishes exploitative practices, and operates with transparency and
accountability.

There is also a need to look at the economic strategies of regional economies, many of which
also face issues such as security and governance difficulties. Indonesia’s National Medium Term
Development Plan 2010-14 which takes guidance from National Long Term Development Plan
2005-25 clubs national priorities into soft, social and physical infrastructure combined with
creatively development. Thailand’s Tenth Plan 2007-11 pursues a green and happiness society
where foremost objective is to provide opportunities for learning, increase potential of
communities by linking them in networks and ensure fair competition in trade and investment.
Malaysia’s New Economic Model launched in 2010 aims towards a coherent ‘big push’ to boost
transformation and growth through developing quality workforce, competitive domestic
economy and transparent markets. China’s Eleventh Five Year Plan 2006-10 focuses on
promotion of independent innovation, improve institutional mechanism, and enhance social
harmony. India’s Eleventh Five Year Plan (2007-12) reinforces focus on basic services such as
education and urban development. The draft Perspective Plan for Bangladesh 2010-11 provides
for effective governance, promoting innovative people for a digital Bangladesh, creating a
caring society and enhancing regional cooperation. Finally Philippine’s Medium Term
Development Plan (2004-10) advocates the adoption of policies focused on making a national
innovation system work through product and financial market reforms, reduction in barriers to
technology entrepreneurship and support to research and development.

10



III. What Constrains Pakistan’s Growth?

It is now time to argue that Pakistan stands reasonably sound as regards the hardware of
growth (physical infrastructure). We now need to reorient our narrative towards software of
growth (innovation, entrepreneurship and markets). Pakistan ranks 101 in global
competitiveness out of 125 countries of the world™®. This poor ranking is primarily due to the
low rank of Pakistan in the index for business cost of violence, where Pakistan ranks 119.
However, as argued above and exhibited in Table 3, Pakistan ranks close to India, Indonesia and
China in terms of overall infrastructure (hardware of economic growth).

Table 3. Overall Infrastructure Quality

Country Rank
Indonesia 96
India 89
China 66
Pakistan 87
Thailand 41
Korea 20
Taiwan 19
Malaysia 27
Hong Kong 3

Source: Global Competitiveness Report 2010

A break up of infrastructure quality in comparative economies (Table 4) reveals Pakistan
standing close with countries like Indonesia, Thailand, India and China. A ranking out of 125
countries reveals Pakistan at 51 for rail, 65 for road, and 76 for air transport, reinforcing the
argument that hardware of economic growth may not be the binding constraint for higher
growth.

Table 4. Transport Infrastructure Quality (Rank out of 125 countries)

Railways Road Air
Pakistan 51 65 76
India 20 89 65
Indonesia 60 94 68
Thailand 52 35 26

1% Global Competitiveness Report 2009-10.
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Malaysia 19 24 27
China 27 50 80

Source: Global Competitiveness Report 2010

The lagging aspect is one of software of economic growth, which is defined as the human
capital that is in sync with globally successful experiences, and capable of generating sustained
productivity and efficiency. The software provides better management of what we have. It
provides innovation in developing better uses of new and existing resources and assets, which
generate greater productivity. The management of resources should be in line with the global
standards and best practices and allow for innovation and entrepreneurship at all tiers, in all
sectors, and in all regions. Endogenous growth models incorporate talent, technology and
learning aspects into the overall development strategy of a country. It is from this perspective
that Pakistan has been performing poorly.

Table 5. Technology and Competition

Firm level FDI and technology Intensity of local Effectiveness of
technology transfer competition antimonopoly
absorption policy

Pakistan 99 96 87 78
India 30 19 12 25
Indonesia 65 49 47 30
Thailand 61 50 41 53
Malaysia 37 8 42 47
China 47 77 13 50

Source: Global Competitiveness Report 2010

The learning aspect has been missing in firm-practices in Pakistan. This can be observed in poor
technology absorption and transfer rankings of Pakistan (Table 5). Similarly our internal
markets need major reforms. In the case of intensity of local competition, Pakistan ranks 87 out
of 125 countries compared to India and China, which rank 12 and 13, respectively. The anti-
monopolistic policies in Pakistan have not been very effective and Pakistan again ranks low at
78 out of 125 countries. One of the most fundamental components of growth software is
governance structure. Focused attention to defining and strengthening the roles of judiciary,
legislature and administration is urgent. Pakistan stands on the lower side in global rankings in
judiciary, enforcement of contracts, and corruption (Table 6).

Table 6 Pakistan: State of Governance

Indicators World Ranking
out of 102 Countries
Judicial Independence 77/102

12



Property Rights 71/102

Favouritism in decisions of government officials 52/102
Irregular payments in tax collection 77/102
Corruption 77/102

Source: Global Competitiveness Report 2010

If Pakistan’s demographic dividend has to be capitalized, scarce resources must be diverted
towards harnessing the much desired human capital. Knowledge, creativity and independent
innovation must counter the currently dismal performance of Pakistan in the education sector
(Table 7).

Table 7 Education and Innovative Capacity

Country Innovation Index Brain Drain Quality of Education
(Out of 132 Countries) System
Pakistan 79 68 99
India 30 34 37
Indonesia 39 27 44
Thailand 57 38 67
Malaysia 24 28 23
China 26 37 52

Lack of innovative and entrepreneurial practices can be traced back to the underlying system of
education in Pakistan. The reform of education needs to address both the public and private educational
institutions. All tiers of schooling require a futuristic outlook which equips Pakistan’s youth with
tolerance, discourse and capacity for lifelong learning. Sadly the current education system ranks among
the world’s least effective and the current physical state of public sector schools endorses these low
ranks'! (Table 8).

Table 8 State of Public Sector Schools

Indicators % of total
Schools without Electricity 59.6
Schools without building 10.9
Schools without boundary wall 37.7
Schools without drinking water 33.9

1 Kronstadt, A. K. (2004) Education Reform in Pakistan. Congressional Research Service Report, R$22009.

13



Schools without Latrine 36.9

Source: Economic Survey of Pakistan 2009-10

To summarize one may advocate that amongst other factors the two most important
constraints to growth are: a) market failure and b) governance failure. In case of the former, we
are concerned about asymmetric information, lack of innovation and entrepreneurship; and in
case of later, immediate attention is required to making the judicial process efficient along with
clear enforcement of contracts and property rights.

14



IV. New Growth Framework

The two key factors that have determined economic growth in the past are external resource
inflow and public sector projects. The later used to be mainly financed by the former. Figure 5
indicates that Pakistan, in the old model, has excessively focused on public sector investment
and producing labour with low-end technical skills. The new framework should now be based
on elements of endogenous growth model™?, where the quantity of investment should be
complimented by efforts to improve the quality of investments —i.e., their productivity and
efficiency. Private sector must drive economic growth with public sector ensuring timely
implementation of market reforms, to promote competitiveness. Pakistani cities presently are
configured as suburban clusters instead of as creative cities which can become locomotives of
economic growth.

Figure 5 Endogenizing Productivity

Economic Growth

Human Capital Productivity

Sector based & Missing:
Project based Innovation, Entrepreneurship,

Markets

It is essential for Pakistan to step up its efforts to produce high-end human capital. Promoting
innovation and entrepreneurship should be the cornerstone of government’s facilitation to
private sector.

The new approach represents a shift of emphasis in several dimensions. The new regime should
develop the software of economic growth, increase competitiveness, everywhere, redefine
government’s role in markets, promote investments on the basis of innovation and

2 Romer, P. (1986) Increasing Returns and Long-Run Growth. Journal of Political Economy, 94, pp. 1002-1037.
Lucas, R.E. (1988) On the Mechanics of Economic Development. Journal of Monetary Economics, 22, pp. 3-43.
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entrepreneurship, exploit the huge potential of a large domestic market, make cities and
regional clusters the locomotives of growth, improve governance and better public service
delivery and enhance connectivity. We may distinguish the old planning regime from the new
thinking on six dimensions:

a. Hardware versus Software of Economic Growth: Although the gap between us and our
competitors has narrowed considerably, current approach focuses on building physical
infrastructure. We continue to fare poorly against our competitors on the software
aspects/inputs critical to growth. We need to learn from global experience and generate
sustained productivity and efficiency by emphasizing the quality of investments in physical
and human capital. Productivity and performance has to be measured in both the public
and private sectors.

b. Dominant role of Public Investment versus Markets: Public Investment has for a long time
been incorrectly viewed as the main source of economic growth. Policy-makers have
emphasized policies that crowd-out private investments. Government should not be
involved in markets, except to regulate misbehaviour, reduce transaction costs and
promote competition.

c. Exogenous versus Endogenous Competitiveness: Our past and present growth strategies
view global indicators that measure competitiveness and cost of doing business as “beyond
our control”. By minimizing government intervention and making productivity endogenous
we will be able to look beyond labour and capital accumulation to accelerate growth and
improve risk-adjusted returns. To this end, we need to identify reforms needed to develop
competitive, innovative and efficient markets.

d. Government Incentives versus Entrepreneurship: Government policy favours specific sectors
or sub-sectors through protection and subsidies. It also emphasizes the importance of
commodity producing sectors and continues to support non-competitive industries. The
enabling environment for investment should maximize gains from new ideas and open up
opportunities for entrepreneurs. A new approach should incentivize innovation and
entrepreneurship, which in turn will make growth more inclusive.

e. New Role for Cities: Current development strategy views cities mainly as suburban clusters
with an appended industrial park. Rezoning cities so that they become dense centres of
diverse and creative activity to facilitate commerce and economic activity in several areas
but especially in retail, distribution, transport, leisure and entertainment. Construction will
increase quickly in cities with new zoning laws that enable repressed but productive
activities. More construction will create jobs for the poor and become an essential mode of
inclusive growth.

f. Quantity versus Quality of Service Delivery: Increasingly, public service delivery has become
costly and lacks in quality partly because governance has been found wanting in several
areas. Efficient public service delivery with coordination between various government

16



institutions and service-providers is much needed. Asking for consumer feedback will
provide an on-going mechanism for assessing the impact of reforms.

17



V. The Need for Productivity

Productivity in an economy can take place by either adding value to one’s produce or by
producing the existing output in a technically efficient manner. Pakistan being a resource
constraint economy needs to address the currently prevalent productivity gaps in the public
and private sector. The contribution of factor productivity in the growth process of Pakistan
has been trivial. During the period 1960 to 2005, about 80% of the GDP growth rate in Pakistan
was explained by capital accumulation and labor expansion whereas Total Factor Productivity
(TFP) contributed the remaining 20% of the overall growth (Table 9). However, the contribution
of TFP in GDP growth has fluctuated considerably during this period. TFP explained almost 38%
of GDP growth rate in the 1980s but this fell to merely 18% in the 1990s. TFP growth then
recovered to some extent during 2001 to 2005 and contributed 22% of the GDP growth rate™>.

Table 9 Growth Accounting in Pakistan by Decades, 1961- 2005 (percent)

GDP Growth Capital Labor Total Factor

Productivity
1961-1970 6.97 4.48 1.63 0.86
1971-1980 4.58 1.80 2.30 0.48
1981-1990 6.09 1.90 1.90 2.30
1991-2000 3.86 1.45 1.71 0.71
2001-2005 4.55 1.58 1.92 1.04

Source: World Bank 2006™

Productivity Gaps

The most crucial problem for the Pakistan economy is the abysmally low labor productivity.
Cross country comparison of labor productivity indicates that among the regional competitors,
Pakistani labor is the least productive (Figure 6) and over the last two decades the performance
is on a downward slide. Different research studies have provided diverse reasons for this low
productivity in Pakistan. Macroeconomic stability, foreign direct investment, and financial
sector development play an important role in increasing TFP™. For Pakistan there is also a clear
evidence of a relationship between the growth in TFP and the ailing science and technology
apparatus'®.

B GoP (2007) Poverty Reduction Strategy Paper. Ministry of Finance, Government of Pakistan, Islamabad, 2010.

" Growth and Export Competitiveness. Washington, DC: World Bank.

> Khan (2006) “Macro Determinants of Total Factor Productivity in Pakistan” SBP Working Paper Series No.10

'* Mahmood & Siddiqui (2000) “State of Technology and Productivity in Pakistan’s Manufacturing Industries: Some
Strategic Directions to Build Technological Competence” Pakistan Development Review 39: 1

18



Figure 6 Cross Country Comparison of Labor Productivity Growth

H 1990-1995
W 1995-2000
2000-2005
W 2005-2007

Bangladesh China India In esia  Malaysia Nepal Pakistan Sri Lanka

4 -

Source: Asian Productivity Organization’s Productivity Data Book 2010

The detailed sectoral comparison also depicts that the performance of Pakistani labor is not
exemplary in any of the major sectors of the economy (Table 10). The low productivity levels in
electricity, gas, water and services sectors in general, is a matter of grave concern. Dismal
performance in transport, storage and communication also point out towards room for
improvement in connectivity and domestic commerce. This low labor productivity, coupled with
capital constraints results in lower TFP.

Table 10 Cross-Country Labour Productivity by Sector

Sectors Pakistan India | China | Bangladesh

‘

Mining 6.6 2.3 20.1

‘

Electricity, gas and Water Supply -7.8 2.3 16.6

{



Wholesale and retail trade, hotels and 1.4 6.4 6.2 2.5
restaurants

Transport, Storage and communications 0.7 10.8 6.7 -1.3
Finance, real estates and business activities 2.3 7.0 7.4 -8.4
Community, social and personal services 35 3.0 7.8 4.2

Source: Asian Productivity Organization’s Productivity Data Book 2010

Low vyields hinder agriculture sector’s growth in Pakistan (Table 11). The unachieved potential is
67 to 84 percent out of which extension’” gap is 31 to 75 percent and research gap™® is 25 to 75
percent™. The reasons for such a huge productivity gap include: traditional farming practices,
inefficient irrigation methods, high input costs, lack of bio safety regulations and insufficient
institutional credit for poor farmers.

Table 11 Yield Gaps of Major Crops

Crop Progressive Farmers’ Yield National Average Yield Yield Gap (%)
(Tonnes / ha.) (Avg. of last 3 years)
(Tonnes / ha.)

Wheat 4.6 2.6 43.5
Cotton 2.6 1.8 30.8
Sugarcane

Sindh 200 54.5 72.8

Punjab 130 49.9 61.6
Maize 6.9 2.9 58.5
Rice 3.8 2.1 45.6

Source: Planning Commission, 2009%°

Water use efficiency is the primal factor for reviving agriculture sector. In Pakistan irrigation
efficiency is very low and 60 percent of irrigation water is lost during transmission of water
from source to the field. Almost 50 percent of the losses are at watercourse level and 33

" the difference between best practice and average yields

' the difference between research potential yields and the best practice yields.

1 Igbal and Ahmed (2003) “Science & Technology Based Agriculture Vision of Pakistan and Prospects Of Growth”
Pakistan Development Review

2% Task Force on Food Security- Final Report 2009
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percent are at canal level due to lack of proper operation and maintenance of deteriorating
canal system21.

Livestock contributes around 52 percent22 of the agriculture value added and has a promising
potential for the growth of this sub-sector. Although, livestock is showing improvement over
past few years, yet there is a great room for improvement of productivity. In dairy sector there
is 78 percent yield gap if compared with minimum standards required to compete globally and
the main determinants of this poor performance include an extension gap of 61 percent and
research gap of 52 percent. Moreover, 30 to 40 percent of livestock is underfed and only 10
percent of the livestock is vaccinated, which makes it vulnerable to infectious diseases.
According to estimates of Taskforce on Private Sector Development (in Planning Commission),
South Asian region has a $25 million worth of market for dry milk, but Pakistan is unable to
secure a respectable share of this export market due to lack of economies of scale.

During the 1990s, TFP growth in the manufacturing sector was only 1.6% and over the period
1998 to 2007, TFP in overall manufacturing sector, increased only by 0.9%. This implies that the
growth of the manufacturing sector has been mainly driven by growth in inputs®. The
estimates of Ministry of Industries and Production for 2009-10 show that the excess capacity of
the manufacturing sector is almost 51 percent due to stifled energy supply, high cost of
production and depressed external demand. Total manufacturing sector losses due to energy
shortfall are equal to 2.5 percent of GDP?*. Power Sector subsidies are also eating up a huge
chunk of GDP and for fiscal year 2010 Rs. 147 billion have been spent for this purpose.

Public Sector Enterprises (PSEs) are also a source of ill-efficiency and low productivity. These
PSEs are running operational losses amounting to 1.5 percent of GDP annually and require
regular budgetary support and sometimes distortive subsidies. Moreover, these PSEs are also a
major reason for huge government borrowings from State Bank of Pakistan. These borrowings
have nearly crossed 65 percent of total revenues of the government (SBP estimates 2010). The
rising domestic debt is adding fuel to the inflationary trends and also crowding out the private
sector®.

On the side of resource mobilization, Pakistan’s abysmally low tax-to-GDP ratio amongst other
reasons is also attributed to the administrative gaps*®. Under-invoicing, smuggling, narrow tax
base, low compliance, a large undocumented economy and weak audit and enforcement are
major impediments in this regard. Currently only 2.75 million people are National Tax Number
(NTN) holders in Pakistan which is around 1.5 percent of total population. The agricultural

! Ahmed et al (2007) Pakistan Journal of Water Resources, Vol.11(2) July-December 2007 / 35

?? Task Force on Food Security- Final Report 2009

2 Chaudhry, (2009) “Total Factor Productivity Growth in Pakistan: An Analysis of the Agriculture and
Manufacturing Sectors” The Lahore Journal of Economics: Vol 14

** GoP (2010) Economic Survey 2009-10. Ministry of Finance, Government of Pakistan.

>> SBP First Quarterly Report 2010

2 Ahmed, V. and C. O’ Donoghue (2009) Redistributive Effect Of Personal Income Taxation In Pakistan. Pakistan
Economic and Social Review. Vol. 47, No. 1 (Summer 2009), pp. 1 —17.
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income earners and many services sector practitioners are not in the direct tax net. This
anomaly needs to be immediately addressed”’. According to 2005 estimates overall tax gap for
Pakistan had crossed Rs 400 billion?®. There is a very large informal sector in Pakistan, which is
shy of becoming formal due to huge entry costs. By rationalizing entry costs and official
procedures including labour market regulations, these businesses can be formalized and thus
tax base can be broadened.

Reforms for Productivity

Cross-country comparison of TFP in 4 indicates that both the historical performance of Pakistan in
terms of TFP and the future picture portrayed by the forecast for next decade is not encouraging.
Pakistan has lowest TFP among the sample countries and the position does not seem to be
improved in the future. This bleak picture calls for immediate and sincere efforts to uplift
productivity and efficiency in all spheres of the economy.

Table 4 Cross — Country Comparison of TFP

Countries TFP Growth Capital Per Labour GDP per Labour

1981- 2011- 2021- 1981-  2011- 2021- 1981- 2011- 2021-
2007 20 30 2007 20 30 2007 20 30

Annual Average Growth Rate
China 4.07 236 217 7.80 7.50 7.02 7.73 575  5.06
India 1.34 1.16 1.26 3.78 3.56 3.68 3.35 2.94 2.90
Indonesia 0.59 1.37 1.37 3.25 3.79 3.84 2.21 3.16 3.08
Korea 1.35 2.14 1.91 6.43 4.08 3.93 4.51 3.97 3.66
Malaysia 0.71 1.67 1.58 4.19 4.02 4.16 3.15 3.59 341
Pakistan 0.78 1.04 1.19 1.29 2.85 | 3.38 1.84 2.70 | 2.83
Phillipines 0.19 2.21 2.03 0.33 3.50 3.74 0.70 3.84 3.71
Thailand 1.50 1.74 1.72 4.02 4.16 4.01 3.59 3.87 3.64

Viet Nam 1.52 2.27 2.07 6.08 2.91 3.08 4.08 3.73 3.37
*Source: Lee, Jong-Wha and Kiseok Hong (2010)*

77 Ahmed, S., V. Ahmed, A. Abbas (2010) Taxation Reforms: A CGE-Microsimulation Analysis for Pakistan.
Development Economics ejournal. Vol. 2, No. 182: October, 2010.

?® Ahmed, R. A. and M. Rider (2008) Pakistan’s Tax Gap: Estimates by Tax Calculation and Methodology. Andrew
Young School of Policy Studies, International Studies Program, Working Paper 08-11, December 2008.

*° Economic Growth in Asia: Determinants and Prospects. ADB Economics Working Paper Series No. 220.
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There is also a need to mimic best practices with in the country wherever they exist. Small
indigenous innovations should be benchmarked and scaled up in order to achieve widespread
benefits with lower sunk costs. Table 5 shows how Pakistan can improve its global position in
doing business by adopting its own best practice benchmarks.

Table 5 Improvement by Adopting Best Practices in Doing Business

Indicators Existing Ranks Improved Ranks with
Pakistan’s Best
Practice

Starting a business 63 59
Dealing with construction 105 46
permits

Registering property 119 87
Enforcing contracts 158 138
Paying taxes 143 107
Trading across Borders 78 73

Source: Doing Business, 2010 Reforming Through Difficult Times

Competitive markets are the starting point towards sustained economic growth. Free and
flexible markets should allow businesses, which have run the course, to exit and be replaced by
more efficient firms. Instead of providing fiscal incentives based on sector-specific biases,
markets should be allowed to determine optimal allocation of resources. Incentives should
however, be formulated to cultivate innovation and entrepreneurship.

Innovative practices can come about in public and private sector as well as in rural and urban
areas. Private sector can only operate freely once government exists from the market a