Role of Infrastructure and Education towards Growth and Poverty Reduction in

Pakistan

1. Introduction and Background

Pakistan in recent past has witnessed volatile growth around a low equilibrium level. The economic
growth process in the country for a long time has been regarded as a function of available savings and
efficiency of capital. Given low levels of domestic resource mobilization, the country has repeatedly
resorted to foreign savings. Almost all medium term plans start by looking at the future stock of
expected foreign aid which can then act as the driver of public investment. The public sector
development program (PSDP) is then expected to crowd-in the private investment, which in turn
enlarges the footprints of public sector in the overall economy and therefore distorts the essence of free
and flexible markets.

However we now know that such a development planning regime did not succeed in Pakistan as a)
markets are not well-developed so savings are not channelled into most productive uses, b) take-off fails
due to poor quality of investments, c) reliance on foreign resources continues as domestic savings are
low, d) model does not give us a solution if economy is trapped in a vicious circle of low productivity,
incomes, savings and investment and e) model does not endogenize productivity, efficiency and
innovation.

Consequently the outcome of this process has been a throwforward of Rs. 3 trillion', public sector
projects marred by time and cost overruns, over emphasis on public investment in brick and mortar (59
percent of PSDP) and collapse of social sector spending in times of natural calamities like the recent
earthquake and the flash floods.

The whole economy is in a project mode i.e. looking for government sector initiated or subsidized
projects or sectors respectively where private sector can find avenues for sub-contracting and low-risk
investments. At the government level incentives for the public officials are distorted given their desire to
keep the state funded projects running for a maximum time period. In view of the above there is an
immediate need to assess the quality of public and private investments, evaluate project timeliness,
monitor variance between actual versus budgeted costs. While most of the manufacturing activity today
is with the private sector, however this has come about through a regulated loans and subsidies regime
which flowed in few select sectors while distorting incentives for entrepreneurship in other sectors of
the economy.

! These are approved public sector projects that are now facing cash flow problems.
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This paper tries to highlight the current state of infrastructure in Pakistan, the need for investments in
human capital and finally exhibits how the neglect of productivity has resulted in both, lower potential
economic growth and lesser gains in terms of poverty reduction.

2. State of Infrastructure in Pakistan

In terms of the hardware of economic growth — infrastructure availability of a country, Pakistan ranks
reasonably sound if compared with regional economies (Table 1). For example in road sector Pakistan
ranks in line if not better than India, Indonesia and Bangladesh. We discuss below the key infrastructure
sub-sectors in detail.

Table 1 Global Infrastructure Rankings

Countries Overall Road Rail Port Air
Infrastructure
Quality
Pakistan 87 72 55 73 81
India 89 90 23 83 71
China 66 53 27 67 79
Bangladesh - 100 71 107 117
Indonesia 96 84 56 96 69
Malaysia 27 21 20 19 29
Thailand 41 36 57 43 28

Source: Global Competitiveness Report 2010

Road Transport

For transportation, Pakistan relies heavily on roads which handle 96 percent® of total freight
traffic’. The federal budget also exhibits a strong bias towards financing building and
maintenance of road sector. Since 1996, total road length has increased by 13 percent to
259,618 kilometers in 2010 out of which 179,290 kilometers were high type (paved). National
Highways and Motorways network constitute 4.2 percent of the total road network and handle
more than 85 percent of Pakistan’s total traffic. Majority of Pakistan’s highways and motorways
network is along North-South corridor with N-5 acting as the main artery and carrying 55
percent of country’s inter-city traffic. Around 60 percent of the network is in poor conditions.

2 Economic Survey of Pakistan, 2009-10
® This section draws from our companion paper: Pirzada and Ahmed (2010).
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This is mainly due to poor maintenance, vehicle overloading, inflated truck tires and significant
shift from railways to roads in both passenger and freight transport.

Over the past few years, there has been a gradual increase in the length of high type roads and
decline in low type roads (unpaved), since most low type roads are being converted to the high
type (Table 2). The National Highway Authority (NHA) has been carrying out extensive road
development projects: 30 new projects to extend the road network by 1000 km inclusive of
bridges, flyovers, and interchanges have started. The NHA has also managed to increase its toll
revenue by 36 percent over the past year.

Table 2 Road Sector in Pakistan 1997 - 2009

Year High Type Low Type Total
Length % Change Length % Change Length % Change

1997 126117 6.5 103478 3.6 229595 5.2
1998 133462 5.8 107423 3.8 240885 4.9
1999 137352 2.9 110140 2.5 247484 2.7
2000 138200 0.6 105320 0 240340 0.3
2001 144652 4.7 102784 -4.4 249972 0.7
2002 148877 2.9 98943 -24 251661 0.7
2003 153255 2.9 97527 -3.7 252168 0.2
2004 158543 3.5 95373 -1.4 256070 1.5
2005 162841 2.7 91491 -2.2 258214 0.8
2006 167530 2.9 86370 -4.1 259021 0.3
2007 172827 3.2 84038 -2.8 259197 1.1
2008 175000 0.8 83140 -5.5 259038 -1.3
2009 177060 1.3 80328 -2.7 260200 0

Source: Economic Survey of Pakistan, 2009-10

Another problem in road transportation is the corruption in the policing system. Traffic laws are
lax in Pakistan and the policemen are often underpaid and have long working hours. Corruption
is also rampant in the infrastructure development side of roads. Roads are often left
deliberately weak, susceptible to rapid deterioration, so that contracts can be given repeatedly
to the same people.

Rail Transport

Railways all over the world have an edge in long haul and mass scale transportation of both
goods and passengers. In Pakistan, it was the primary mode of transport till 1970s. Since then
its share has declined due to the shift in government’s preference to road over rail transport.
During 2005 to 2010, budgetary expenditure on railways was only rupees 45.5 billion whereas



for national highways it stood at rupees 155 billion. Today its share of inland traffic has reduced
from 41 percent to 10 percent for passenger and 73 percent to 4 percent for freight traffic.

Timely and safe delivery of goods to the North from the port, in the South, became a major
issue after the shift in preferences of policy-makers. After the creation of National Logistic Cell
(NLC) to clear the goods from Karachi port, Pakistan Railways (PR) has always found it difficult
to regain its historical position. This has further pushed PR further backward. Looking at Table
3, we see a gradual decrease in not only the number of passengers and freight moved but also
the length of track, number of wagons and locomotives.

Table 3 Pakistan Rail Sector

Rail Sector Indicators 1991 2009 % Change
Route Travelled (km) 8775 7791 -11.2
Passengers Carried (millions) 84.9 82.54 -2.8
Freight Carried (million tonnes) 7.72 6.94 -10.1
Locomotives 753 551 -26.8
Freight Wagons 34851 17259 -50.5

Source: Pakistan Railways

A significant reduction in business activity during the last year partially attributable to security
issues led to lowering of government revenues. There has also been a shortage of locomotives
due to non procurement of spare parts. Much of the rolling stock destroyed during December
2007 riots is still to be repaired. This delay has been mainly due to reduction in PSDP
disbursements and slow corporatization. Majority of the recently acquired engines from China
are also facing maintenance issues which has lead to closure of various routes. Earnings are still
low and are hardly enough to cover the cost of pays and pensions which equal rupees 14 billion
and rupees 7 billion per annum, respectively. In 2008-09, earnings grew by 16 percent
compared to the year before but since then they have worsened to pre-2004 levels. But despite
improved performance during the last decade, losses still remain high. In 2006-07, total loss
was Rs 10 billion and in 2007-08, the loss was over Rs 12 billion.




Aviation

As of 2007-08, Pakistan has 35 airports which handled more than 14 million passengers and
318,652 million tons of cargo during the same year®. Jinnah International Airport, Karachi is the
busiest of all but Lahore and Islamabad airports also handle significant amount of both
domestic and international traffic.

Compared to 2005-06, there has been a decrease in both cargo and passenger traffic. Total
passenger traffic has declined by 0.4 million passengers whereas cargo handling decreased
from 347,674 to 318,652 million tons. Most of this is attributed to reduction in domestic traffic
due to poor economic situation, political instability, and law and order.

However, total number of airlines with operations in Pakistan has stayed the same with the
number of domestic and international airlines equalling 28. But two of the Pakistani airlines
namely Aero Asia and Royal Airlines are no longer in business. This is not only attributed to
mismanagement but also to government’s close association with state owned PIA, which denies
competitive environment to other domestic airlines. PIA has a market share of 73 percent in
passenger traffic and captures almost all the freight market in aviation sector.

On international routes, there are frequent flights to UK and Middle Eastern countries. Demand
on these routes mainly comes from Pakistani labor working abroad. However linkages with
other countries remain largely infrequent and time consuming. There is only one direct flight to
US (JFK Airport) in a week and that also from Lahore only. Average time on a direct flight to US
is 18 hrs whereas if one is to rely on connecting flights it normally takes around 24 hrs.
Similarly, there are only two direct flights to China (Beijing Airport), each week. Also there are
only few flights to Germany, France and other western European destinations. There is
considerable demand on these routes for new airlines to benefit from.

Due to extra checks on airlines flying via Pakistan and recent slowdown in aviation sector,
international airlines largely stay hesitant in exploring Pakistani market. Currently there is no
Pakistani airline flying to African and Latin American countries. South East Asia also stays
untouched by Pakistani airlines except two direct flights per week to Malaysia. Connecting
flights to these destinations are available but it takes much longer and brings greater
uncertainty.

Domestic connectivity also faces many constraints in terms of inadequate airport handling and
slow check-in procedures. This leads to lengthy flight delays which coupled with higher ticket
prices relative to other modes of transport makes air travel highly inconvenient. Domestic

* Civil Aviation Authority



market largely stays biased towards PIA through preferential route allocation, tax benefits and
other protectionist policies, therefore making it difficult for new carriers to enter the aviation
sector.

Infrastructure in Pakistan was traditionally financed through public sector financing many of
which was actually leveraged through foreign aid. However given the rise in global commodity
prices particularly input costs of construction sector, it became almost impossible for the
government to afford the rising unit cost of infrastructure financing. In late 1990s it was
realized that Pakistan in order just to keep the existing infrastructure maintained must
deregulate, privatize and liberalize this sector for domestic and foreign private investment.
These measures in absolute terms did increase the size of capital formation in transport and
communication sectors.

Non-Transport and Telecom Physical Infrastructure
Energy

Pakistan has been facing significant energy shortages since 2008-09. The main issue has
however not been the capacity constraint but complicated market structure. Between 2003 and
2007, tariffs were not allowed to increase which lead to increased dependence of private sector
on government subsidies as a means to absorb fluctuations in their costs of production. Sharp
increase in oil and gas prices through out 2008 put enormous upward pressure on the cost
structure in the power generation sector. While tariffs were not allowed to increase,
subsequently much of this burden had to be borne by the government in the form of increased
subsidy. But increased cost of war on terror and slow down in GDP growth led to government
resources drying up and ultimately emergence of circular debt problem.

Table 4 Electricity Production (Mega Watt)

Years Installed Capacity Generation
2001-02 17,799 8,265
2002-03 17,798 8,639
2003-04 19,257 9,235
2004-05 19,384 9,787
2005-06 19,450 10,705
2006-07 19,420 11,231
2007-08 19,420 10,943
2008-09 19,786 10,484
Jul-Mar

2008-09 19,575 6,940
2009-10 (e) 19,650 7,517




Source: Economic Survey 2009-10

It can be observed from Table 4 that electricity generation started declining from 2006-07
onwards despite increase in overall installed capacity during the same period. However, data
for last two years (shown only for period between July and March) shows a positive trend.

Despite frequent increases in electricity tariffs in last two years, a wide gap still exists between
generation cost and recovery. Before the increases in tariffs, this gap was estimated to be
around 30 percent’. However, steps towards elimination of subsidy based tariff regime have
helped reduce the circular debt to 120 billion rupees as of May 2010 compared to that of 216
billion rupees in June 2009.

Water & Sanitation

Physical infrastructure continues to deplete in quality and its coverage is exceedingly in-
equitable; the poor stand deprived and disadvantaged — for water they pay exorbitantly to
water vendors. The present level of coverage of water and sanitation in urban areas is stated to
be 85 percent and 65 percent respectively but authenticity of these statistics is often
guestioned.

Management of service delivery is also a big issue. An important deficiency in this regard has
been lack of capacity of local governments to generate enough funds for the operation and
maintenance of existing networks. Often there are no incentives for improved operation and
management (O&M) and assets tend to deteriorate much earlier than their usual life. For major
projects, the local governments are dependent on the assistance of provincial and federal
governments. The public sector investment in the sector is very low, at 0.25 percent of the GDP.
In spite of the government’s interest and encouragement for the involvement of the private
sector, the latter’s participation has been low.

Local governments suffer technical, financial and administrative weaknesses in planning and in
O&M related issues, especially related to energy requirements. These are also over-staffed
agencies with an absence of adequately trained and professional manpower.

Moreover, underground sources of water supply are fast depleting due to heavy withdrawal
and surface water is threatened with municipal discharges and pollution. Cities are increasingly
faced with scarcity of water and poor quality of supplies. On the other hand 35 to 40 percent
water is wasted through leakages in the water distribution networks. Water treatment facilities
are also limited.

> Economic Survey 2009-10, Government of Pakistan



Sewage is collected through open drains in most of the cities and discharge into rivers, streams,
lakes and canals without treatment. These channels often become sources of urban water
supply schemes. The collection through piped networks is limited to few large cities where too
the coverage is selective and sewage treatment rare. Additionally in small towns incidence of
open defecation is not uncommon.

Only 5 percent households have proper access to municipal garbage collection systems. Often
there is no arrangement for its disposal at properly developed landfill sites. The uncollected
garbage accumulates on streets, and open spaces between houses from where scavengers
extract the useable material for recycling and leave the rest to rot.

Government Strategy towards Infrastructure

Given low levels of domestic resource mobilization and low expected tax revenues, public
investment has been on a perpetual decline (Annex-I). Even in the existing structure of public
sector development programme there is excessive share of civil work (almost 60 percent in
2011) leaving little space for social sectors such as education and health. Due to large sectoral
and regional spread, investment has been spread thin which does not allow for a focused
strategy. The governance aspect of public investment needs immediate attention. Issues such
as electricity and gas shortages are not capacity issues but management issues.

The government has been advised to unbundle service delivery of most public utilities. Public
investment should be prioritized and sequenced. Public sector projects nearing completion
should be given priority. Key infrastructure projects such as energy, water and transport that
become inputs in the production process will require private participation and therefore rules
for public private partnerships should be made as easy as possible. Finally projects for removing
regional disparity should be initiated which can enable labour force particularly in war torn
areas to become an active participant in the economic activity.

3. Role of Human Capital

The population of Pakistan is projected to reach over 351 million by year 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

® Draws from Durr-e-Nayab (2006). Also see GoP (2011).



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 year 2050, more than 236 million people would be in the
working ages.

Every year Pakistan adds a New Zealand to its population; every two years, a Switzerland; every
three years, a Greece; every four, a Chile or a Netherlands; and every five, an Australia. And of
course, while it adds these populations, it does not add the assets and institutions of these
countries.

The age-distribution of the populations provides another imperative for acting quickly. Nearly
50 percent of Pakistan's population is below 20 years of age, and over 60 percent below 30
years. With growing unemployment, these youths become disconnected from the country’s
economy and disaffected with its political structure, and are vulnerable to the blandishments of
extremists. The demographic projections show this "youth bulge" continuing to dominate the
population for another 30-35 years. Unless Pakistan can sustain a high level of growth of its
GDP, its streets are likely to be crowded with hundreds of thousands of young men and women
desperately seeking jobs, justice, education, and medical attention for themselves and their
families—a mouth-watering prospect for any extremist recruiter.

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. A 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 will 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.
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Figure 1 Projected Labour Force Size and its Composition (Millions)
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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. These growing numbers have to be provided employment
opportunities. 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 2 Falling Incomes and Rising Unemployment (2001 - 09)
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Source: Economic Survey of Pakistan

Figure 2 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.

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.”

Pakistan has done poorly in terms of the software of economic growth — this mainly encompasses the
human capital and productivity content. Table 5 below indicates Pakistan at 79 out of 139 countries in
global innovation. This cannot be totally attributed to the high level of brain drain (rank = 68) as the
overall rankings in terms of quality of education system and firms spending on research and
development also shows a dismal picture.

Table 5 Rankings in Human Capital and Innovation

Country Global Innovation Brain Drain Quality of Companies Spending
Index Education System on R&D

(Out of 132

Countries)
Pakistan 79 68 99 80
India 30 34 37 36
Indonesia 39 27 44 28
Thailand 57 38 67 47
Malaysia 24 28 23 19
China 26 37 52 23

Source: Global Competitiveness Report 2010

One of the key reasons for low human capital formation is the low levels of public sector spending and
absorption in education sector. As seen in Table 6 countries with low levels of public spending in
education exhibit low levels of accumulated literacy levels. What is more concerning in case of Pakistan
is that even this low level of public sector spending on education has been on a decline in recent years
(Figure 3).

“ul Haque, N. (2010) Towards Growth Strategy and Economic Reforms. Presentation at Pakistan Development Forum,
Islamabad, 2010.
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Table 6 Comparison of Public Sector Spending on Education

Country Public Spending % of GDP | Literacy Rate (%)
Bangladesh 2.6 55.0

India 33 -
Indonesia 35 -
Malaysia 4.7 92.1
Pakistan 2.1 57.0
Thailand 4.5 -

Viet Nam 53 92.5

Source: World Bank, UNDP, Ministry of Education

Figure 3 Pakistan: Public Sector Spending on Education 2006-10
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It has been observed that in times of fiscal crunch, education sector is the first to face the brunt of

austerity measures. Its current and development budgets are cut to abysmally low levels. Table 7 below

indicates the dilapidated condition of public sector schools in Pakistan. Almost 60 percent schools are

without electricity and almost 40 percent are without basic sanitation. Due to the youth bulge primary

school enrolment has been on the rise (Table 7) and this demand had to be catered by the mushroom

growth in private sector educational institutes and schools.

Table 7 Missing Facilities in Government Schools (2009)

Indicators Number % of total
Schools without building 17764 10.9
Schools without boundary wall 61274 37.7
Schools without drinking water 54996 33.9
Schools without Latrine 59846 36.9
Schools without Electricity 96769 59.6

*NEMIS 2009, Ministry of Education
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Figure 4 Primary School Enrolment
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Pakistan launched a major initiative to revamp its higher education system in early part of this decade.
The Higher Education Commission (HEC) was made a partially autonomous institution to be governed by
federal authority. HEC invited Pakistani professors abroad to come back on premium salaries. Country
wide assessments were initiated to pick out the brightest and send them abroad for research degrees.
Local university infrastructure was upgraded and indigenous research programmes were strengthened
through industry, academia and government nexus. This led to the sudden rise in university level
enrolment during this decade (Figure 5).
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Figure 5 University-level Enrolment
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Pakistan’s long run projected labour force growth stands around 3.6 percent. Even if conservative
employment elasticity estimate of around 0.45 percent is used — Pakistan requires growth rate of 8
percent to absorb only the incremental labour force. This calls for an immediate review of existing
growth strategy which is not rendering a GDP growth of even 5 percent on average. In terms of wage
employment it is clear that presently public and private sector may not be able to provide jobs at a rate
desired by demographic trends. Therefore Pakistan must equip its new entrants in labour force with
knowledge of entrepreneurship which is innovative and creativity-led so as to enable the young
generation to get self employed.

4. Boom-Bust Growth Phenomenon

Pakistan’s economic growth has been a story of boom-bust cycles (Figure 6), where foreign
savings led to sharp 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
time next round of foreign injection. The average real GDP growth rate from 1972 to 2010 is
about 4.9 percent. Regional economies such as China and India had an average real GDP growth
rate of around 9.9 and 6.4 percent, respectively, from 1980 to 2008.
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Figure 6 Economic Growth 1972 - 2010

RN

=
o
J

Real GDP Growth Rates
O FRPNWDOGIO N 00O

1972
1975
1978
1981
1984
1987
1990
1993
1996
1999
2002
2005
2008

One of the key determinants of growth in conventional planning was capital accumulation.
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 a low average of 18
percent between 1960 to 2010 (Figure 7). The long run investment to GDP ratio for China and
India has averaged around 45 and 27 percent, respectively.

This current strategy has led to PSDP being skewed towards brick and mortar, where the
government is involved in building assets that could have been furnished by the private sector,
more efficiently. Examples such as: government constructing houses, office buildings, roads and
related infrastructure in commercially viable areas led 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.
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Figure 7 Investment to GDP Ratio 1960-2010
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Macroeconomic stability is usually a necessary (but not sufficient) condition for economic
growth. Figure 8 shows how government instead of taming inflation has at many occasions been
a contributor towards price instability in the country. The key source of inflation in the country
has been the borrowing by the public sector, usually not for development spending but for
recurrent budgetary financing. This fiscal crisis of 2008 came about as a result of unsustainable
and high subsidies on wheat, electricity, imported oil, and fertilizer. This was the same time
when Pakistan also faced the two exogenous shocks i.e. rising global food prices and potentially
depressed demand for exports due to the recession in Western markets.
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Figure 8 Government Borrowing and Inflation®
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By November 2008, with around 2 weeks of foreign exchange left to finance imports, Pakistan signed
the standby arrangement (SBA) with International Monetary Fund (IMF). The later provided a facility of
$7.8 billion for the period starting 2008 and ending 2013 at an interest rate of 3.5 to 4 percent. Along
with this facility came some stringent but necessary conditionalities which included raising the tax to
GDP ratio to around 15 percent (presently stands at 10 percent), not letting fiscal deficit to GDP ratio
exceed 4 percent, elimination of fiscal subsidies, rationalization of electricity tariffs, and reduction in
losses of public sector enterprises through efficiency.

Since the SBA Pakistan has found it difficult to spur short term growth given the tight ceilings on public
sector investment, low confidence of domestic investor and reduced foreign direct investment. The
prospects for growth were further dampened by the flash floods of 2010 for which Pakistan received
less than expected foreign aid due to its inability to quickly come up with a transparent and credible
mechanism of disbursements.

Figure 9 exhibits the long run state of leakages and injections in Pakistan economy. As Pakistan now
embarks towards raising taxes a high level of resource mobilization cannot be expected soon due to
falling investment and export levels.

® Sherani (2010).
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Figure 9 Pakistan Economy: Leakages and Injections
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In terms of the performance of real sector the lagging aspect is one of software of economic
growthg, 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 8 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

? For details see Ahmed (2010).
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The learning aspect has been missing in firm-level practices in Pakistan. This can be observed in
poor technology absorption and transfer rankings of Pakistan (Table 8). 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 9).

Table 9 Pakistan: State of Governance

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

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. These issues are not new to the literature
as Table 10 exhibits a checklist on market and government failure from Stern (1989).
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Table 10 Market Failure and Government Failure

Reasons for Market Failure Reasons for Government Failure

1. Markets may be monopolized or 1. Government may lack information
oligopolistic regarding individual’s preferences
2. Existence of externalities 2. Planning may be more rigid than
3. Existence of increasing returns to scale market-based decision making
4. Poor information about prices, 3. Governments may be incapable of
production possibilities and inflexible administering detailed plans
marketing institutions 4. Bureaucratic obstacles may inhibit
5. Government taxation may not take a private initiative
form that allows efficiency 5. Coordination failures between various
government bodies
6. Rise of rent-seeking activities

Source: Adapted from Stern (1989)

5. Poverty and Inequality

Figure 10 shows the long term trend in Pakistan’s inequality and poverty indicators. The poverty
headcount ratio has moved in cycles of ups and downs. Due to the volatility in growth rate amongst
other reasons sustained poverty reduction was never possible. Since 2008 the government authorities in
Pakistan have not released the poverty data. However according to independent observers the poverty
headcount ratio has increased from 22 percent in 2006 to 35 percent in 2009. The recent increase is
poverty is also accompanied by a rise in inequality as measured by Gini coefficient.
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Figure 10 Historical Poverty and Inequality Trends
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Economic growth is a necessary condition for poverty reduction. One may observe that as the growth
rate during the past decade gained momentum post — 2003, poverty levels came down drastically.
However in the wake of food, fuel and financial crises Pakistan saw decline growth rate and rising
poverty levels.'

It is important to discuss here how economic practitioners wrongly sequenced their policies in tackling
with poverty particularly in countries such as Pakistan. The country saw rising introduction of donor-
driven ideas such as microfinance schemes, conditional cash transfers, and enabling grants for
population below the poverty line. However these policies failed miserably as they never enabled the
poor to become part of the market activity. This will only happen if there are concentrated efforts
towards market reforms. The sole idea should first be to create competition in which poor can
participate. Only then microfinance schemes can leverage the ability of poor to perform better.

6. Conclusion

There is a clear disconnect between the progress made in physical infrastructure and educational
attainment and its impact on economic growth and poverty reduction. The overtime information and
coordination failures within the public sector may be one of the major causes. Under the 18"
Amendment passed in 2010 and 7" National Finance Commission award greater resources are going to
be transferred to the provinces. Most of the social sectors Ministries will now be a provincial domain.
However the concerning aspect is that provinces although in favour of greater financial autonomy have

10 Ahmed, V. and C. O’ Donoghue (2010).
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complained about lack of capacity in managing the devolved affairs particularly social sectors. This is
bound to further aggravate Pakistan’s dismal performance towards the achievement of Millennium
Development Goals, unless growth and governance reform measures are expedited.
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8. Annex-1

Table 11 Public Sector Spending on Transport and Communication Sector

Sub-Sector

Expenditure during (2005-10)/ Rs. Millions

Self Financing/

Public-Private

Budgetary Corporation _/ Pvt_. Total
Financing
Communication
National Highways Authority (NHA) 155,000 0 30,800 185,800
National Logistic Cell (NLC) 250 0 0 250
National Transport Research Centre
(NTRC) 25 0 0 25
Construction  Machinery  Training
Institute (CMTI) 387 0 0 387
National Highway & Motorway
Police (NH&MP) 400 0 0 400
Pakistan Post Office (PPO) 0 550 0 550
Total Communications 156,062 550 30,800 187,412
Railways 45,456 0 0 45,456
Ports and Shipping
Gwadar Deep Water Port 15,550 0 0 15,550
Port Qasim Authority (PQA) 0 3000 13000 16000
Karachi Port Trust (KPT) 0 14500 55000 69500
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Pakistan National Shipping

F

Corporation (PNSC) 0 10245 0 10245

Total Ports &Shipping 15,550 27,745 68,000 111,295
Others

Civil Aviation Authority (CAA) 0 15,550 0 15,550

Pakistan Meteorological Department

(PMD) 875 0 0 875

Airport Security Force (ASF) 335 0 0 335

Pakistan Int'l Airlines (P1A) 0 120,250 0 120250

Pvt. Airlines Operators 0 0 6,600 6,600
Total Others 1210 135,800 6600 143,610
Total Others etc. 4,500 0 0 4500
Total Federal Programme 222,778 164,095 105,400 492,273
Provincial Road Programme
Total Provinces 99,900 0 0 99,900

322,678 164,095 105,400 592,173
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Table 12 Current and Development Expenditure on Health Sector (Rs. Million)

Year | Development Non-Development Health Expenditure as % of GDP
2001 6,688 18,717 0.59
2002 6,609 22,205 0.58
2003 8,500 24,305 0.57
2004 11,000 27,000 0.57
2005 16,000 24,000 0.51
2006 20,000 30,000 0.57
2007 27,228 32,670 0.57
2008 32,700 41,100 0.56
2009 37,860 41,000 0.54

Table 13 Development Spending on Education Sector (Rs. Billion)

Literacy 0.9 1.4 1.5 1.5 2.0 3.0
Elementary 2.7 49 6.0 6.2 7.0 10.0
Secondary 1.6 3.0 34 6.0 9.0 8.0
College 1.2 0.7 0.9 3.0 6.0 8.0
Technical 2.5 1.0 14 2.0 3.9 1.0
Teacher 0.1 0.1 0.1 1.0 1.3 1.5
Scholarship/Misc 0.5 0.2 0.3 3.0 3.5 4.0
Total 9.5 11.3 13.5 22.7 32.7 35.5
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