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Executive Summary

Over the past two decades, Pakistan's per capita GDP growth has been low. Periods of relatively fast
growth have been interrupted by the accumulation of external vulnerabilities that tend to result in balance of
payments crises, leading to abrupt halts to growth. A model of growth that is driven by consumption and
government expenditure rather than by investment and exports is at the core of Pakistan's growth challenge.
As identi ied in 2019 in Pakistan@100: Shaping the Future (2019) report, to become an upper middle-
income country by its centenary in 2047, Pakistan needs to accelerate and sustain growth at 6 to 8 percent
per year. Three years later and hit by the disruptive e ects of the COVID-19 pandemic, Pakistan has diverged
further from that outlined path. Thus, achieving the objective of reaching upper-middle-income status by
2047 will require returning to a path of sustained and focused structural reforms.

This report looks at how Pakistan can achieve this path of higher and sustained economic growth. It
builds on the analysis and stakeholder discussions conducted as part of the Pakistan@2100: Shaping the
Future (2019), the Pakistan Systematic Country Diagnostic: Leveling the Playing Field (2020), and the
Creating Markets in Pakistan: Country Private Sector Diagnostic (2021), as well as on a wealth of local and
international analysis.

The premise of this reportis that Pakistan's growth is stunted by its inability to allocate all of its talent
and resources to the most productive uses. Underlying that inability are various distortions, either
introduced by policy decisions, or unaddressed by them. Distortions can take many forms. Some examples
are taxes, subsidies, size dependent industrial policies, trade restrictions or gender norms (Figure E.1). Taken
altogether, these distortions create powerful incentives for irms and households to allocate resources in
ways that are socially suboptimal, while also discouraging innovation and productivity upgrading.

Distortions affect the way land and capital are allocated. For example, distortions in the form of
di erencesindirecttax rates tend to make it more pro itable to investin real estate relative to manufacturing
or tradable services. And because the size of the tradable sector tends to be associated with growth, this
reduces growth potential. Within tradables, high import duties make it more pro itable for irms to sell
domestically rather than exporting. For example, in Pakistan, a 10 percent import duty on a given product
increases pro its of selling domestically relative to exporting by 40 percent on average. Firms that decide to
embark upon export-oriented manufacturing despite these adverse incentives face a further distortion: if
they want to innovate, they miss out on export subsidies. Itis 80 percent more likely for a potential exporter
that decidesto exportatraditional product (e.g., apparel) to be eligible for an export subsidy, than for one that
decides to innovate and export a new product. This is because export subsidy schemes target mostly well-
established, unsophisticated export products and can provide up to a 30 to 35 percent boost in pro its.1In
agriculture, for example, subsidies and support prices for speci ic crops coupled with additional subsidies on
key inputs (e.g., water) induce farmers to allocate land to sugarcane rather than diversifying into other crops
that would fetch better prices internationally, or thatembed less water.

Talent is also misallocated because of distortions. While females in Pakistan have made strides in terms
of educational attainment, gender norms often mean that this accumulated human capital is underused
because females do not participate to their potential in the labor force. But those who are willing to
participate face a coordination problem. Consider irst the demand side, in the case of manufacturing. The
share of females in total manufacturing employment is only about 4 percent. It therefore may not pay o for

irms to make the necessary investments to accommodate female workers (e.g., dedicated spaces in plants,
restrooms, transport, etc.) if female employment does not reach a certain level. From the supply side, females
might not be willing to work in a factory without dedicated spaces for females (or where there is not a critical

1 Export subsidies, known as DDT or DLTL have rates of 1, 2, or 4 percent of export values, for a set of eligible products (mostly well-established,
traditional, and low-sophistication products). As a share of value added, these incentives can reach up to 30-35 percent in some sectors. See Box 0.5



mass of women working), and then decide to not work at all. The distortion here is related to a market or
coordination failure that is in turn associated with a gender norm, and unaddressed by policies (e.g.,
mandatory dedicated spaces for female workers).



Figure E.1:

PAKISTAN'S GROWTH CHALLENGE: Swimming Out of Quicksand
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This report focuses on how Pakistan has performed in three areas that are at the core of the growth
process: productivity, growth of firms and investment, and female labor force participation. It
presents new evidence on irms' productivity dynamicsacrossdi erent sectors of the economy, the patterns
of irms' growth and investment, and the allocation of female talent. It focuses on how the decisions of irms-
farms- or individuals are shaped by some crucial distortions that exist in Pakistan and proposes several
policy reforms or interventions to eliminate or reduce the extent to which these distortions lead to resource
and talent misallocation. It is structured into seven standalone chapters (or policy notes) that summarize
analyses conducted in seven background papers. The main indings of these chapters are summarized below.

The first section focuses on productivity dynamics across sectors, and its main drivers.

Aggregate productivity in Pakistan has been stagnant or declining during the past decade, mostly
driven by firms and farms becoming less productive over time. The COVID-19 pandemic exacerbated the
declinein irms' productivity, with acontraction of 23 percentin 2020.2 Productivity declines are seen across
di erent types of irms located in di erent parts of the country, though stronger contractions can be
identi ied for family-owned irms. In the agriculture sector, focusing on Pakistan's main crops, while yields
have grown over the past decades, this has been due to a more intensive use of inputs. At the same time, total
factor productivity has been falling for most crops, although, in this case, with provincial heterogeneity:
Punjab and Sindh have been relatively good performers, compared with Khyber Pakhtunkhwa (KP) or
Balochistan.

Allocative efficiency gains - visible in the reallocation of resources away from low productivity and
into high productivity firms - have not been strong enough to compensate for declining within-firm
productivity. Among studied irms, some allocative ef iciency gains were observed, although these were
modest. In agriculture, the analysis of farms in Punjab shows instead systematic allocative ef iciency losses
over the period, with resources lowing from high to low productivity farms. The empirical analysis in the
report is complemented with a theoretically grounded quanti ication of distortions that shows that the
aggregate productivity gains of eliminating distortions stand at 30 percent, with about 18 percent due to the
improved allocation of resourcesand 12 percent due to the entry of more irmsinto productive activities.

A substantial portion of firms' productivity decline is related to Pakistan's inward turn.

On the export side, the report unveils a significant productivity premium for exporters that is linked
both to the selection of better performers into export markets and to learning by exporting. However,
during the period of analysis the share of exporting irmsinthe economy fell, as did the share of exportsin the
total sales of those irms that continued to export. The export-productivity link points to the importance of
export promotion, but the results of an impact evaluation of one of the most important export promotion
policies in Pakistan: the Duty Drawback of Taxes (an export enhancement, or subsidy scheme) show a small
positive impact overall and a high cost/bene it ratio. It also shows that the scheme induced the reallocation of
exports toward products that were eligible for high-subsidy rates, and that also happened to be well-
established and low sophistication products. Thus, the scheme exacerbated the limited diversi ication that
the exportbundle has shown over the past two decades.

On the import side, high import duties, particularly on intermediates have negatively affected firms'
productivity, as well as sales and wages. While much of the world embraced the global value chain (GVC)
‘revolution’, Pakistan increased its trade costs instead. Import duties, for example, increased from 15 percent
onaverage in FY10 to a maximum of 21.3 percent in FY20, implying higher costs of importing intermediates
and capital equipment. Between 2012 and 2020, all sectors in manufacturing experienced increases in
import duties on their relevant intermediates. New evidence presented in Chapter 3 shows that increases in
import duties in upstream sectors have reduced the productivity, sales, and wages of irms downstream. A 1
percent increase in upstream duties is associated with a 0.6 percent decline in productivity downstream, a
0.5 percent reduction in sales, and a 0.6 percent reduction in wages. Results also show that schemes that

2 pvailable data do not allow to check whether there was a rebound in 2021. However, it is likely that this was the case.

Vii
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provide exemptions on duties paid by exporters on imported intermediates have not been fully e ective in
insulating them from import duty distortions because they have not been accessed by all exporters. Smaller
exporters ind it cumbersome to ile for duty exemptions because of administrative burdens and lengthy
processes that act as a ixed cost and disproportionately a ect small irms. Thus, the negative productivity
e ectsof upstream import dutieson irms downstream are the largest for small exporters, but negligible for
large ones.

The last chapter in the section turns its attention to productivity in a key sector from the point of view
of employment, poverty reduction and exportorientation: agriculture.

The farm and district- level analyses for the agriculture sector show that climate change poses a
threat to Pakistan's agricultural productivity.

Crop productivity in Pakistan is highly susceptible to elevated temperatures and rainfall variations,
putting the crop segment at severe risk due to climate change. Crops tend to be negatively a ected by
higher maximum temperatures (wheat and sugarcane, in particular). On the other hand, higher minimum
temperatures negatively a ect wheat and rice, while they bene it sugarcane yields. More abundant
precipitations and humidity tend to negatively a ect yields across all crops (the link between precipitation
and sugarcane being the only exception), and wind negatively a ects rice and sugarcane yields. These
estimates, coupled with the experience of the devastating impact of extreme climate events on agriculture
output and yields, and the fact that climate change will make extreme temperatures more common, point to
the importance of investing in technologies that contribute to adaptation to climate change.

The second section turns its attention to the challenge of private investment, the role of FDI, and the
links between investment and firms' growth in Pakistan

Part of the decline in productivity is associated with low investment rates, particularly in tradable
and productive sectors, which leads to limited growth of firms. Private investment rates in Pakistan
declined from an average of 14 percent of GDP in the 2000s, to 11.1 percent in the 2010s. Foreign direct
investment (FDI) did not contribute to boosting investment either, as it has remained below 1 percent of GDP
over the past decade. In manufacturing, once depreciation of worn-out capital is netted out, investment rates
as a share of value added were at 9 percent country-wide, according to the latest Census of Manufacturing
Industries, but can be as low as 1 and 3 percent in Balochistan and KP, and 11 and 8 percent in Punjab and
Sindh.

Pakistani firms are smaller in size than in most comparator countries, and struggle to grow. Large
productive irms in low- and middle-income countries tend to be more innovative, export more, provide
more training to their workers, and are more likely to use internationally competitive technologies and
standards. However, Pakistan shows lower-than-average proportions of very large irms. Inthe exportsector,
this is especially apparent. International evidence shows that 'export superstars' are the ones driving export
growth and diversi ication. However, on average, exporters in Pakistan are small. For example, an average
Pakistani merchandise exporter ships US$1.4 million worth of merchandise a year, while the average
Bangladeshi merchandise exporter ships US$3.8 million. For knowledge-intensive services, the typical
Pakistani exporter is about two thirds the size of the typical merchandise exporter. However, economies of
scale in knowledge intensive services are likely not to be asimportant for competitiveness as in merchandise.
Relatedly, irms' growth patterns are less dynamic in Pakistan than elsewhere. In Pakistan irms struggle to
grow large as they grow old. A young, formal irm in Pakistan that has been in operation for 10 to 15 years is
aboutthe samesizeasa irmthat has been in operation for more than 40 years. Instead, in better functioning
markets, evidence shows an 'up-or-out' dynamic. Firms either grow or exit. In Pakistan, and again focusing on
exporting irms, the results show that the probability of a small exporter becoming large within a ive-year
period is lower than observed in comparators such as Egypt, Bangladesh, or China. Limited growth of irmsis
in part related to the fact that Pakistan relies extensively on size-dependent policies, which create incentives



for irmsto stay small, de jure or de facto, and also because the Government of Pakistan actively borrows from
the banking sector, crowding out private sector investment, and therefore irms' growth.2

Part of the borrowing of the Government that crowds out private investment is used to support firms
that may be unviable without state support. Pakistan exhibits a relatively large share of irms known as
'zombies', that is, irms that are loss-making for at least three consecutive years (in 2016, Pakistan had the
highest share of zombie irms among comparator countries). State-owned enterprises (SOEs) and family-
owned domestic irms are more likely to be zombie irms, according to this de inition, and to display low
investment rates. Compared with non-family-owned domestic irms, state-owned and family-owned irms
realize 6.7 and 3.9 percentage points lower pro its than comparable non-family-owned private domestic
irms. The fact that these zombie irmssurvive, rather than being liquidated and releasing resources to more
productive and pro itable irms, is indicative of distortions related to soft-budget constraints (e.g.:
government assistance to SOESs), subsidies, weak competition, and inadequate insolvency regimes. In the
case of SOEs, a large portion of them operate in upstream sectors such as transport, inancial or energy, which
impliesthat their inef iciencies spillover the rest of the economy through input-output linkages.

High profitability, however, is not necessarily associated with high productivity but instead with high
protection. Firms in sectors protected from import competition realize higher inancial returns than those
operating in low protection environments, for a comparable level of productivity. Indeed, an increase in
importduties by 1 percentage pointincreases pro itmargins by 4 percent onaverage.4 These irmsoperating
in protected sectors also display lower export as a share of their revenues and employees, compared with
those operating in more open sectors. This is consistent with the fact that import duties implicitly act as
exporttaxes, by providing arelative pro itboost to domestic sales.

To increase investment rates and bring in large firms that could add dynamism to markets, the
country could leverage its untapped FDI potential - estimated at US$2.8 billion annually. Pakistan's
untapped FDI potential is estimated at around US$2.8 billion per year. Tapping that potential would lead to
more than doubling currentin low levels. This estimated untapped potential FDI does not imply a ceiling but
rather what would be expected given Pakistan's characteristics, and average policies and implementation
capacity. However, attracting export oriented, or ef iciency enhancing FDI will require active policies to
reduce trade costs, streamline the regulatory environment, and reduce policy uncertainty. Currently, the type
of FDI in Pakistan is mostly inward oriented, with limited productivity spillovers to the rest of the economy.
Evidence presented inChapter 6 shows that in Pakistan there are positive but limited productivity spillovers
from FDI in upstream sectors. These spillovers are associated to FDI in ef iciency enhancing upstream
services, and accrue disproportionally to lessadvanced irms, suggestive of a process of learning. There isno
evidence of horizontal FDI spillovers.

The final section moves the focus away from firms and farms onto individuals and examines how
talentis beingallocated. It focuses specifically on female labor force participation.

Fastand sustained growth requires tapping into all of Pakistan's talentand allocating it to its best use.
However, Pakistan displays far lower female labor force participation (FLFP) rates than expected for a
country at its level of development. In 2019, there were only two countries in the lower-to-middle per capita
GDP range and nine overall with lower FLFP rates than Pakistan. In addition, for those women who do
participate in paid employment, constraints limit their set of employment options. Altogether, this leads to a
misallocation of talent.

Pakistan can accrue GDP gains ranging between 5 and 23 percent by closing the female employment
gap relative to its peers, depending on the extent ofimplementation of complementary labor market
policies. Chapter 7 presents new analysis on female employment and GDP gains for Pakistan if the country
were to close its female employment gap relative to Bangladesh and a hypothetical country representing an

3 pakistan's banks' exposure to sovereign debt measured as the ratio of banks' sovereign debt holdings to total assets was above 40 percent in 2021,
the highest across all countries analyzed (source: Fitch Connect, IMF Financial Soundness Indicators, Monetary and Financial Statistics,
and World Economic Outlook databases).

4 This is consistent with the typical manufacturing sector's share of value added in output being one third, and the pro it share of value added being in
turn two thirds.



average for lower middle-income countries.® About 7.3 million new jobs would be created if Pakistan were to
close its female employment gap with Bangladesh, and the share of working age women in employment
wouldincrease fromits 2018 level of 22 percent to 34 percent.

In Pakistan, educational attainment and FLFP show a U-shaped relationship, which largely
disappears when soft connectivity improves. Working age women who lack formal education or who have
very high levels of education are more likely to participate in the labor market, while medium levels of
educational attainment are associated with lower FLFP. Poverty trumps gender norms associated with low
FLFP (as poor households tend to also have low educational attainment), while these gender norms a ect
fewer households with higher incomes where women's educational attainment tends to be higher. For
intermediate levels, supply and demand constraints are at play constraining FLFP. On the supply side, gender
norms are likely more binding than at higher levels of educational attainment. On the demand side, jobs for
women at these levels of education might not be available (not only because of possible biases in hiring, but
also because of additional costs that employers face in the form of segregated spaces, restrooms, or provision
of safe transport).® Connectivity helps increase options for female employment because it reduces the costs
of working remotely, helps expand certain services sectors, improves education tools at schools and in
homes, and increases exposure to a more diverse set of views. Indeed, the results in Chapter 7 show that
improved connectivity, in the form of high internet penetration at the district level is particularly bene icial
for women with medium levels of education. Overall, FLFP in Pakistan is constrained by both demand and
supply side factors and a multi-pronged policy approach that looks at both factors is needed to bring about
change.

Based on these results, this report outlines a transformative reform agenda that could offer
substantial payoffs to Pakistan, and that focuses on improving the way resources and talent are
allocated. The reform agenda has been made even more relevant by the global conditions that Pakistan's
economy currently faces. The aftermath of the COVID-19 pandemic has triggered supply chain disruptions
that have increased costs of production and fueled in lation in developed and developing countries alike.
Central Banks in advanced economies have responded by tightening monetary policies, thus tightening
global inancial conditions, and incentivizing a light to quality that will likely increase the bar in terms of
attracting investment. The war in Ukraine has added still more pressure through increased commaodity
prices that increase in lation and iscal and external vulnerabilities. In this context, a reform agenda that
reducesdistortionstoimprove resource allocation and productivity upgrading is of paramountimportance.

The proposed reform agenda needs to be implemented in a sequenced manner to internalize
Pakistan's complex political economy.

The distortions in place in Pakistan are to a large extent the result of powerful 'insiders’, albeit
limited in number, who influence the policy-making process to maximize their own benefits. 7 In
agriculture, for example, these are large landowners that bene it from subsidy schemes or underpriced
inputs for a narrow set of crops (e.g.: sugar or wheat). In domestic-oriented manufacturing, these are large
businesses that secure import protection, often at e ective rates above 100 percent. In export-oriented
manufacturing, these are large exporters of well-established products, such as textiles and apparel, that
receive a disproportionate share of export subsidies, including Drawback of Local Taxes and Levies (DLTL),
Export Finance Scheme (EFS) and Long-Term Financing Facility (LTFF), and in some cases also subsidized
energy. In services, these are inancial institutions that inance large portions of relatively low-risk
government debt, or real estate related sectors that face a reduced tax burden relative to other sectors of the
economy.

Distortions are often at the expense of a larger group of outsiders, and fundamentally, at the expense
of fast and sustained growth. 'Outsiders’, in this context can be largely de ined as those not bene iting from

5 Bangladesh was chosen for the analysis as both Pakistan and Bangladesh are at a similar level of development, display similarities in the employment patterns
for men and share cultural preferences and norms that result in fewer women seeking employment in speci ic sectors, such as the services sector.
61n manufacturing, for example, female employment is extremely low. The latest Census of Manufacturing Industries conducted in 2015/16 shows
female employment was only 4 percent of total employment. Visits to manufacturing establishments during the preparation of this report revealed
that it is the more sophisticated irms that have active interventions to increase FLFP, including the provision of safe and dedicated transport,
dedicated space in the plant and in some cases even childcare
7 For amore detailed discussion on insider-outsider dynamics in the political economy of reforms in Pakistan, see World Bank, 2020: Pakistan
Systematic Country Diagnostic.



preferential conditions that these distortions introduce for the insiders. These are, for example, consumers
that pay higher prices due to high import protection, subsistence agriculture farmers that do not bene itfrom
high procurement prices or subsidies on output or inputs, micro or small enterprises that are de facto
excluded from subsidy schemes or tax exemptions because of the complexity of the schemes (e.g. the Duty
and Tax Remission for Exporters, DTRE), those enterprises (existing or potential ones) that are de jure
excluded because they export non-traditional products (e.g. in the cases of DDT and DLTL that mainly focus
on traditional export products), or females that face disproportionate costs to participate, inter alia, in the
labor force.

These insider-outsider dynamics make reforms to level the playing field extremely challenging,
requiring both strong political leadership and civil society. A three-step approach is proposed, that
starts with reforms to level the playing ield through the removal or reduction of distortions, followed by
interventions to support growth in the context of a more level playing ield. Finally, to ensure the
sustainability of these changes, there is a need for increased evidence-based policy-making and greater
transparency, so that the civil society has the elements needed to demand ef iciency-enhancing reforms. This
Executive Summary presents key recommendations while the full set of recommendations and their
proposed prioritization can be found in the Overview aswell asin each of the chapters.

First, remove distortions to improve aggregate productivity through a better allocation of resources,
by focusing on:

Tax policy: Widen the tax net, harmonizing tax rates across sectors, to ensure a level-playing ield
and facilitate the reallocation of resources from non-productive non-tradables (e.g. real estate) and
intomore productive sectors (tradable or ef iciency enhancing non-tradables).

Trade policy: Gradually reduce the anti-export bias of trade policy by reducing import duties, to
facilitate the reallocation of resources, from domestic to outward oriented activities.

Export schemes: Expand eligibility of export subsidies to favor export growth and diversi ication.

> Size-dependent policies: Re-consider size dependent industrial policies, to reduce incentives for
irmsto stay small de jure or de facto.

> Agriculture subsidies: Gradually phase out subsidies and price support in the agriculture sector, to
facilitate a market-based allocation of land, labor and equipment based on comparative advantage,
and re-allocate the created iscal space toward investment in climate smart technologies and
infrastructure for crops and livestock, and agriculture extension services and research.

Working conditions for women: Enact gender unbiased hiring policies, enforce existing legislation
on work-place harassment, and consider wage subsidies to boost female employment at
intermediate skills levels, to improve the allocation of talent in Pakistan.

Female transport: Invest in safe, dedicated transport and improved soft connectivity to facilitate
remote work, to boost female labor force participation and productivity more generally.

Second, to ensure maximum positive impact of the alleviation of distortions, consider the following
complementary reforms.

Fiscal space: Crowd in, rather than crowd out private investment by increasing the tax base and the
ef iciency of spending (including SOE reform ranging from improved governance and management to
privatization in areas in which irms are not viable and state involvement unrequired), to reduce the
borrowing needs of the consolidated government thereby releasing resources for the private sector
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toborrowand grow.

Credit: Reallocate subsidized inancing for exporters away from working capital (the Export Finance
Scheme) and into investmentand innovation focused inancing (the Long-Term Financing Facility).

Managerial practices: Re-allocate funds away from current unconditional subsidies to exporters,
into support on a cost-share basis aiming at upgrading irms' managerial practices, with a focus on
those with export potential, and subjecting interventions to impact evaluations, to assess impact and
possibilities of their scaling up.

Business climate: Reduce regulatory complexity, harmonize the general sales tax (GST) across
provinces,and business licensing and registration processes to reduce costs of doing business.

Investment framework: Harmonize investment laws to attract more foreign directinvestment.

Insolvency regime: Upgrade insolvency laws to reduce the costs of liquidating unviable irms.

Third, subject all interventions that entail the use of public funds to rigorous impact evaluations, and
create a dynamic loop from evidence to policy making. Engage academia to link to the public sector and
make data on direct supportto irmsorindividualsastransparentas possible.

Costing of expenditures: Mandate by law that all tax expenditure and subsidy proposals are
properly costed before reaching decision-making stage and make the results of the costing public.

Feasibility Analysis in PSDP Process: Encourage the participation of academiain the consideration
of Public Sector Development Program (PSDP) from Central and Provincial Development Working
Party (CDWP),toensure arigorous assessment of project feasibility.

Impact evaluations in large PSDP projects & Export Development Fund (EDF): Mandate by law
impact evaluations of PSDP projects as well as EDF allocations that incur in substantial expenditures
of publicfunds and make the results public.

Academia-Public sector links: To accomplish these recommendations, involve the Academia.
Create linkages between academia and the public sector and invest in impact evaluation capabilities.
Start by building capacity in this area within the Pakistan Institute of Development Economics, while
expanding the network of linkages to other universities and think tanks across the country:.









