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The news emanating from Pakistan has been consistently bad for last several months - the suspension of the Chief Justice and the consequential judicial crisis, the siege of Lal Mosque and the killing of 100 people in that episode, the breakdown of agreement in North Waziristan, the intensification in suicide bombing in the Tribal Areas and some settled districts of NWFP.  The mood in the U.S. has also turned fairly hostile with the media taking the lead followed by the Congress, spilled over to the Intelligence Community finally affecting the Administration’s stance.  The threats of direct hits by the US troops on “safe havens” in the Tribal areas have further muddied the waters and created doubts and suspicions in Pakistan about the sincerity of the US in its relations with the country.  Parliamentarians belonging to all the political parties have reacted sharply and openly condemned the high handedness of the Americans.  Despite the huge sacrifices made by Pakistan in fighting extremism and terrorism at the cost of alienating its own people in the tribal areas and Balochistan the US threats and the media indictment against Pakistan are simply incomprehensible and unacceptable to the majority of my countrymen. 

2.
The insinuations about the Government of Pakistan’s apparent ambivalence about Taliban and the strong and persistent assertions about the presence of Al-Qaeda leaders in the Pakistani territory seem to have, unfortunately become almost a widely shared US view.  In Pakistan these insinuations and allegations are fuelling anti US feelings. Actions taken by the Government of Pakistan against the militants and terrorists, even in our own national interests, are generally perceived as pursuing the US agenda making it even more difficult for the Government to take stern action against the militants and winning over the population in the Tribal area.
3.
Against this background of the outpourings of this bad news an objective assessment of the current economic situation and the future prospects hardly makes headlines.  So I am grateful to the Regional Management of South Asia to afford me an opportunity to share my personal thoughts on this topic.  Let me preface my remarks by saying that I am no longer a member of the economic management team of the Government and am therefore not privy to the inside thinking of my Government.  My views are purely that of a long standing student of Pakistani economy wised up by recent experience as a practitioner.  
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4.
I don’t have to tell this distinguished audience that Pakistan’s economy has undergone some fundamental structural transformation in the recent years through pursuit of market-oriented reforms, opening up of the economy and some improvement in economic governance and management.  These changes are likely to impinge positively on the future course as they have in fact enhanced the productive efficiency of the economy.  A recent study by the World Bank has found that the total factor productivity (TFP) has contributed as much as one third to the economic growth rate in Pakistan. The apparently low observed investment ratios become plausible if seen in the context of this significant growth in TFP.
STRUCTURAL REFORMS.
5.
Let me first recapitulate the measures that, in my view, have had a positive impact on the economic transformation of Pakistan. I will then address the challenges and the risks facing the economy.
(a) Reliance on market mechanism, pursuit of private sector friendly policies and enabling environment, and limiting the role of the state in production, distribution and trade have shifted allocation of resources from low productivity public sector to higher productivity private sector enterprises.  Dismantling of bureaucratic controls on everything from pricing to product lines and the ease of doing business have unleashed the entrepreneurial energies of the private sector. 

(b) Agriculture price distortions have been removed for most crops and output prices of major commodities are linked to international prices.  Imports and exports of agriculture commodities are freely allowed without tariffs or other restrictions to equalize demand and supply situation. Only in case of sensitive crops such as wheat and sugar the timings are determined by the domestic reserve situation. Input subsidies have been eliminated. As a result of price, trade and exchange rate liberalization inter sectoral transfers from agriculture to other sectors have declined considerably improving the incentive structure in agriculture production. 
(c) Liberalization of the financial sector and promotion of competition have eased credit constraint as three and a half million additional consumers, farmers, small entrepreneurs, micro credit borrowers have been able to obtain access to the banking system in the last five years.  New products, improved services and technology respond to the market needs.  

(d) Tariff reduction, simplification, rationalization and elimination of quotas and non tariff barriers have induced competition in domestic industry weeding out inefficient and rent seeking producers. These measures have also led to availability of essential raw materials, components and equipment that too at international prices.  Although Pakistan’s trade policy is one of the most open in South Asia region there is a need to further reduce the maximum tariff and effective protection rates.
(e) Foreign investors enjoy a level playing field along with domestic investors. They can bring in and take out their capital, remit profits, dividends, royalties, technical fees without any restrictions or seeking any bureaucratic approval.  No limits exist on equity ownerships by the foreigners in real estate, retailing or any other sector of the economy. Domestic credit from the banking system is available for foreign owned businesses.
(f) Tax regime has been drastically altered from a highly discretion based assessment system in which the tax officials enjoyed enormous authority and powers to a universal self assessment system in which the tax payer has the power to assess his income and tax liability subject to a selective random audit.  Computerization of processes and performance – based compensation have also helped in curbing corruption and malpractices in tax administration and raising tax revenues.  
(g) Devolution of functions such as education, health, water supply, sanitation etc to local governments has improved the efficiency of resource use and enabled the communities to select the projects according to their needs and priorities.  Centralized planning and allocation have been replaced by a more decentralized approach but the capacity of the local governments and a system of better monitoring and effective checks and controls have not yet been developed to meet the devolved responsibilities.
(h) Large infrastructure development projects particularly in the highways sector and the on-going national corridor transport project will have a positive impact on the cost of doing business and improving the efficiency of logistics management. Lack of adequate public sector funding and weak institutions demand that public – private partnerships for these large projects should be promoted.
(i) High growth rates in revenue collection, reduced debt servicing burden and contained defence expenditure have expanded the fiscal space and allowed increased development expenditure on infrastructure and social sectors. Although public spending on these sectors has risen the level is still inadequate in relation to the requirements.  The ratio between Development and Defence spending which was 1:2 in favor of Defence has been reversed to 2:1 in favor of Development. 

6.
In addition to these significant structural changes a favorable external environment has also played a highly supportive role. In the last six years economic sanctions were removed, increased bilateral and multilateral assistance flowed in, bilateral external debt was restructured and re-profiled, workers’ remittances multiplied several fold, Foreign direct investment poured in large volumes and access to international capital markets was established. The other factor that contributed towards better economic outcomes was relatively improved governance. Although corruption at lower levels remained unabated the top decision makers displayed better standards of probity relative to the past performance of the ruling parties.
7.
A question that is often raised these days is about the continuity of the existing policy paradigm after the 2007 elections. You would recall that it was the Government of Mian Nawaz Sharif that introduced the reforms aimed at market orientation, privatization, liberalization and deregulation in 1991. The same policies were followed by the subsequent government headed by Mohatarma Benazir Bhutto. President Musharraf’s Government accelerated the implementation of these reforms during the last seven years with consistency and credibility. Although the elections of 2007 are the turning point in establishing the irreversibility of these reforms my own assessment is there may be some changes in the emphasis, modalities, priorities and some differences in nuance but the basic thrust and the direction of economic policies are likely to remain the same.
STRESS POINTS AND RISKS
8.
Despite these remarkable positive achievements and transformation of the economy there are many stress points and risks that have to be carefully managed to steer the course in the future.
(i) Building mutual trust among the provinces, between the center and the provinces and the various ethnic communities living within the provinces remains a major sore point. Water disputes, the issues of allocation of revenues under the National Finance Commission and the Provincial Finance Commissions, redistribution of constitutional powers between the Center and the Provinces by removing the concurrent list and consequent greater autonomy to the Provincial governments have to be resolved to nurture and restore mutual trust.

(ii) Weak governance particularly in the delivery of essential public goods and services such as drinking water, education, health, sanitation, electricity, roads, security and law order have resulted in limited access to the poor segments of the society. Governance reforms to strengthen the delivery of services to the poor have to be put in place expeditiously.
(iii) Pakistan ranks quite low on all the indices of international competitiveness. Export-Gdp ratio remains low, the composition of exports is heavily skewed towards low-tech goods for which world demand is either stagnant or declining and the productivity levels in all sectors of the economy fare poorly in relation to other competing countries. Improving this competitiveness should occupy the center stage of public policy.
(iv) Skill shortages, low enrolment rates in higher education, neglect towards scientific research and technological development and weak human development indicators are likely to impair the capacity of the economy to sustain high rates of economic growth and support poverty reduction efforts. By 2010 China will produce more Science and engineering Ph.ds than the United States while Pakistan’s output will remain dismally low. The recent initiatives taken to support higher education have to be complemented by equally tough measures to restructure public sector research and development institutions.
(v) The chronic underinvestment and shortages in power generation coupled with large transmission and distribution losses are having deleterious effect on the businesses as well as the government’s budgetary resources. Domestic consumers are highly agitated and dissatisfied with the erratic supply and frequent outages. Addition of hydro power capacity has become hostage to the disputes and disagreement on the construction of new dams and reservoirs. Oil fired thermal power generation is relatively costly and unaffordable by a large number of users. Thus new power generation and improvement in transmission and distribution will remain critical to rapid economic expansion.
(vi) Despite the withdrawal of the state and allowing wider participation to the private sector the mindset and attitudes of large businesses in Pakistan remain frozen in the old practices of rent seeking and acquiring concessions from the government. Unless the focus shifts to training workers, upgrading skills and managerial practices, inducting professionals, marketing aggressively and innovating in response to the changing demand the efficiency levels in domestic firms are likely to remain low compared to their competitors in other developing countries.
(vii) The unequal and uneven distribution of the benefits of economic growth has become a major constraint in mobilizing public support for efficiency enhancing policy reforms. Privatization of public enterprises that has been pursued by all successive governments during last 15 years has become unpopular due to the wide perception that the country’s silver is being sold to a group of businessmen who are becoming rich at the expense of the general public. Rural population also feels neglected as their living conditions are not improving while the opulence and glamour of the urban life depicted through the electronic media is creating a sense of deprivation and frustration.

(viii) Access to finance for the informal sector in the economy, inadequate infrastructure in the rural areas, non-availability of low cost shelter in the urban areas, increasing congestion and pollution in the big cities, missing markets in new agricultural products and absence of mass transit facilities in metropolitan areas are some of the key constraints to achieving pro-poor and inequality reducing growth process. Public policy focus on these issues has so far been deficient, sporadic or half hearted.
(ix) Social safety nets and social transfers for the vulnerable groups of the society do exist in form of Zakat, Baitul Mal, Public Works Programs, Food Stamps etc. But their coverage is limited, the targeting is poor, the leakages are vast and the extent of relief provided is inadequate. A new strategy of social protection with strong institutional arrangement and monitoring mechanism needs to be implemented.

(x) Legal and judicial system is overloaded and contract enforcement takes an inordinate period of time. Investors are therefore discouraged by the slow process of dispute resolution. Alternate Dispute Resolution (ADR) mechanisms have proved successful in some instances in Pakistan. Learning from this experience the ADR mechanism should be replicated in organizations such as those dealing with land allocations, registration and tilting to reduce the case load congestion on the courts.
CONCLUSION

9.
Pakistan’s buoyant economic performance in the 2000s has been able to reverse the cycle of low growth and increasing poverty recorded in the 1990s. Increasing competition from other developing countries and the rising expectations of the population have, however, thrown forward a number of challenges. Skilful management of the economy in the next five years is essential to keep the current momentum going and tackle the challenges ahead.
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