PROSPECTS FOR JAPANESE INVESTORS IN PAKISTAN
ISHRAT HUSAIN
As a young Civil Service office of Pakistan I had the distinct privilege of receiving my training in the Ministry of Finance National Tax Administration Bureau of Japan in 1973. Having observed first hand the strong work ethic, discipline, teamwork and decision making by Consensus. I came back convinced that Pakistan and Pakistanis have a lot to learn from Japan.

I have become an active proponent of the policy for Pakistan to look towards East for the simple reason that East Asian Countries and China have benefited a lot by forging close economic collaboration with Japan. The record of this collaboration in respect to Pakistan has been less than satisfactory for a variety of reasons-some of which have to do with Pakistan and others with Japan. Let me first spell out the factors within Pakistan that have not allowed this relationship to flourish.

First the country lacked strong leadership with a clear long term strategic vision of the direction in which the economy would move. This coupled with frequent changes in government created an air of uncertainty and unpredictability about Pakistani’s economic direction. The evolution of policy for moving towards East thus remained buried under the debris of day to day crisis management. 

Second, because of the absence of a long term vision most policy decisions were adhoc-based on short term expediency. The continuity of policy framework would have provided some comfort to the Japanese investors and other foreign investors even if a deliberate shift towards Japan was not carried out. 

Third, the nuclear bomb testing in 1998, the emergence of Pakistan as a front line state in the war against terrorism and the tension between India and Pakistan enhanced the country risk including heightened concerns for the security and safety of Japanese nationals. Unfortunately the image of Pakistan in the foreign media is highly negative but distorted. This has deterred the Japanese investors from even visiting Pakistan to look at the prospects in the economy. 

Keynote addressed at the Pakistan-Japan dialogue organized by Pakistan-Japan Business Forum at Karachi on January 22, 2007.

On the Japanese side, I would submit that the Japanese businessmen look towards their Government for guidance.  When the Japanese Government itself was reluctant or cautious to resume its Yen loans naturally the businesses could not move ahead of the Government policy. But the good news is that the Yen Loans have been revived in 2005 and therefore the Japanese businessmen should look at the prospects and opportunities in Pakistan afresh with an open mind. 

The second reason for their lukewarm attitude was that the returns on their investment adjusted for risk were relatively high in other part of Asia and it was therefore quite natural for them to choose those locations for their investment.

The third reason was that the Japanese economy itself was going through a bad patch. Financial sector particularly the banks were faced with vulnerabilities and weaknesses and therefore the business could not venture into new territories.

The situation which I have depicted above has changed in the last several years both in Pakistan as well as Japan. Japanese economy has resumed its path of recovery and Pakistan has a more robust economy rooted in fundamental reforms. This is the time for introspection on the part of the Japanese investors to seriously consider diversification of their interests as a sound and prudent long term strategy. 

The demographics in Japan are changing in a direction in which the labor shortages and scarcities, limited domestic demand and surplus capital would characterize the economy in the coming few decades. Japan has to change its present policy stance to adapt to these emerging realities. South Asia with a population of 1.5 billion people, a market of 500 million consumers having expected per capita income in the range of $ 10,000 - and a young population of 750 million people would fit in this strategy under which both Japan and South Asia can complement each other and emerge as winners. Japanese Capital, technology, know how and managerial skills can combine with cheap but young and productive labor force, the expanding market for goods and services and rising incomes of the population in South Asia to benefit both Japan and South Asia.

Why do we consider that Pakistan is a good candidate for future Japanese investment within the above strategic frame work? It is not because of the nationalistic or patriotic reasons but as an international development economist who has spent 20 years working on all parts of the world that I venture to offer you some pointers.

First, under all different kinds of political regimes ranging from the socialism of Mr. Z. A. Bhutto in the 1970s to the private sector led strategy of the present regime the foreign investors have always enjoyed full security, safety and protection.  When Pakistani businesses were nationalized in the 1970s by the Bhutto regime the foreign companies were left untouched. Thus the past track record of Pakistan speaks volume about the sanctity of foreign investment and universal tendency to welcome foreign investors with open arms and take good care of them when they are here.

Second, the policy of deregulation, liberalization and privatization was initiated in 1991 by Mr. Nawaz sharif but has been vignously followed by all the successive government including Mohtarma Benazir Bhutto despite their political differences. The only difference is that the present government had more time and space to accelerate the process. Even the MMA Government in NWFP has excellent working relations with the foreign donors, foreign investors and private sector. These political parties may differ in the tactics, modalities and on specific issues but there should be no doubt in anybody’s mind that there is almost a political consensus on the need to attract foreign investment in the country and provide them all the facilities and protection. You can be rest assured that the future direction in this respect is quite clear.

Third you may not know that the Pakistani economy is among one of the few developing countries that has achieved a 6 percent annual economic growth rate between 1960-1990 bringing down poverty from 46 percent to 18 percent. There was some reversal and set back to this trend during the 1990s but we have got back once again to this trafectory since 2003.  Our projections indicate that Pakistan’s economy should be able to grow between 6 and 8 percent annually depending on the vagaries of weather and other external factors. If the weather is favorable and the external environment remains conducive we can achieve 8 percent otherwise 6 percent will be the norm. As the population growth rate has also slowed down to less than 2 percent a year per capita incomes in Pakistan are likely to double every 10 to 15 years depending on the growth rates. Goldman-Sachs has projected Pakistan among the top 15 performing economies in the developing world.

Why are we so confident that Pakistani economy will do so well, when it had a poor record in the 1990s?

a) Pakistani economy has developed resilience and response capacity to meet exogenous shocks and mitigate event risks and Pakistan’s vulnerability indicators have made a positive turn around. During the last several years, Pakistan has faced at least four major shocks- September 11 and the Afghan war; December 13 and mobilization of Indian troops across the border; the oil price hike and the earthquake of October 2005. Historically, Pakistan’s currency and money markets used to get destabilized in face of even a small adverse event. None of these events caused any ripple effect as far as exchange rate and prices were concerned. The economy faced each one of these shocks calmly and without any signs of volatility. The foreign investors can thus be reassured that they can carry out business in a stable and certain environment and face the threats and risks of unforeseen events with least perturbance.

b) Pakistan has achieved and maintained macroeconomic stability for the last 5 years but this stability can prove to be transient and of temporary duration if it is not accompanied by fundamental and irreversible structural reforms. Financial sectors reforms, tax administration reform, tariff rationalization, import deregulation, opening up commodity procurement to the private sector, linking up with international prices have been speeded up in the last five years and have laid the foundations for providing incentives to the private sector players.

c) The returns to corporate sector in Pakistan in Dollar or Yen terms have become highly attractive. Investors are able to recover their initial investment in full within a short period of four to five years. As opportunities in petrochemicals, refineries steel, and infrastructure projects are plentiful these rates are likely to persist in the next decade or so.

d) There is no segmentation of markets, no restrictions on production or marketing of any products, no reservations of industry or sub-sectors for any particular group. Unlike several developing countries where the entire sectors or sub-sectors are reserved for small and medium entrepreneurs and the large scale industry is not allowed to enter those sub sectors, Pakistan has an open and unrestricted trading and production regime. Investors can freely choose any activity or product where they feel they can earn a decent rate of return and no bureaucratic approvals of any sort are required.    

e)  Pakistan has a liberal foreign exchange regime and the foreign investors can bring in their capital without prior approval or authorization by the regulator, repatriate profits, debt  service payments, remittances, dividends, royalties, fees for technical services and other legitimate payments to head offices and suppliers overseas at their own convenience and discretion. At a time in 2000, when Pakistan had very low level of liquid foreign exchange reserves, even then large debt service payments were made by the single largest foreign investor in Pakistan on time to their external creditors. This and the subsequent actions have amply demonstrated that Pakistan honors its commitments and obligations at all times.

f)  The government was major player in fixing the key prices in the country and at times these prices were arbitrary and detrimental to the interests of the businesses. Key prices in Pakistan – whether exchange rate, interest rates, commodities, inputs, outputs, imports or wages and salaries – are at present market determined and will remain so in future also. Price determination will no longer depend on the whims and caprices of the government officials and thus the element of selective favors has been eliminated providing identical incentives for all competing players. This policy has removed a major source of uncertainty and the investors have complete control over the prices and thus on profitability.

g) One of the main obstacles to proper investment planning for foreign investors in Pakistan was weak economic governance and the uneven playing field. Successive governments used to issue statutory regulatory orders (SROs) aimed at benefiting individual firms or particular enterprises to the disadvantage of other competitors. This practice was not only widespread but was capricious in nature as it wiped out many flourishing businesses and turned working industries into sick units. Since October 1999 this discriminatory practice has been eliminated and a level playing field exists for all classes of investors. Uniform rules and regulations across the board are applicable to all domestic and foreign investors and the government has not taken any decision to favor any particular company or group or investors. Thus, the looming danger of arbitrary action employing this discriminatory tool has been removed.

h) Rigorous standards of corporate governance have been clarified, prescribed, strengthened and are being enforced for firms and companies. These standards of full disclosure, audit and accounting are comparable to those prevailing in the developed countries. Foreign investors who were hesitant to enter into contracts with local suppliers and buyers because of their doubt about their performance and inadequate information about their integrity can now make more informed judgments based on better disclosure and transparency of financial statements of the firms with which they are dealing. The risk of non-performance and non-delivery of goods and services from domestic firms can thus be effectively mitigated under this changed scenario compared to the past where the unknowns and imponderables put off the foreign investors from taking the plunge.

i) The Pakistani legal system may be too slow, time consuming and cumbersome but it is enshrined in clearly enunciated principles and codes of English law and is fair and predictable. The legal system provides multiple opportunities for redressal and relief and there is a will established hierarchy of courts moving from the lower to high courts to the Supreme Court. Those who are dissatisfied with the verdict of the lower court can appeal to the high courts and then to the Supreme Court seeking relief. Enforceability of contracts and execution of court decrees are smoothly carried out and the tradition of reliance on legal precedents and case laws in the interpretation of laws confers an element of assurance to the litigants participating in the system that justice will be imparted. Pakistan has signed New York convention where the arbitration carried outside Pakistan will be binding. 

j) Although Pakistan has one-third of its population living below the poverty line there is a fast emerging middle class with adequate purchasing power (several times the multiple of per capita income), which is comparable to the average per capita income of the countries in southern Europe. This class has also identical preference and tastes for global consumer goods and services. Their yearnings for their own houses and apartments automobiles, consumer electronics, designer cloths, hi-fi equipment, wealth management, tourism abroad, are no different from these of their counterparts in the rest of the developed world. The market size of this large proportion readily available for penetration should be an attractive magnet for prospective investors.

To conclude, Pakistan is today at the same threshold as East Asian Countries were in the 1980s and 1990s. The first movers into these countries were able to reap most of the dividends form the growth impulses of those economies. As those economies have become mature and saturated the Japanese investors are well advised to move into countries such as Pakistan and benefit from the buoyant growth of this country. I am confident that you would consider this analysis dispassionately and with an open mind.
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