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OVERVIEW OF THE ICA PRODUCT 

The Investment Climate Assessment (ICA) is a standardized product of the World Bank which 
systematically analyzes the conditions for private investment and enterprise growth in a country, 
drawing on the experience of local firms to pinpoint areas where reform is needed to improve the 
private sector’s productivity and competitiveness. By providing a practical foundation for policy 
recommendations and involving local partners in the process, the ICA can give greater impetus 
to reforms which underpin private sector expansion, economic growth and poverty reduction. 
 
The ICA bases its findings and recommendations on analysis which has at its center, a 
representative survey of private enterprises to find out what difficulties they encounter in running 
a business. The survey intends to capture the firms’ experience in a range of areas—financing, 
governance, regulation, tax policy, labor relations, conflict resolution, infrastructure services, 
supplies and marketing, technology and training—all areas where difficulties can add 
substantially to the pecuniary and non-pecuniary costs of doing business.  
 
Using a standard methodology, the assessment attempts to prioritize reform areas according to an 
three-part analytical framework covering: (i) firm opinions regarding the most important 
constraints they face, (ii) econometric estimations to attribute firm performance to specific 
dimensions of the investment climate and (iii) comparison of objective indicators of the 
investment climate across time, size groups and geographic areas within the country and against 
indicators in other countries in order to benchmark the country on a global basis. The assessment 
also provides a baseline so that updates can track progress over time.  
 
The findings of the survey, combined with other relevant information from other sources, 
provide a practical basis for identifying the most important areas for reform aimed at improving 
the investment climate. The assessments look in detail at policy, regulatory, and institutional 
factors that hamper the provision of good-quality infrastructure services and the functioning of 
product, financial, and other markets, linking the constraints to firms’ costs and productivity. 
 
In each country the investment climate assessments draw on the guidance and expertise of local 
partners in government and the business community. The findings and policy recommendations 
emerging from the assessments have been discussed extensively with the Government, private 
sector and other stakeholders in the country. Dissemination of the findings is aimed at engaging 
policymakers, business leaders, investors, nongovernmental organizations, and donors to shape 
the national private sector development strategy, forge consensus on priorities for reform and lay 
the groundwork for concrete responses to the identified problems.  
 
The survey carried out for the purpose of this assessment is the second done for Pakistan. The 
first took place in 2001/2002, covering 956 firms in the manufacturing sector. The second took 
place in 2006/07, covering 1186 manufacturing and 151 service firms. Both surveys took place 
across Pakistan’s four provinces, but the second was carried out in a way which was statistically 
representative for urban firms in Pakistan’s 13 principal cities. 401 firms were surveyed both in 
2001/2002 and again in 2006/07. The comparator countries were Bangladesh, Brazil, Chile, 
Egypt, India, Malaysia, Philippines South Africa, Sri Lanka, Thailand, Turkey and Vietnam. 
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PAKISTAN’S INVESTMENT CLIMATE  
LAYING THE FOUNDATION FOR RENEWED GROWTH 

 

EXECUTIVE SUMMARY 

A. Introduction 

1. Pakistan has faced a seismic shift in its global and domestic economic landscape 
which until recently, limited policy options to address investment climate concerns.  
External shocks, internal policy inaction and political turmoil placed the country in a precarious 
economic condition, calling on the authorities to take a hard look at the policy choices ahead. 
Macroeconomic instability resulting in inflation, exchange rate depreciation, and a rapid 
depletion in foreign reserves became acute in 2007/08, with the adjustment accompanied by a 
reduction in investment, export and output growth. The recent slowdown in global demand for 
world trade along with supply shocks from the domestic economy has exacerbated an already 
monumental challenge for Pakistani firms to prosper and policy makers to respond.  

2. As external market conditions and Pakistan’s own stabilization program temper 
economic expectations, opportunities abound to lay the foundation for expansion. Given 
Pakistan’s geopolitical positioning, growing labor participation rates, and improvements in the 
standard of living, significant poverty outcomes can be achieved through sustained economic 
growth.  Even, in the short run, during periods of slower growth, banking system weakness, and 
corporate distress, Pakistan can take the opportunity to position itself for the inevitable global 
rebound. Concerted efforts now can improve firm level productivity, fluidity of markets for labor, 
capital and land, as well as goods, and therefore, better resource use and global competitiveness.  

3. During the first part of the decade, outward oriented growth translated into rising 
savings, increased household incomes and improved poverty indicators but, the 
expansionary policy stance inflated the economy and left it vulnerable to the external shocks to 
come.  High rates of spending and lower domestic savings increased pressure on internal and 
external balances, which became unsustainable following the shocks that first came in the form 
of commodity price spikes and then in a global recession. At the same time, political turmoil 
made an adequate response to the shocks more difficult. The twin deficits of 7.4 percent of GDP 
for the fiscal deficit and 8.4 percent for the current account in 2007/08 which followed these 
commodity price increases were some of the highest in decades. The global and regional events, 
along with Pakistan’s own stabilization policy requirements to restore balance is causing a major 
challenge to policy makers across the board for an adequate response to these shocks.  

4. Even using pre-shock target growth rates, the needed investment rates exceeded the 
highest rate ever achieved, emphasizing the immense investment challenge in South Asia. 
Prior to the global economic downturn, the consensus target growth rate for Pakistan to fully 
employ its rapidly growing population the vision of a middle income country was around seven 
percent per annum. This would have implied quadrupling of per capita income in twenty years 
through accelerated growth in manufacturing in order to raise its share in the economy from 18 
to 30 percent, even though manufacturing’s share of GDP rose only 10 percentage point over the 
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past half century.1 It would also have required a massive change in the composition of GDP 
away from consumption and toward investment. Recent growth analyses estimates concur, 
suggesting that Pakistan would have needed to almost double current investment rates to levels 
of around 27-29 percent of GDP and achieve high rates of total factor productivity in order to 
have realized a return to sustainable 7 percent growth levels.  

B. Restoring Conditions for Growth through an Improved Investment Climate 

5. High growth experiences such as those in East Asia, as well as Pakistan’s own 
history, show that the high rates investment are necessary but not sufficient policy targets. 
Sustained growth spurts requires an interrelated process of technology adaptation, productivity 
improvements and economic expansion based on good investment decisions by firms and an 
appropriate deployment of resources by markets. In Pakistan factor accumulation has been the 
primary source of growth in over the past five decades, but in periods of growth spurts, high 
rates of investment were accompanied by rising total factor productivity. Indeed, GDP growth 
rates comparable with that of India and China during the first half of the decade saw rising 
investment rates2 but importantly a pro-business, pro-market based policy stance which favored 
firm level productivity.  Though, the expansions are generally short lived in Pakistan, high 
growth period as also those associated with efficiency gains implying an important role for key 
investment climate factors such as infrastructure, education, and trade in fostering productivity 
based growth. 

6. The growth paradigm therefore emphasizes higher levels of factor efficiency and 
improved firm level competitiveness induced through a conducive investment climate. Growth 
of GDP per capita consists of increased labor productivity and labor force participation. Though 
Pakistan has experienced high rates of labor force participation, the greatest potential gains in GDP 
per capita still comes from improved labor productivity. In turn, labor productivity itself relies on 
both capital accumulation—increased investment per worker—and growth in the efficiency of the 
use of capital and workers.3 To achieve both requires good macroeconomic policies for stable prices 
and sustainable balances, favorable external factors, particularly open markets, good commodity 
prices and reasonable trade policies and importantly, a local business environment supportive of open 
competition, individual risk taking, and firm expansion. In addition, while three quarters of 
Pakistan’s income generating investment is generated by the private sector, efficiency of private 
investment relies on multiplier effects from adequate and reliable provision of public goods—such as 
infrastructure, health and education, and social safety nets.  

7. The analysis suggests that higher growth rates - comparable to those of neighboring 
countries - are achievable through improvements in key aspects of the investment climate. 
High rates of population growth in recent years have placed an even higher burden on capital 
deepening and productivity growth in achieving sustained improvements in income per capita. 
At the macroeconomic level, the growth accounting decompositions suggest that the productivity 

                                                 
1  Government of Pakistan (2007). Pakistan in the 21st Century: Vision 2030. Planning Commission, Islamabad. 
2  The investment to GDP ratio average 17.3 percent during the first five years of the current decade, compared 

with 18.3 percent during the 1990s as a whole    
3  Efficiency in factor use is often referred to as total factor productivity (TFP); a catch all term capturing gains 

from improved methods, skills, technologies, and other firm level advantages. 
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need is related to investment environment improvements.4 At the microeconomic level, 
enterprise level data collected in 2002 and 2007 and the corresponding firm level analysis 
confirms other single and cross country analyses which associate potential gains in the firm level 
productivity with improvements in the investment climate.  The analysis extrapolates the strong 
association between positive and negative dimensions of the investment climate and firm performance by 
emphasizing the central role of Pakistan’s business environment on the county’s global competitiveness.  

C. Policy Priorities in the Investment Climate  

8. The investment climate assessment sets up an analytical framework to prioritize 
investment climate constraints for policy considerations and further analysis. Taking 
advantage of other surveys and market information for cross-checking. The framework 
triangulates specific investment climate areas to approximate a consistent set of priorities from 
three directions: (i) firm managers were asked to assess the severity of specific obstacles 
(absolute ranking) and to indicate which were the most binding (relative ranking) out of a list of 
possible sixteen. (ii) empirical analysis tested hypotheses associating investment climate 
variables with firm level performance indicators in order to uncover revealing “statistical” 
relationships and (iii) investment climate benchmarks compared across thirteen comparator 
countries, against itself in 2002 and across provinces, sizes and industries.  

9. The approach yields consistent indications of priority areas which are examined in 
greater detailed to provide specific policy recommendations. Since the last survey, 
improvements can be seen in “first generation” reforms which were areas of attention during the 
period. In particular, obstacles cited as principal constraints in 2002 are now viewed as secondary. 
Specifically, firms report lower concern for tax administration, labor regulations as well as 
customs and trade regulations. At the same time, telecommunications and access to financial 
services, which were largely privatized during the period, contributed to firm perceptions of an 
improved business climate during the period. Other potential constraints, including infrastructure 
(other than power), skilled labor, and business regulation were also not considered by firms to be 
major constraints to the business environment. However, as described below although firms have 
not identified these areas as top constraints, key aspects which still remain as constraints to growth.  

10. Firms in 2007 prophetically predicted deteriorating conditions in macroeconomic 
stability, governance and the power sector and the adverse impact of these constraints. In 
particular, firm ranked power sector issues as overwhelmingly the most serious obstacle facing 
Pakistan’s investment climate. Whereas less than 40 percent of firms considered the power sector 
to be a major problem in 2002, this figure more than doubled to 80 percent in 2007. Similarly, 
more than half of firms surveyed recognized early on that macroeconomic instability was a 
looming issue in the business environment. Finally, despite improvements in business—
governance interface, firms’ perception of corruption and crime worsened. Analysis implies 
improvement in overall compliance services; business interface declined with managers spending 
less time dealing with regulation, but the prevalence of corruption is rising in some areas.  

                                                 
4  According to a recent analysis, improvements in public infrastructure, government burden, governance, trade 

openness and financial depth effected through the structural reforms of the late 1990s, have contributed to about 80 
percent of the .70 percentage point increase in the real per capita GDP growth rate observed during 2001-05 
compared to the 1991-2000 period. (The World Bank, Pakistan: Growth and Export Competitiveness, 2006, p iii). 
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11. Empirical analysis of productivity and employment raises the possibility of a deeper 
duality in the transmission of investment climate impacts to productivity and growth.  
Although constrained by lack of consistent multi-year data, dynamic analysis using the firms’ 
productivity distributions in the two periods showed a promising decrease in the concentration firms 
around low productivity levels. Still in both cases, enterprise surveys suggests that productivity 
increases associated with investment climate improvements were transmitted through larger 
market share, formalized firms as compared with more informal, smaller firms that make up the 
bulk of Pakistan’s enterprise sector. In other words, the positive correlation between market share 
in the analysis indicates that aggregate productivity gains came through a few firms with a high weight 
in the sector, (i.e. large market shares) rather than through a productivity across a large number of firms, 
as observed in countries such as Chile, Mexico and South Africa. 

12. The evidence also points to a large number of small firms which are allowed to 
remain producing at low level equilibriums but may also signal barriers to entry.  The 
observation that high market share firms dominate productivity growth may also signal key issues 
relating to market entry as explanations for hindrances to growth by smaller firms.  While at first glance, 
the analysis implies productivity transmitting through larger, more established firms as opposed 
to younger, smaller ones, the analysis also underscores market frictions which allow large market share 
firms to co-exist with smaller, less formal and lower productivity firms that would normally grow if 
productive or exit if not.  Though the production function approach makes it difficult to untangle 
competitiveness based on efficiency from market power and profits based on tax, pricing or 
concessions, certainly growth limiting market frictions exist from poor contract enforcement, 
limited domestic markets, entry and exit barriers, and regulatory aspects of firm level 
governance.  Global evidence supported here is that improvements in these areas would help the 
small and medium firms the most.   

13. The analysis of the investment climate’s impact on productivity and employment 
highlights a wide range of ways the investment climate affects economic growth. While 
infrastructure, economic governance, finance, labor and innovation all play an important role in firm 
level performance, various aspects of these investment climate dimensions affect different firm 
groups in different ways depending in part, on the specific nature of the firm.  Of particular interest 
to this study, were the findings that the variables that are positively correlated with productivity 
(such as access to finance, innovation, and skills training) have, in Pakistan, been transmitted 
through large market share firms with amplified impact at the aggregate level. Conversely, 
variables which have a negative association with firm performance, (such as power outages, 
internal or informal finance and concentrated share holding) are transmitted principally through 
smaller market share firms and thus are muted in the aggregate. Specific conclusions from the 
analysis help to define the policy framework which follows: 

 Variables associated with finance, innovation and labor skills are positively 
associated with higher productivity but are transmitted through larger market share 
firms. The enterprise sector, as a whole, does not identify constraints in these areas as 
high priority, reflecting an equilibrium of low demand for these services by the bulk 
of smaller firms, but firms which do use these inputs claim deficiency in access. 

 Variables which reflect more formality (sales reported to taxes, court usage, having a 
bank account and working capital finance from banks) are positively associated with 
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higher productivity. The positive impact of being formal applies to all firms, 
regardless of size. 

 Variables which relate to firms’ ability to cope with business problems (own power 
generation, security expenses, location in industrial zone, large inventory) are 
associated with productivity and employment with the positive impact dominated by 
large firms.  

 Variables relating to bureaucracy and red tape were no longer significantly 
associated with productivity and employment in 2007 even though they were 
identified as negatively associated with both types of firm performance in 2002, 
supporting firm perceptions and objective indicators, such as management time spent 
on business regulation has improved. 

 The analysis underscores concerns regarding deeper areas of governance reform 
which may encourage informality and underlie constraints on firm level growth. 
Deficiencies in predictable, transparent and effective systems to protect property 
rights and enforce contracts, suppress arm’s length business relationships, risk taking, 
and investment in innovation. 

 While the impact of various investment climate variables on productivity is relatively 
robust across provinces and firm size, firms’ perceptions across provinces show 
notable differences, which have much to do with governance, land availability and 
power sector issues. 

 The service sector, in the area of domestic trade is smaller and more informal, is 
markedly different as compared with manufacturing. As compared with 
manufacturing, there is more emphasis on economic governance than infrastructure 
and finance—particularly in those areas which represent business-government 
interface and manager’s time on regulation. 

14. The policy analysis is based on an analytical framework for prioritizing areas of 
investment climate constraints for devoting various types of attention. In some key areas, 
such as power, labor, tax, business entry, licensing and financial sector a considerable number of 
reforms are ongoing and require deepening, but in others, deep seeded and have been entrenched 
areas of governance reform require attention to unleash constraints to firm level growth. Such 
governance issues include rising concerns about corruption, the need to better define and protect 
property rights, speedier and more certain contract enforcement, better regulation of markets, and 
the elimination of biases in the system against large, formal industrial firms in terms of tax, 
energy pricing, credit allocation, etc. 

15. The analytical framework underscores the priority of having good macro, trade and 
competition policy in place while focusing attention on critical investment climate areas. As 
the economy undergoes a strenuous adjustment to past policy conflicts and current market 
turmoil, the authorities place macroeconomic management and a strong safety net at the top of 
the policy agenda while maintaining a commitment to an open, competitive trade and foreign 
investment regime. To sustain these goals over the medium term, a strong investment climate is 
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needed and return to a strong growth path, deeper analysis and policy recommendations are 
made along the following four areas:  

 Removal of infrastructure constraints particularly in the energy sector: The power 
sector’s inadequacies have damaged manufacturing growth with supply constraints 
reaching a critical point. Unlike other areas where differences across size groups, 
sectors and geographic areas, there is universal agreement regarding the primacy of 
the power sector issues as an investment climate constraint. In addition, the notable 
improvements in telecoms and logistics remain undervalued by an aging and 
inefficient transport system. 

 Strengthened governance of market mechanisms: Though improving in recent 
years, antiquated laws, regulatory compliance and red tape at various levels of 
government are still problematic, burdensome and costly. More importantly are areas 
related to corruption in business-government interface, property right protection and 
contract enforcement, speedier and more certain mechanism for corporate exit and 
elimination of biases in tax, labor, financial and energy pricing which hinder the 
incentive to grow and formalize.  

 Increased depth and improved functioning in labor, land and financial markets. 
Though firms consider access to these factors less of an issue than other constraints 
such as electricity or governance, the analysis points to a low level equilibrium in 
these areas. In the case of labor markets, low skills are only a problem for the few 
firms which have an educated labor force. In finance, large established firms have 
access to standard relationship banking, but new entrants are shut out. Risk based or 
capital market products are non-existent. 

 Attention to firm level technology adaptation and the role of public private 
partnerships (PPPs) in spearheading progress: The low level of technology used by 
Pakistan firms has at its core both demand and supply side issues. In addition to 
infrastructure, PPPs should be investigated, as applied to public goods in cluster 
development, environmental and social standards, technology upgrading and quality 
assurance. New, risk based financial products are also required to support 
entrepreneurship and innovation 

D.  Providing Basic Infrastructure for Commerce 

16. High quality and reliable infrastructure is a key component of economic growth and 
a central pillar of a conducive investment climate. Access to electricity, water, transport and 
trade facilities are important infrastructure dimensions of competitiveness, requiring attention at 
all levels of government and the private sector. Business losses due to power failures, inefficient 
transport services, insufficient water supply, and delays at ports significantly impact costs and 
risks for firms, create impediments for opportunities and compromise investment interest.  The  
recent Global Competitiveness Report 2009-10 ranks Pakistan at a modest 87 out of 133 in terms 
of Quality of Infrastructure – after Sri Lanka (63), higher than other South Asian countries 
including India (89) and Bangladesh (125).  It also masks higher rankings in rail (51), roads (65), 
ports (73) and air (76).  More than these needed improvements power is the immediate issue.  
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17. The power sector in particular, has proved to be a major bottleneck for the economy 
and a serious threat to overall competitiveness. The GCR ranked Pakistan 124 in terms of the 
overall quality of electricity supply in 2009-10, far below the overall infrastructure rank of 87 cited 
above. Inordinate delays in obtaining new power connections significantly impede the ease of entry 
for new businesses while seriously constraining existing firms in planning business expansions. Even 
firms with access to electricity face high costs and highly unreliable supply of power with frequent 
outages, disproportionately affecting firms in different regions. Relative to comparators, firms in 
Pakistan suffer the most severe financial losses due to power interruptions, with small firms and the 
textiles sector bearing the highest losses. It is difficult to generalize about prices of electricity relative 
to other South Asian countries given the amount of technical, collection and efficiency losses in the 
system.  Cross subsidization by industry to households also complicates pricing calculations and 
imposes a strain on the sector’s sustainability.   

18. Growth in electricity consumption in recent years has exceeded earlier projections 
with this demand pattern expecting to continue with high growth for next few years. 
Currently planned investments are unlikely to suffice. New investments will be required to 
enhance generation capacity. Increasing energy efficiency and diversifying the available energy 
mix will help. The power sector will have to be made financially sustainable to enable better 
maintenance and future expansion. There is also need to make structural reforms and adjust the 
regulatory framework to enhance effective corporate governance in the sector. The GOP has also 
been wrestling with how best to encourage more private sector participation and investment to 
meet the generation gaps in this sector.  

19. Pakistan’s transport sector is operational but inefficient with expensive ports, 
unreliable rail, poorly maintained roads, stagnant aviation, and under-developed logistics. 
The relatively high costs, slow turnaround and low reliability of transport constitutes a drag on 
Pakistan's economic growth, reducing the competitiveness of the country's exports, and 
constraining the ability of the country to integrate into global supply chains. Policies that reduce 
transport costs, ensure safety in mobility, and enhance regional connectivity by creating greater 
synergy between the rural, provincial and federal transport infrastructure will help to increase 
Pakistan’s competitiveness, raise its share of world trade and foster non-existent regional 
integration.  A better transport and facilitation sector will also bring about structural changes in 
the industrial and services base through better economic mix, value addition and job creation. 

20. Pakistan has devoted considerable resources and effort at improving trade logistics 
which have borne fruit, both in terms of concrete outcomes and firm perceptions. As a 
compliment to the significant reduction in tariffs and border taxes that have led to a significant 
increase in trade volume, the GOP has taken important steps to improve the time and cost for 
clearing trade shipments, particularly at the Karachi Port, through simplified procedures, 
paperless, electronic clearance systems and linkages with banks. The result has been a model of 
reform that has reduced the time between clearance and exit from the port from about 7-1/2 days 
to 1 day or less. Now, with the exception of firms in NWFP where the issue is more domestic 
transport to ports and airports, rather than trade logistics per se, managers no longer consider 
customs and trade to be a significant obstacle.  

21. The infrastructure challenge is particularly acute with respect to water. Competition for 
water is growing among the provinces and across the varied needs for irrigation, industrial and 
domestic use, and the environment. Due to the nature of its production process, the food sector is the 
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most water-constrained. Quality and reliability of water supply are bigger issues for firms in Pakistan 
compared to access and the GOP needs a sustainable and long term strategy to address maintenance 
and development of assets in this sector. As investment is severely constrained in the water sector 
despite high returns, nontraditional methods for financing infrastructure involving the domestic and 
foreign private sector, securitization and privatization of existing assets, and PPPs can be explored. 

22. The GOP’s reforms in telecommunications have resulted in impressive growth for 
the sector and made it the least constraining infrastructure obstacle for firms in the 
country. Both line and mobile penetration have increased nationwide, particularly in rural areas. 
The increasingly competitive environment has driven down tariff rates that are now among the 
lowest in the world. However, in contrast to the very high level of voice penetration, internet 
adoption in the country is very low by international standards.  One reason is that the 
telecommunication policy and ICT policy have been driven separately and thus are headed in 
different directions – a looming problem as the country prepares for 4G and rural role outs.  

23. The private sector’s involvement in provision of infrastructure services is sporadic 
and far behind the neighboring countries. Pakistan has had significant success in attracting 
private investments in the telecommunications sector in the 1980s and the power sector in the 
1990s aims to deepen that success while broadening to other infrastructure areas such as 
transport & logistics, water supply, effluent treatment, and irrigation. Progress to date, includes a 
legal framework for PPP, the establishment of the Infrastructure Projects Development Facility 
(IPDF) and the recent adoption of a PPP policy.  The next steps, on the public side, would be a 
more specific institutional, set up with clarity on public management at the IPDF and related 
agencies, of the (i) deal making process, (ii) legal and operational risks and (iii) financial 
obligations and contingencies.  The  provincial governments, specifically the Government of 
Punjab is also working toward developing comprehensive PPP framework, and plans model 
transactions in power, waste management, toll roads, and others. On the private side, the 
mobilizing of domestic resources to invest in such new PPP type of vehicles will be create major 
demands for financial sector deepening and corporate sector transparency. 

24. With regard to the way forward, an urgent and aggressive redoubling of reform 
efforts throughout the infrastructure is required. Higher rates of investment, for example 
through a fully developed and tested PPP system, as described above are needed to generate 
additional electricity, relieve power shortages and prevent load-shedding. On the demand side, 
power efficiency needs to be encouraged through price and non-price means. The sector needs to 
continue to strive for financial sustainability to enable better maintenance and future expansions 
while the tariff structure needs to create as much as a level playing field as possible for all users 
to make the right decisions.  In the long run, energy mix diversification should be a key strategic 
element.   

25. In terms of non-power infrastructure, the urgency is lower but no less needed to 
ensure that Pakistan can compete in a global environment. The National Trade Corridor 
Investment Project (NTCIP), as the medium-term policy framework for the transport sector, has 
recorded some early gains but progress is needed to address the transport sector’s main 
beneficiaries. A small success, such as scaling up the customs pilot, is an urgent, straightforward 
and achievable goal to get started.  In the water sector, the Government needs a sustainable and 
long-term strategy to address maintenance and development of assets. In telecommunications, 
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the regulatory framework and telecom policy need to keep pace with the fast-changing dynamics 
of market evolution.  

E.  Strengthening Economic Governance through Better Regulation 

26. Business regulation has become less intrusive during the decade, but deep seeded 
institutional factors remain a hindrance to a more conducive business environment. While 
the country has done reasonably well by international standards in achieving a less burdensome 
regulatory environment, it has lagged behind with respect to protection of private property rights, 
corruption, quality of judiciary, and the law and order situation. These factors affect the 
economic governance of markets, business relationships and are important determinants of 
productivity.  In the productivity analysis, for instance, statistically relevant governance 
variables affecting both average and aggregate productivity include “sales reported for taxes”, 
“gifts to tax inspectors,” “payments to obtain government contracts,” “losses associated with 
crime and expenses on security,” as well as “the use of courts for conflict settlement.”  

27. On the regulatory front, the GOP’s efforts at lowering hurdles for business have had a 
positive impact on firm productivity and enterprise perceptions of the investment climate. In 
the 2009 Doing Business rankings, Pakistan ranked 77th in the world in the composite index of ten 
indicators—best for South Asia, apart from the Maldives.  At the same time, firm managers report 
much less time dealing with regulations as compared to other countries and indeed compared to 
Pakistani managers only five years ago.  Notably, tax administration which was the second ranked 
obstacle in 2002 when half of firms consider it a major obstacle was in 2007 the eighth most 
important. Similarly, the various efforts to improve interface with labor inspectors at the provincial 
level and better customs administration at the ports has also had a positive impact. The challenge 
now is to deepen the effort on the business regulation front at the federal level and involve more 
directly provincial and district level government to streamline and unify systems nationwide.   

28. On the institutional front, difficult challenges remain as notable improvement 
requires sustained, long term efforts across a number of fronts. The perception that the 
quality of courts are an obstacle is expressed by over 36 percent of Pakistani firms compared 
with approximately 20 percent in comparator countries. This is especially so for sectors such as 
chemicals which require long-term investments. Firm-perceptions about court speed are 
reasonably good in Pakistan but lag far behind other countries in impartiality and affordability of 
courts and especially in the enforcement of court decisions. 

29. Crime and security is not as big a problem as corruption in Pakistan but a third of 
firms perceive it to be a serious obstacle. Expenses on security far exceed losses due to crime 
in Pakistan, and there is a wide variation among firms—based on size, location and sector of 
operation—on crime-related expenses and losses. Industrial zones solve many of the 
infrastructure, agglomeration and indeed law and order type of problems but have failed to 
provide a corruption-free environment. The number of firms reporting corruption as a major 
obstacle to business rose from 40 percent in 2002 to 57 percent in 2007 and was even higher for 
firms which had interface with tax and labor officials, applied for utility connections or licenses 
or received financial support from the government.  

30. Though Pakistani firms do not express serious concern about the competition from 
the informal sector, informality is nonetheless a challenge to global competitiveness. 
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Informality is often defined as avoiding regulations, using informal factor markets – land, labor 
and finance and/or just being small since business laws cover only firms with more than 10 
employees. In Pakistan, the incentives to be informal in some way is enormous, given the 
difficulty in enforcement and the high burden on formal firms. The result is that firm size 
remains small, outlook stays local – avoiding arms length transactions with suppliers, banks and 
customers, and managers lack incentive to augment quality or train labor.  As global experience 
suggests that imposing major constraints creates incentives for businesses to remain informal, 
good regulatory administration can positively influence the degree of informality in Pakistan.  

31. Applying a sound regulatory system and non-distorting product and factor market 
policies will eventually reduce the incentive for and degree of informality in the system. In 
the short run, progress in the area of business regulation has had demonstrated effects on the 
perceptions and efficiency of the business community. However, the performance – for example 
in business taxation – has not reflected improved administration and collection performance, just 
less hassle on business.  Therefore, more effective administration also requires improved policies 
– in this case, biases which prevent more neutral application of the tax code across activities.  

32. In the end, free entry, good resource allocation and buoyant firm level growth 
requires strengthened property rights, enforced contracts and speedy dispute resolution. 
To ease corporate entry, further streamlining of business licensing and property registration areas 
can be pursued through automation and business process engineering. Reform of some key 
business regulations requires an effort to encourage provincial authorities to engage in process 
analysis and re-engineering. The legal framework for companies requires a comprehensive 
revision, particularly of those aspects dealing with insolvency and liquidation. Finally, a good 
investment climate requires more than the removal of immediate constraints—it also needs to 
improve public-private cooperation. With the exception of firms in the textiles and sports goods, 
few others in Pakistan participate in a public-private dialogue.  

F.  Achieving Flexible Labor Markets and Enhancing Skills 

33. A key challenge to the investment climate is how to enhance skills levels and capture 
the returns to education. A more flexible legislative framework for labor markets is needed to 
increase autonomy of firm decisions about hiring and firing while providing adequate levels of 
labor protection and safety. The Pakistani labor market contains a large informal sector while 
another large share of the workforce, particularly in manufacturing, holds temporary jobs and works 
on short contracts.  In contrast with the large proportion of service sector firms, few manufacturing 
businesses in the country provide formal training to their employees.  This is on top of the fact that 
more than half of the country’s workers have less than three years of education.  

34. Despite what is low levels of education and a rigid labor code, firm managers in 
Pakistan do not perceive skills, quality of workforce or labor laws to constrain business. 
This perception does not correlate with actual data and analysis which shows that returns to 
education increase with progressively higher levels of education. In addition, according to Doing 
Business indicators on labor market rigidity, Pakistan ranks poorly – worse than Bangladesh, 
Chile, Philippines, South Africa, Thailand and Turkey. The primary reason for the distinction is 
weak enforcement, as firms are able to find ways to circumvent strict regulations, such as hiring 
temporary workers or participating in informal labor markets (e.g., hiring through third parties).  
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35. Strict labor legislation combined with weak enforcement has many adverse 
implications for the fluidity of labor market and the incentives to invest in training. These 
practices may hamper employment growth in the long run as they increase labor market inefficiency 
and limit the mobility of workers. For example, when term contracts are limited in scope and 
duration and constrained autonomy is granted to firms with regard to hiring and firing decisions, the 
working of the formal labor market is severely restricted, as it is in Pakistan. In addition, the 
adjudication mechanism for firing or retrenching involving provincial Labor Tribunals is complex, 
making outcomes uncertain. Finally, despite mandated benefit packages for workers the high taxes 
are avoided by hiring labor through informal channels.  Since the benefits do not effectively accrue to 
workers they are not demanded.  Therefore due to legislated restrictions on hiring, judicial challenges 
to firing, and expensive mandated benefits, many firms in Pakistan hire temporary workers to 
increase autonomy and flexibility while reducing costs.  

36. In terms of the way forward, these study’s findings point to a need for strengthened 
education and improved legislative underpinnings for labor market fluidity. Strengthening 
the public and private provision of the educational system is a fundamental necessity for 
promoting innovation and improving productivity. Providing incentives to increase firm training 
and foster transferable skills among workers is important to promote innovations and enhance 
firm productivity and requires a major labor code reform which is now underway. The first major 
steps have been taken in terms of the legislative process, with a pipeline of major activities about 
to be launched. In addition, the enforcement of these combined federal laws will require reforms 
of the inspection regime which ensures minimized red-tape, bureaucratic hassles and extra costs 
on businesses. Developing a labor inspection policy framework to reorganize and streamline 
labor inspection services, and eliminating corruption during inspection, should go a long way 
towards encouraging more employment in the country’s formal sector.  

G.  Expanding Corporate Access to Finance 

37. The financial sector in Pakistan is dominated by banking activity which was 
bolstered by deep and fundamental reforms in banking initiated over the past decade.  In 
addition to the banking sector being one of the fastest growing and most profitable in the region, 
it remains relatively sound and appears to have been surprisingly resilient in the face of 
macroeconomic challenges faced by the economy the past two years.  Stress testing in the 
summer of 2008, showed pockets of weakness, but generally revealed resiliency in the financial 
structures. In examining the impact of terms and conditions associated with credit products on 
credit usage, it is seen that lending rates have been low in real terms as are processing fees. 
However, the terms of loans are much shorter and loan sizes larger in comparison with other 
countries. Bank requirements for collaterals against loans are higher compared to global 
competitors.  

38. In addition to its safety and soundness concerns, efforts to encourage more diversity 
in bank lending has been a policy goal of the State Bank for some time. Corporate lending 
has remained the primary business at almost two thirds of the banks’ lending portfolio but access 
to financial services and products by non-corporate clients remains low compared to countries 
with similar income levels.  Beginning with efforts to expand into consumer lending in the early 
part of the decade and to encourage to SME lending in the form of specialized prudential and 
regulatory norms, SBPs efforts have had a positive result in terms of the stated goals. Such 
efforts have helped in this respect but, as a percentage of total lending, the share of SME finance 
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has decreased from 2004 through 2007 as firms have remained focused on large groups and 
consumer lending.  The State Bank is also look for increased activity in longer term activities by 
bans, such as in the area of housing and infrastructure finance.  

39. Financial sector reforms have had a significant positive impact at the firm level but 
have a long way to go to increase the financial deepening needed to support growth. The 
domestic firms’ perception that access to finance as a major obstacle to the investment climate 
has reduced considerably between 2002 and 2007 and what was the 5th ranked obstacle is now 9th 
ranked. At the same time, the productivity analysis shows that access to bank financing is 
associated with higher productivity with the line of causation likely going in both directions. 
However, non- “blue chip” companies still find it challenging to secure finance and rely instead, 
on retained earnings to finance working capital and investment needs. As a result, trade credit 
plays a smaller role in working capital financing as compared to other countries. The 
predominant reason cited by firms of all sizes is not lack of access of own decisions to opt out of 
the formal credit market for a number of reasons.  As a result the financial outreach to businesses 
in Pakistan is limited, with small and medium firms showing significantly lower rates of credit 
usage as compared to large firms. 

40. Gaps and deficiencies in the institutional framework limit the propensity to lend 
and borrow. Such gaps include the enforceability of legal and contractual rights of lenders and 
borrowers, prudential regulations and supervision which encourages banks to diversity their 
lending while maintaining sound and prudent lending practices and more extensive use of credit 
information. Therefore;  burdensome requirements for risk management, lack of transparency for 
credit decisions and prudential regulations that allow banks to focus on large, known groups, may 
be among the factors driving low credit use by firms other than the known big players. 
Improvements in these institutional areas will enable greater outreach, more tailored products 
and better terms of lending.  

41. In terms of the way forward, a range of reforms is needed to increase the depth and 
outreach of finance. Prudential regulations allowing high concentration on single party and 
single group exposure should be made consistent with international norms. Reconciliation and 
strengthening of the supervisory role of the State Bank of Pakistan (SBP) and the Securities and 
Exchange Commission of Pakistan (SECP), including jurisdictional clarity in some cases is 
needed to ensure the sector’s safety and soundness and encourage financial deepening. 
Strengthening the enforcement of contracts is paramount to increasing financial access by 
fostering arms-length transactions between firms and between lenders and firms. In particular, 
reforming collateral systems and establishing a national internet-based filing archive of security 
interests in movable collaterals would allow firms of all sizes to better exploit their productive 
assets to secure credit. In addition to moveable collateral, better enforcement of ownership rights 
when it comes to land titling is an urgent but difficult area.  While greater access and outreach to 
individuals could have a multiplier effect on enterprise finance, outreach would also be fostered 
by improving and deepening credit information systems in order to lower perceived risk. 

H.  Absorbing Technology and Fostering Corporate Innovation  

42. In the present global environment, higher rates of technological absorption, better 
organizational methods and faster innovation are essential for firms to compete. The current 
competitive environment for products in Pakistan’s specialization, consists of access to global value 
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chains, shortened product life cycles, and for more differentiation in product design and 
development.  Yet in spite of significant deregulation and privatization initiated in the 1980s, the 
Pakistan economy remains burdened by many inefficiently run enterprises and an industrial 
structure dominated by low technology products.  Despite ample opportunities to develop local 
information technology (IT) and IT enabled services (ITES) industries, the indications are that 
most Pakistani firms have not yet embraced IT for use in their own daily business activities. 

43. Innovation can be obtained through absorption of own produced technological 
advance and by acquiring already produced technology and adapting it to local conditions. 
In terms of own produced technology, research and development (R&D) activity in Pakistan is 
dominated by the Government without the complementary private sector R&D investments 
needed to foster commercially viable innovations. The number of firms applying for patents, 
innovating via the introduction of new products, or upgrading existing product lines is very low 
in Pakistan. The U.S., amongst others, has demonstrated how technology often geared for 
military uses, has found its way to commercial applications, but there was a heavy need for 
private R&D in the process of conversion. Pakistan has also been unable to attract off shoring 
R&D activities by multinational firms, primarily due to a poor investment climate for protection 
of investor rights and a lack of relevant educational attainments in its workforce.  

44. On the other hand, of greater concern is the fact that Pakistan is does not seem to access 
existing, readily available technology through trade, foreign direct investment and licensing. 
High-technology represents an increasing but very low share of Pakistan’s total manufacturing 
exports and imports. Low technology goods, mostly textiles, make the bulk (more than 75 percent) of 
the exports while nearly all segments of the textile sector, from cotton cultivation to manufacturing of 
garments, lack modern technology—compared to competitors such as Turkey, Indonesia and Korea 
which have used the latest technologies to help capture and sustain global export market shares. At 
the same time, net FDI inflows as a percentage of GDP in Pakistan have been increasing steadily 
but are lower than those in other comparator countries with recent events in the country causing 
the bottom to fall out of foreign investment market.   

45. Traditional forms of technology transfer are not being used to the extent possible 
and could be more aggressively pursue by all parties. Alliances and joint ventures could be 
used more to transfer technology as is licensing as a traditional technology transfer mechanism 
for firms in developing countries.  As Pakistani firms are far behind in obtaining quality 
certification of the type attractive to international partners, one approach would be for the 
Government to encourage the adoption of industrial standards to promote quality upgrading, 
enhancing competition, and diffuse technology.  

46. Governments at all levels can play a vital role in creating incentives for firms to 
invest in riskier technologies as well as crowding in investments that serve a public role. As 
Pakistan pursues technology transfer and absorption, it is critical for policy makers to keep in mind 
the importance of the sequence of efforts.  Such a sequencing approach should be integral to the 
overarching science and technology policy in order to provide clear strategic focus for 
strengthening the incentive regime to better foster innovations and encourage firms to internalize 
productivity gains from local and global innovation spillovers.  This will require first, a conducive 
investment climate based on appropriate returns to risk, availability of corporate and risk based 
finance, such as venture capital, a competitive environment and the provision of quality 
infrastructure, including power, transportation and communications. Second, an enabling 
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environment for risk taking may require focus on creating stronger regulatory and enforcement 
framework for electronic data protection, intellectual property rights (IPR), and cyber crime as 
well as a sound judicial system to enforce them. Finally, necessary public goods should be 
developed such as skills development, quality certification by a recognized accreditation agency 
and standard upgrading to promote exports. 

47. More directed actions may also be appropriate to strengthen Pakistan’s stance as a 
knowledge-based economy. For example, as noted above, the adopting new technologies will 
require investment in new skill development, which due to the lead time involved and the spillover 
impact, may be subsidized by the public sector, facilitated through directed programs at Diaspora 
and supported by investment in polytechnic institutions. Narrowing the technology gap also 
requires that considerable resources be directed towards specific infrastructure development in 
order to raise the currently low penetration of the broadband network. Bridging institutions like 
incubators, science and technology parks and technology transfer centers can be focal points for 
PPPs to directly facilitate local innovation. Finally as the development of knowledge transfer 
linkages between industry and academia remains a major challenge for Pakistan, technology 
adoption schemes financed through matching grants can be powerful ways of kick-starting 
innovation.  

I. The Reform Program 

48. The policy recommendations envision a short and medium term reforms to renew  
growth rates of the levels needed to reach the Pakistan’s vision of middle income status. 
The recommended program is predicated upon maintenance of macroeconomic stability and a 
gradual easing of the global recession while seeking a growth path based higher firm level 
productivity, well functioning markets, free and fair competition and continuation of the 
structural transformation needed to enhance global competitiveness.  

49. The program represents wide reaching reforms in infrastructure, economic 
governance, innovation policy and market regulation for land, labor and finance While the 
program reflects the observation that Pakistan’s economy has shown strong positive supply 
responsiveness to first generation investment climate reforms in the past, it also recognizes the 
steep challenges faced by current policy makers. In this way, the program considers as a priority, 
the significant effort required to improve fundamental economic governance in the area of 
business-government interface, enforcement of property rights in land and immovable collateral, 
more certain contract enforcement by the judiciary, and strengthened institutions of regulation.  
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MATRIX OF POLICY RECOMMENDATIONS 

 
Deficiency in the  

Investment Climate 
Recommended and/or Planned 

Actions for the Near Term 
Recommended and/or Planned 
Actions for the Medium Term 

Macroeconomic and Growth framework 

Foundation For Trade 
Led,  Knowledge 
Based,  Policy 
Framework 

Inadequate revenue performance and 
high rates of subsidies causing 
unsustainably high fiscal deficits  

Biases toward domestic consumption 
leads to boom-bust growth spurts 

Accommodating monetary policy 
leading to high inflation and too much 
central bank financing 

Interest  rates, exchange rates and some 
prices have administered elements in 
their determination  

Lagging productivity limits trade 
competitiveness and economic growth. 

Security and political concerns makes 
attracting foreign investment and 
exporting more difficult 

Reduce fuel, power and other 
industrial subsidies  

Squeeze and prioritize development 
spending to bring down deficit 

Improve tax collection and 
administration 

Eliminate accommodating monetary 
policies (central bank financing), 

Maintenance of  real, positive interest 
rates and flexible exchange rates 

Tax policy reform to widen net, 
eliminate exemptions and improve 
collection. 

Coordination of new public investment 
program based on good appraisal and 
feasibility analysis 

Implement and commit to interest rate 
determination from indirect instruments 
of monetary policy  

Implementation of 
Broad-based 
Investment Climate 
Reforms   

Record of implementation lags and 
lapses when it comes to investment 
climate reforms.  

Multiple initiatives but lack in the 
consolidation of a strategic action plan 
for guiding policy makers  

No monitoring function to report on 
implementation by high ranking 
committees.  

Consolidate competitiveness strategy 
based on analytical work and donor 
funded programs for disseminating 
and discussing  

Prepare short term and longer term 
action plan based recommendations 
identified below with time frame and 
accountabilities 

Conduct investment climate conference 
involving the provincial governments to 
incorporate provinces into discussion 
on implementation arrangements 

Establish institutional set up for 
monitoring and evaluating 
implementation of investment climate 
reforms.  

Implement action plan for short and 
longer term investment climate reforms 
described below.  

Infrastructure 

Power Frequent power outages and load 
shedding causing work stoppage and 
inefficiencies in business 

High level of losses throughout system 
threatens maintenance, expansion and 
sustainability of unbundling strategy. 

Inadequate pricing causes businesses to 
subsidize system losses and consumers 
preventing improvements.  

Resulting low per capita usage of 
energy limiting degree of 
industrialization, role of innovation and 
possibility of conservation gains 

Rationalize pricing through tariff 
notification that distributes costs more 
equitably, increases supply of 
electricity and reduces losses.  

Strengthen NEPRA’s legal and 
political ability to ensure more timely 
price changes between determination 
and public notification of tariffs. 

Clear circular debt for payment to 
IPPs  

Ensure that current PPP framework is 
conducive to power generation and 
test through PPP pilot.  

Install new plants and fast track public 
investment through GENCOs.  

Seek out and implement PPP 
partnerships for massive investment in 
additional generation capacity 

Invest in Hydropower through 
construction of four identified dams. 

Increase energy efficiency though use 
of metering and energy saving 
equipment from pricing based on 
demand.  Mount awareness campaigns.

Achieve financially sustainability of 
WAPDA and distribution companies to 
enable better maintenance, future 
expansions and private participation. 

Diversify energy mix to shift balance 
from oil to clean coal as well as  
nuclear, wind, solar and other 
renewable sources  
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MATRIX OF POLICY RECOMMENDATIONS 

 
Deficiency in the  

Investment Climate 
Recommended and/or Planned 

Actions for the Near Term 
Recommended and/or Planned 
Actions for the Medium Term 

Transport & Logistics  In ports, improvements in customs 
clearance and handing times have been 
offset by long dwelling times and port 
congestion.  

In trade facilitation, the considerable 
progress in customs clearance is 
contrasted with the lack of storage and 
freight forwarding sector.  

In transport, costs are low, but are offset 
by inefficiencies in shipping, railways, 
trucking and civil aviation 

Bias in operations for passenger traffic 
at the cost of freight services, rolling 
stock and maintenance.  

Karachi Port Trust to review tariff 
structure and free storage policies to 
become more commercial and reduce 
congestion 

Based on the PaCCs pilot experience, 
roll out pilots to other customs points 
to cover increasing share of imports. 

Open Government cargo to lines other 
than Pakistan National Shipping 
Company (PNSC) 

Open track access to private operators, 
particular in Karachi-Lahore corridor. 

Develop joint service between public 
railway and private freight forwarders 
for Karachi-Lahore corridor 

Formalize trucking industry and 
increase competition.  Allow  imports 
of used trucks and remove preference 
for local parts suppliers.  

Formulate civil aviation policy which 
promotes fair competition and 
safeguards for the public interest.  

Prepare annual business plan for road 
sector, introduce better management of 
corridors  

Legal framework revised to corporatize 
ports, port operations privatized or 
outsourced and staff of KPT 
rationalized as landlord port.  

Implement automated nation-wide 
single window electronic system to 
integrate all stakeholders into unified 
system.  

Carry out review of financial and 
insurance industry issues which prevent 
freight forwarding.  

Review and rationalize fiscal incentive 
system for private shipping companies. 

Transform Pakistan Railways into a 
corporate entity with autonomous 
management, streamlined operations 
and focused on core activities. 

Rationalize and separate passenger 
from freight lines to eliminate cross 
subsidy by freight.  

Improve National Logistics Cell and 
strengthen governance of Road 
Maintenance Account  under NHA 

Open civil aviation to competition and 
achieve international standards of safety 
and security regulation 

Rationalize, restructure and consider 
privatization of PIA.  

Water and Sewage Long waiting periods and low reliability 
in terms of supply interruptions.  

Upgrade small and medium water 
reservoirs ongoing dam/canal projects 
and rehabilitate irrigation systems in 
Sindh and Punjab 

Install pilot plants for solid waste 
consumptions 

Expand and improve the infrastructure 
for water through investment in dams, 
storage reservoirs and canals.  

Invest in collecting and treating urban 
and industrial waste  

Establish and empower the Pakistan 
Water Council to oversee the 
implementation of integrated water 
management policy.  

Telecommunications  Low broadband penetration limits 
innovations and globalization 

Unify approach to ICT and 
telecommunications policy so that 
data, voice and other services are 
bundled together 

Update regulatory framework and 
technical skills of regulator to maintain 
modernized sector. 

Prepare ICT action program for 
unified IT and Telecommunication 
policy 

Improve spectrum management system 
for effective competition among new 
technologies. 

Strengthen capacity of regulator  

Implement ICT action plan for new 
unified IT and telecommunication  
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MATRIX OF POLICY RECOMMENDATIONS 

 
Deficiency in the  

Investment Climate 
Recommended and/or Planned 

Actions for the Near Term 
Recommended and/or Planned 
Actions for the Medium Term 

Economic Governance  

Taxation  Poor collection and inadequate 
coverage of tax system  leading to 

(i) high rate of non-compliance, rent-
seeking and corruption  

(ii) undue burden of taxation on 
formalized industrial firms and  

(iii) fiscal pressures at the federal and 
provincial levels  

Begin organizational reform of FBR 
Target non-compliant tax payers 
through tax audits  

Continue process of reducing tape  
monitoring tax-tax payer interface 

 

Review anti-export biases arising from 
taxation,  

Introduce VAT to replace GST  

Rationalize tax regime to expand base  
to untaxed areas, and eliminate 
exemptions. 

Implement integrated tax administration 
organization on a functional basis for 
FBR.  

Business Licensing Varied processes among districts for 
business regulation such as licensing 
property registration,  

Carry out national and sub-national 
level process review on licensing 

Establish regulatory reform working 
groups at provincial level to share and 
exchange approaches  

Carry out federally sponsored process 
reengineering competitions at 
provincial and district level.  

Formulate cost-benefit review of 
common and non common processes  

Company Registration Registration process is paper based, and 
involves many steps, agencies and 
excessive time, including the need for 
applicants to travel to main city.  

 

Promote recent roll-out of electronic 
platform for firm registration and 
corporate reporting.  

Connect with other agencies (e.g. 
EOBI, WWF, SSN, FBR), to 
investigate combined registration.   

Undergo process reengineering based 
on one stop electronic and physical 
platform to combine steps for benefit of 
the company.   

Corporate Insolvency 
and Modernized 
Companies Law  

Solvency process incorporated in 1984 
Companies Ordinance which promotes 
obsolete antiquated liquidation process 

Separate legislation and attention to 
rehabilitating companies and for 
banking entities threatens fragments 
insolvency regime 

Introduce unified insolvency law 
which incorporates reorganization, 
creditor rights, and is open to be 
harmonized for future secured 
transaction legislation.  

Establish insolvency benches in the High 
Courts and if applicable, federal court and
train court officials  

Establish profession and accrediting of 
receivers.  

Introduce new Companies Act to 
govern all corporations 

Courts and Property 
Rights 

Property right, contract and labor 
disputes are lengthy, uncertain and not 
conducive to business requirements 

 

Roll Out Alternative Dispute 
Resolution Pilots  

Form commission to investigate 
options for reforms in the judiciary 
federal business court  

Strengthen and train commercial 
benches  

Review options for for federal 
commercial court, including specialty 
judges and streamlines processes.  

Labor Markets and Skills  

Labor Regulation 
Reform  

Strict labor regulation and weak 
enforcement induce inefficiency in 
labor market  

 

Introduce new  
(i) Labor Policy (2010) 

(ii) Employment and Services 
Conditions (ESCA)  

(iii) Occupational Health and Safety 
Act (OSHA) 

(iv) Model regulations for the above 
based on provincial participation 
in formation and implementation. 

Form cross-Provincial Labor working 
group to implement Labor Inspection 
and Protection policies for enforcement 
of ESCA and OSHA 

Implement labor inspection registries, 
third party audits, ombudsman or other 
forms of checks and balances  

Carry out review of Labor Tribunal 
system to gauge effectiveness and 
propose reforms  
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MATRIX OF POLICY RECOMMENDATIONS 

 
Deficiency in the  

Investment Climate 
Recommended and/or Planned 

Actions for the Near Term 
Recommended and/or Planned 
Actions for the Medium Term 

Labor Welfare  

 

Firms are significant facing taxation 
which makes wages less competitive 
without concomitant benefits to 
workers. 

Carry out review of labor welfare and 
taxation system  

Introduce new Labor Welfare and 
Social Security Act based on review 

Review effectiveness of programs 
supported by labor taxes and consider 
options for pension system 

Labor Skills through 
Vocational Training  

 

The demand and supply of educated 
and technical workers settles at a low 
equilibrium 

Support vocational training schools at 
the provincial level with public-private 
partnerships, 

Design program for accrediting 
vocational training bodies with 
international partners 

 

Provide incentives to increase trainings 
provided by firms,  

Establish matching grant fund to 
businesses and/or associations for skills 
based programs  

Implement t reward based/challenge 
based system to encourage accreditation 
of vocational bodies. 

Firms Access to Finance  

Prudential Regulations The single party credit limits are too 
high and prevent banks from seeking 
out lending opportunities.  

Implement stepwise program to lower 
the single party and single group limit 
to international standards  

Carry out prudential standard review in 
light of financial crises, access to 
finance and competition concerns.  

Prudential Supervision 

 

Need for better jurisdictional lines to 
promote non-bank institutions and  
better supervision of conglomerates   

Financial regulators need stronger 
independence and power to intervene.  

Reform of financial sector laws (SBP, 
SECP, BCC, etc) to clarify 
jurisdictional lines, strengthen 
independence and quality of the body, 
strengthen intervention.  

Strengthened regulation and supervision 
of a privatized insurance and pension 
industry. 

 

Strengthened property 
rights in Immovable 
Property 

Land titling and registration system 
prevents clear property rights and limits 
mortgage possibility. 

Empower one provincial agency to 
register real property and provide 
ownership for new registrations. 

Establish computerized registry of all 
land titles for each province.  

Eliminate opaque transfer practices 

Strengthened Property 
Rights in Movable 
Property.  

Deficiencies in movable collateral 
system limits range of assets to be 
capitalized and suppressing investment  

Introduce stand alone secured 
transaction law and establish filing 
system for registering security interest.

Provide training of bankers, businesses 
and judicial officials in secured 
transactions systems. 

Credit Information 
System 

Low participation, fragmented 
information coverage and limited use 

Assess feasibility of integrating public 
and private systems and expand 
information coverage and participants. 

Introduce program of consumer 
protection along with legal and 
regulatory strengthening if necessary. 

Outreach  and 
downsizing services. 

Limited private sector skills for SME 
downsizing, leasing and trade finance 

Provide grants for private lenders and 
leasers to adopt down sizing packages 

Rationalization and/ privatization of  
state owned financial institutions 

Innovation and Technology  

Policy Framework Fragmented and antiquated policy 
framework.  

Develop innovation strategy based on 
competition, infrastructure and an 
open trade and investment regime. 

 Develop ICT/Telecommunications in 
tandem to prepare for next generation 

Directed policies toward knowledge 
based activities to identify public goods 
and warranted public subsidies  

 Rationalize investment incentives for 
IT investments under the ICT policy 

Infrastructure Inadequate infrastructure, including 
power supply and fiber network  

Do feasibility study of IT hubs in 
major cities of Pakistan to help 
encourage infrastructure investments.  

 

Longer term power sector reform 
described to provide uninterrupted and 
affordable power supply.  
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MATRIX OF POLICY RECOMMENDATIONS 

 
Deficiency in the  

Investment Climate 
Recommended and/or Planned 

Actions for the Near Term 
Recommended and/or Planned 
Actions for the Medium Term 

Low Skill Base Low skill base, particularly in science 
and technical fields 

Too few graduates are with basic 
business skills necessary to support 
knowledge based activities in industry. 

Expand various Diaspora programs to 
attract scientific community abroad. 

 

Invest in provision of science and 
engineering education .  

Incorporate corporate input to syllabi to 
increase practical course content.  

Subsidize short-term training to for 
productivity and skills enhancement  

Science- Industry 
Collaboration 

Research institutes and industry in 
Pakistan have little cooperation abroad  

Government  established technology 
parks and IT Parks has been 
unsuccessful in commercialization   

Efforts to strengthen effective 
partnerships with the private sector in  
technology have not yet taken hold.  

Introduce more flexible legal and 
administrative arrangements  

Encourage mobility between research 
and industry  

Recognize patenting activity as 
important criterion for career 
progression 

Encourage career and financial returns 
based on patent activity and research  
commercialization    

Support incubators, science / 
technology parks and facilitators of 
“process” for technology transfer.  

Package “soft” services such as 
advisory, mentoring, training, business 
consultancy quality systems. 

Quality Standards 
System  

 

 

Quality systems and local patent 
constrained y perceived lack of 
responsiveness, technical knowledge, 
and legal protection (enforcement).    

Strengthen enforcement of electronic 
data protection, intellectual property 
rights and industrial cyber crimes  

Strengthen quality certification 
accreditation agencies and establish 
international partnerships  

Investment is ISO certification through 
upgraded testing facilities provided on a 
nationwide basis.  

Improve and restructure the patent 
office in Pakistan in order to have faster 
and higher quality service 

Finance for Innovation Limited or no risk based capital in 
Pakistan and no program for matching 
grant start ups.  

Deepened financial sector with private 
sector venture based on sustained 
reform program and transparent 
corporate sector.  

Feasibility study for government 
financed, privately run venture fund 
providing equity, loans and grants   

NBFI development to intermediate 
sources of risk capital which may exist 
in the system, once stabilized. 



 

 



 

 

PAKISTAN’S INVESTMENT CLIMATE: 
LAYING THE FOUNDATION FOR RENEWED GROWTH 

I. RECENT PERFORMANCE AND STRUCTURE OF PAKISTAN’S PRIVATE SECTOR  

A. Recent Economic Challenges  

1. For the first part of this decade, Pakistan enjoyed relative economic stability and 
strong growth, but the policies followed left the economy vulnerable to external shocks.  
Pakistan has in the past demonstrated episodes of strong growth, such as in the 1960s and 1980s 
when average annual growth averaged 6.8 and 6.5 percent respectively.  During 2002-2007, 
Pakistan’s economy was one of the fastest growing in Asia, annual real GDP growth averaging 
almost 7 percent (Figures 1.1 and 1.2) and reached levels of India and China in FY05. The 
country’s growth spurt was translating into rising per capita income which reached US$878 in 
FY07―an 18.3 percent increase from FY05.  However, the growth, as has been Pakistan’s 
history with growth episodes, was short lived and ended in a financial stresses teetering on a 
balance of payments crises.  With the highest volatility of growth in the region, Pakistan, seeks a 
more sustained and predicable path toward poverty reduction, beginning with renewed growth.  

 
2. The growth was supported by a pro-business policy stance and facilitated by political 
and macroeconomic stability, benign external conditions, and available external financing. 
The package of first generation policy reforms included: (i) privatization of public enterprises; 
(ii) opening of markets to trade and investment; (iii) strengthening of regulatory institutions in 
telecom, power, oil, gas, tax, financial markets, and competition; (iv) and (iv) a reduction of 
bureaucracy and red tape in business-government interface. As a result, private investment rose 
from 11.3 to 16.4 percent of GDP during FY03-07 and foreign direct investment (FDI) more 
than quintupled over the period from less than US$1 billion in FY03 (Figures 1.3 and 1.4) as did 
donor inflows and overseas remittances during the same period. 

Figure 1.3: Investment and Savings  Figure 1.4: Foreign Investment Inflow 

Source: Pakistan Economic Survey 2008-09. 
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3. The compensation of growth was notably uneven across sectors and size groups. The 
large scale manufacturing sector led growth during the first half of the decade, but slowed down 
considerably thereafter due initially to capacity and infrastructure constraints and later by the 
collapse in external demand. (Figure 1.5 and 1.6). The early part of decade saw the easy access 
to consumer financing spurring production of domestic consumer durables, electronics, autos, 
food stuffs, and cement led the growth of domestic oriented manufacturing, Agriculture also 
rebounded during the period, from little expansion to almost 6 percent growth in FY05/06, 
before slowing down in FY07/08. The services sector- banking, telecommunications, domestic 
trade and construction, catering primarily to the domestic demand grew steadily throughout the 
decade, and contributed increasingly to output and employment  

Figure 1.5: Growth in the Components of GDP Figure 1.6: Manufacturing Growth Rates by Size 

Source: Pakistan Economic Survey 2008-09. 

 
4. The economic expansion was in part fueled by heavy reliance on external financing 
and expansionary fiscal stance, compounded by loose monetary policy. High inflows of 
confessional financing coupled with liberal financial sector policies led to a sharp increase in 
aggregate demand and overheating of the economy. Bolstered by an overvalued exchange rate, 
imports sharply rose—the yearly amount almost doubled between FY04 and FY07. (Table 1.1). 
More importantly, the turnaround from a current account surplus of 4.7 percent of GDP in FY03 
to the account deficit of 4.8 percent of GDP in FY07 was dramatic.  

Table 1.1: Trade Balance, FY01-09 

FY Imports Exports Trade Balance 
FY01 10.7 9.2 -1.5 
FY02 10.3 9.1 -1.2 
FY03 12.2 11.2 -1.1 
FY04 15.6 12.3 - 3.3 
FY05 20.6 14.4 - 6.2 
FY06 28.6 16.5 -12.1 
FY07 30.5 17.0 -13.5 
FY08 39.9 19.1 -16.8 
FY09 34.8 17.7 -17.1 

Source: Federal Bureau of Statistics, GOP. 

 
5. The accommodating policy response, in combination with the surge in world 
commodity prices, created large deficits and left the economy vulnerable to external shocks. At 
the same time, political turmoil made an adequate response to the shocks more difficult. The oil 
and wheat import bills increased by 56 and 46 percent, respectively, and raised the total the 
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import bill by about 31 percent. Since in parallel, export growth slowed down, the trade and 
current account deficits widened to 8.4 and 9.1 percent of GDP, respectively by end FY08. 
(Table 1.2). At the same time, primarily because the government did not pass on the international 
commodity price increases to consumers and therefore increased subsidies, the fiscal deficit 
increased sharply to 7.4 percent of GDP, almost double the budget target. This sharp erosion in 
Pakistan’s fiscal and external position caused a loss in investor confidence, a rapid rise in 
Pakistan international bond spreads, an outflow of portfolio investments, and downgrades by 
credit rating agencies.5 Donor inflows as well significantly dropped as the macroeconomic 
framework went off track. 

Table 1.2: Macroeconomic Indicators, FY05-09 

 FY05 FY06 FY07 FY08 FY09 

Inflation (%) 4.6 9.3 7.8 7.8 11 

Fiscal deficit (% of GDP) 3.3 4.3 4.3 7.4 5.2 

Current Account (% of GDP) 1.6 4.4 4.8 8.4 5.6 

Trade Deficit (% of GDP) 4.0 6.5 6.6 9.1 7.6 

External Debt (bn US$) 35.9 39.0 41.6 44.5 50.8 

Exchange rate (Rs/US$)  58.3 60.3 69.7 75.6 80.6 

Forex Reserves (bn US$) 9.8 10.7 14.3 8.6 9.1 
Source: Pakistan Economic Survey 2008-09. Staff Estimates 

 
6. Pakistan foreign reserves declined rapidly due to the large current account deficit, a 
reduction in net capital inflows, and inadequate adjustment of the exchange rate. By 
November 2008, the foreign exchange reserves of the central bank had dropped to about three 
weeks of import cover, and the nominal exchange rate was steadily depreciating. Faced with 
lower external financing and privatization receipts, the government had resorted to borrowing 
from the central bank for budget deficit financing. This monetization fueled inflation, which rose 
well above 20 percent. At the same time, real interest rates turned negative as the nominal 
interest rates were inadequately adjusted. (Figure 1.7)  

Figure 1.7: Key macroeconomic Indicators 
Exchange rate Inflation Money and interest rates 

 
Source: Global Economic Monitor. Source: Federal Bureau of Statistics, GOP Source: State Bank of Pakistan, GOP. 

                                                 
5  The EMBI Global Bond spread of Pakistani sovereign bonds rose close to 700 bp in FY08 and further to over 

2,000 bp in the first half of FY09 as investor confidence plummeted. Pakistan’s risk rating was downgraded in 
May 2008, September/October 2008 and November 2008, by Standard & Poor’s and Moody’s due to the 
erosion in Pakistan’s external liquidity position and poor financing prospects.  
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7. In response to the macroeconomic instability, political uncertainty and deteriorating 
security, the economy has started to adjust through a slowdown in economic growth. However, in 
recent years, the volatility of growth, both on the high 
and the slower side or recent years, is reflected 
primarily through the large exporting enterprises (see 
Figure 1.6).  In particular at the beginning of and 
through the middle of the decade, the large textile, 
garment; chemicals, and sports goods boomed and 
exports grew annually at double digit rates from 
2002/03 to 2005/06, averaging an annual growth rate of 
16 percent over the period. Since then, export growth 
averaged around 4 percent growth in FY07 with a one 
year rebound in FY08 (Figure 1.8).  During FY09, 
exports recorded a 6 percent contraction which is 
expected to continue in FY10, but at a lower rate.   

8. To avoid balance of payments difficulties, the government’s stabilization program was 
supported by an International Monetary Fund Stand-By Arrangement in November 2008.  The 
program called for fiscal and monetary tightening and curbing of monetization of government debt 
to bring down inflation, reduce the fiscal and external current account deficits to sustainable levels, 
and build up the foreign exchange reserves. Over the medium term, with the stabilization of the 
economy, the government envisages economic growth to gradually recover. Aided by increasing 
public investment—among other things in power and transport—gross capital formation is 
projected to rise and contribute to growth recovery and facilitate private sector activity over the 
medium term. However, the global economic crisis complicated the recovery, posing significant 
downside risk to the outlook particularly with the uncertainty in Pakistan’s external environment. 

B. Structural Issues  

9. Pakistan’s uneven economic performance can also be viewed against the backdrop of its 
narrow and domestically oriented industrial base grounded in low value added production. The 
manufacturing base, considered the backbone of an economy, is still weak. The share of manufacturing 
in GDP in Pakistan is just 18.9 percent (Table 1.3), barely comparable with the relative performance of 
the sector in economies like South Korea, Indonesia, Malaysia, which also started industrializing in the 
1960s. In the past five years, manufacturing and services as a share of GDP has increased vis-à-vis 
agriculture. In terms of capital investment, manufacturing is the predominant sector attracting almost 
25 percent of total capital formation. It is followed by transportation, telecommunication and 
agriculture which account for 23 percent and 9 percent of total capital formation, respectively. 
However, the overall share of manufacturing is still lean by international standards.  

Table 1.3: Sector Share of GDP, FY01-09 
(Percent) 

Sector FY01 FY02 FY03 FY04 FY05 FY06 FY07 FY08 FY09 
Industry 23.8 23.7 23.6 25.5 26.3 25.9 26.3 25.7 24.3 

  Of which: Manufacturing 15.7 15.9 16.3 17.3 18.3 18.8 19.0 19.2 18.2 

Agriculture 24.9 24.1 24.0 22.9 22.4 22.5 21.9 21.3 21.8 

Services 51.3 52.1 52.4 51.6 51.3 51.7 51.8 53.0 53.8 

Source: Pakistan Economic Survey 2008-09. 
 

 
 

Figure 1.8: Export Growth Rates 

Source: Federal Bureau of Statistics, GOP.  
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10. Pakistan’s economy was traditionally built around cotton and its current 
manufacturing base is still predominantly concentrated in textiles. Out of a total half million 
manufacturing establishments, textile wearing apparel and leather industries account for 43 
percent of all firms, followed by food, beverage and tobacco establishments which make up a 
fifth of the manufacturing sector. Other important sectors within manufacturing are sports 
goods, cutlery, surgical instruments, electronics, and automobiles. The number of firms 
involved in manufacturing fabricated metal products, machinery and equipment and basic 
metal industries account for another 11 percent of manufacturing. Most of firms are stuck in a 
low value addition niche and are oriented primarily for domestic consumption and basic 
commodity-based exports.  

11. Pakistan’s export basket is even more highly concentrated than its domestic 
production. Textiles account for half of all exports, and garments for another quarter. Food and 
leather products make up 10 and 4 percent of exports, respectively. In total, 45 products 
account for about 83 percent of exports, out of which 10 account for over 50 percent of total 
exports.6 Most of these products are from the textiles and garments sector. This stagnation in 
export concentration is a reflection of non-competitiveness, low firm productivity and weak 
positioning in international markets. The level of technology of Pakistan’s manufacturing 
sector is relatively low compared to that of other countries in Asia and the country’s ‘export 
complexity’ and competitiveness is at the same level or falling over the past two decades.7  

12. The role of services in Pakistan’s economy has expanded over the years, 
particularly in recent times. The increasing sophistication, global orientation and overall 
formalization of the economy along with the rise in per capita income and corporate profits 
recent years, contributed to a greater demand for service providers. Most of the growth 
attributable to this phenomena has been in retail and wholesale trade, research and educational 
consultancy services, restaurants and hotels, financial services, construction, information 
technology (IT) and information technology enabled services (ITES), and professional services 
such as engineering, legal and accounting. However, the sector also supports a large number of 
small scale businesses run by livelihood-seekers catering to the local population. An example 
is the active and high demand hotels and restaurants sector consists of a few large hotels and 
dominated by smaller street-side establishments. 

13. Based on the 2005 Economic Census, 95 percent of the 3.3 million operating 
economic establishments are in the private sector, but the average firm size is very small and 
informal. More than 90 percent of the enterprises are sole proprietorships and 2 percent are 
partnerships. A little over half are in wholesale and retail trade, a quarter in community and 
personal services, and a fifth in manufacturing. Most of the manufacturing, mining, agriculture, 
wholesale and retail, construction, and transportation enterprises are located in Punjab and 
Sindh, with Punjab accounting for the largest share of economic establishments, at two thirds, 
followed by Sindh (17 percent), NWFP (14 percent), and Baluchistan (2 percent) (Figure 1.9).  

14. Almost 90 percent of the private enterprises are SMEs which employ 78 percent of 
the non-agricultural workforce and contribute 30 percent to the GDP. Ninety five percent of 

                                                 
6  At the 4 digit Harmonized System (HS) code level, from United Nations trade statistics, (COMTRADE).  
7  Felipe 2007 (p. 28). 
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the 3.3 million economic establishments in Pakistan employ 1-5 persons each. Another 4 
percent employ 6-50 persons each and only 1,617 establishments surveyed employ over 50 
persons each. Manufacturing establishments show a slightly higher employment size but, even 
here, over 90 percent of the manufacturing establishments reported employing 1-5 persons 
each, 9 percent employ 6-50 persons each, and 1,122 firms employ over 50 workers. Of the 1.6 
million establishments in wholesale retail trade, and hotels and restaurants, 99 percent are 
micro establishments, employing 1-5 persons each. 

 

C. Key Challenges Ahead 

15. As Pakistan recovers from economic crisis and attempts to stabilize the economy, 
the economic volatility, uncertainty and the global financial crises dominate the country’s 
investment climate. A high degree of certainty regarding the future path of prices, exchange 
rates and interest rates are key dimensions of a country’s investment climate which influence a 
firm’s long range investment planning, daily business management and decisions about risk 
taking. The uncertainty that accompanies macroeconomic volatility is itself an important 
determinant of firm behavior affecting investment, productivity and growth. Globalization, 
while providing a great opportunity, is also making the challenge of providing a stable 
macroeconomic environment more complex, as manifested dramatically by the impact of the 
recent global financial turmoil. 

16. The significant steps needed to return to macroeconomic stability present an 
opportunity to address the structural imbalances which to underpin stability and foster 
economic growth. With medium term growth dependent of a revival in private sector activity 
and a sustain export growth, the competitiveness of domestic production now has the full 
attention of the authorities. The ambitious adjustment path in terms of its proposed fiscal 
adjustment and financial discipline envisioned, recognizes the need to regain, retain and 
sustain macroeconomic stability by anchoring flexible exchange and interest rates with strong 
fiscal and monetary measures, It also is balanced by recognizing a need for accommodating 
changes in key relative prices—particularly the real effective exchange real interest rate as well 
as in taxation.  

Figure 1.9: Economic and Provincial Structure of Pakistan’s Enterprise Sector: 2005 
By economic activity  By province  

Source: Pakistan Economic Census 2005. 
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17. Under these circumstances in particular, increased productivity and export 
competitiveness will be necessary to generate growth and reduce external vulnerability over 
time. The economic recovery and projected medium-term growth path requires that private 
sector activity pick up and that exports will rise over time, assuming bold action is taken to 
enhance the orientation of the domestic incentives regime, (ii) eliminating systematic 
discrimination against industry in pricing and taxation (iii) strengthen the investment climate 
and the competitive environment. Required are measures to ease firm entry and exit, reduce 
barriers to competition and trade, deepen factor markets and strengthen market governance. In 
addition, efforts to improve the financial sustainability and efficiency of the power sector will 
be essential to attract investment in new power generation. The subsequent chapters of the 
report focus on the third area—policies and programs to improvement investment climate as a 
key determinant of productivity and growth.  
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II. UNLEASHING SUSTAINED GROWTH OVER THE LONG RUN 

A. Unleashing Sustained Growth as the Central Pillar for Poverty Reduction  

18. Raising per capita GDP growth ultimately requires increasing global competitiveness 
and the generation of demand for skilled employment; two pillars of the Government’s poverty 
reduction strategy. Pakistan’s Vision 2030 which seeks to achieve middle income status of 
around $US 4,000 per capita in the coming two decades by developing human resources and 
necessary physical and technical infrastructure, remains the medium term vision of the 
Government. However, the current environment focuses shorter term of regaining 
macroeconomic stability, maintaining employment levels and returning growth to 5-7 percent 
over the next five years.  

19. The fundamental driver behind the growth needed to underpin these objectives is 
growth in labor productivity. The decomposition of GDP per capita provides insight into the 
large role played by productivity in explaining inter-country differences over time (Figure 2.1). 
Simply, by identity, differences between countries in GDP per capita can be decomposed into 
differences in labor force participation, labor productivity and the age composition of the 
population.8 Empirically, labor productivity accounts for the bulk of the gap in GDP per capita. 
Moreover, the larger the gap in GDP per capita, the more, labor productivity accounts for the 
difference. 

Figure 2.1: Decomposition of Differences in GDP per Capita  

In comparison with  
South Asia 

In comparison with  
East Asia 

In comparison with  
United States  

  
Source: World Development Indicators. 

 
20. Over time, even with Pakistan’s high labor participation, changes in Pakistan’s GDP per 
capita have been dominated by variations in labor productivity. The pattern of growth in these three 
variables is seen by tracking the ratio of GDP per capita in selected countries against East Asia 
(Figure 2.2). The figure makes it clear that labor productivity is the most important contributor to the 
gap in per capita income between countries. Pakistan increased its labor force participation relative to 
East Asia in the later years, but still, the GDP per capita gap rose due to the rising labor productivity 
gap over time. In 2006, Pakistan’s labor productivity was slightly higher than South Asia’s but 
considerably lower than that of the East Asia Region (Figure 2.3). 

                                                 
8  GDP per capita*= Labor productivity; * Labor force participation; * Age composition of the population Labor 

force participation means the proportion of the working age population which is employed or unemployed, and 
age composition of the population refers to the proportion of the population which is of working age.  
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Figure 2.2: Evolution of GDP Per Capita in Pakistan and Selected Economies with Respect to East Asia,  
1990-2006  

Source: The World Bank, World Development Indicators, 2008.   
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Figure 2.3: Labor Productivity Comparisons  

 
Source: Investment Climate Survey 2007, World Bank 2008. 

 
21. Labor productivity is decomposed into two growth terms: increasing capital deepening9 
and gains in total factor productivity.10 Total factor productivity at the firm level reflects the 
contribution of firm specific factors such as investment in technology adoption, upgrading of labor 
force skills, proprietary knowledge and as described below, adaptation to other investment climate 
dimensions. Due partly to the high labor force participation in Pakistan, labor productivity in 
Pakistan grew slower than in South Asia and particularly East Asia through the lower capital 
intensity growth. Growth in total factor productivity was comparable to other South Asian countries, 
though slightly lower than the average, owing to India’s high TFP growth over the period. However, 
as shown in the next, lower capital intensity of production, is not due to low investment, but rather 
the rapid increase in the labor participation rates, which places a much higher burden on maintaining 
growth in investment through increasing of TFP, than for other countries. 

Figure 2.4: Labor Productivity Growth Decomposition in Selected Economies, 2001-2006 

Source: Investment Climate Survey 2007, World Bank 2008. 

                                                 
9  Capital deepening means here, higher capital output ratios, based on higher investment rates relative to labor growth. 
10  Numerous articles in economic literature attribute differences in output per worker between rich and poor 

countries to TFP. See Caselli (2005), Hall & Jones (1999), and Klenow & Rodríguez-Clare (1997).  
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22. Like other countries, factor accumulation, was the primary source of growth in 
Pakistan over the past five decades with growth periods coinciding with higher productivity. 
Long-term growth has averaged around 5 percent since 1960 but the record has been volatile. In 
general, periods of higher growth coincided with higher TFP—particularly in the 1980s and 
2000s—which in turn, coincided with macro stability, microeconomic reforms and political 
certainty. The most recent example of this is the growth episode was in the early 2000 period, 
when TFP growth accounted for a quarter of the 2002-2006 growth rates. (Figure 2.5). Still, 
although Pakistan’s higher than average growth was more capital intensive than that of its 
neighbors it still falls short of the type of growth East Asia experienced. Recent growth analysis 
estimates suggest that Pakistan would need to raise the investment rate well above the current 
rate of around 17 percent of GDP to rates of around 27-29 percent, in order to realize a return to 
steady episodes of 7 percent growth.11 

Figure 2.5: Growth Accounting, 1960-2005 

By year By country 

Source: The World Bank, Growth and Export Competitiveness, 2006. 
* Note: Average growth rates are calculated up to year 2003 except for Pakistan up to 2005. 

23. At the firm level, the Olley Pakes (O&P) methodology distinguishes between average 
productivity and aggregate industry wide productivity.12 Dynamic aspects of efficiency resulting 
from entry and exist are difficult to observe, since the data needed to examine ‘churning effects’ 
is not available. Instead, the static analysis uses an Olley-Pakes methodology to decompose 
aggregate productivity into two terms: (i) the productivity of the average firm (average 
productivity), and (ii) the weighting effect (allocative efficiency) which reflects the distribution 
of the average productivity across firms of various market shares. Attention to the allocation 

                                                 
11  The World Bank, Growth and Export Competitiveness, 2006. 
12  According to the Olley-Pakes (O&P) decomposition: (i) average productivity is the efficiency of the average or 

representative firm of the industry, and (ii) aggregate productivity is the weighted average of firm level 
productivities, where the weights are firms’ shares of sales and productivity. In calculating productivity for a 
sector, therefore, higher value is given to productivity of firms with larger market shares. The term allocative 
efficiency is, by construction, the difference between aggregate productivity and average productivity, reflecting 
the allocation of market share according to firm level productivity—or in other words, the first level covariance 
effect between productivity and the firm’s market share. This is, in general, a widely accepted proxy for firm 
level efficiency. If the allocative efficiency is zero, then either all the firms have the same level of productivity, 
or all the firms have the same share of sales, or both. If the allocative efficiency is positive, then high productive 
firms have larger market sales than low productive firms.  
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effects is important, particularly for Pakistan, as wide dispersions of productivities are observed 
even within narrowly defined industries.13 

24. The allocative efficiency term, in a static sense, represents distributional aspects of 
productivity differences among firms of different sizes and market shares. A large term reflects 
high productivity firms co-existing with low productivity firms and therefore opportunity for 
gains from resource reallocation. A large positive term reflects high association of the high 
productivity firms with high market shares, providing evidence of an allocative efficiency which 
“allocates” productivity (either from an efficiency or market dominance angle) to firms with high 
market share. Regardless, it is fair to say that a positive allocative efficiency on term is likely 
superior to a situation with a large negative term for the purposes of allocative efficiency.  

25. The high variance of firm level productivity embodied in the allocative efficiency 
term may also reflect market frictions that enable low productivity/low market share firms to 
exist without exit. In other words, in a frictionless economy, the allocative efficiency term of the 
O&P decomposition may equal zero, since productive establishments will take all market share. 
Nonetheless, frictions arise which prevent this theoretical outcome. Frictions may arise from a 
variety of causes, including the adjustment costs of entry and exit, difficulties in contract 
enforcement, lack of property rights enforcement, poor retail systems, competition issues, market 
structure, or technological factors. These frictions in an economy are part of the investment 
climate for doing business and impact the efficiency of an average firm in a given country but 
they can also help explain the existence and role of a large allocative efficiency term.  

26. These allocation factors are especially important in Pakistan, as compared to other 
countries. International comparisons show that Pakistan has a very large allocative efficiency 
term in the late 2000s (Figure 2.6). The large allocation term not only supports the hypotheses of 
resource allocation toward higher productivity firms, but also of a duality in the economy14 
where formal and (relatively) high-productive firms coexist with smaller, informal, low 
productive firms. The positive allocation term indicates that at least most of the resources are 
being used by the top ranked firms in terms of average productivity. However, the coexistence of 
a high efficiency term with a low average productivity term shows that the low productivity 
firms dominate in terms of numbers but not in terms of market shares. Traditionally, aggregate 
productivity in a dual economy is depressed as too many resources are allocated to low 
productivity production in the informal sector. 

                                                 
13  Productivity analysis has commonly focused on differences in technical efficiency within representative firms (or 

average productivity). See, for example, Howitt (2000), and Klenow and Rodríguez-Clare (2005). However, 
empirical attempts at capturing allocative efficiency results from the recognition that competitiveness involves not 
only average productivity levels but also how resources are allocated among heterogeneous plants. A healthy market 
mechanism encourages resources to move to more productive firms with the static result being that more productive 
businesses have larger market shares. See, studies by Baily, Hulten and Campbell (1992), Bartelsman, Haltiwanger, 
and Scarpetta (2004), Foster, Haltiwanger, and Krizan (2006), Olley and Pakes (1996), Alfaro et.al. (2007), Olley and 
Pakes, 1996, Griliches and Regev 1995, and Foster Haltiwanger and Krizan, 2001, 2002.  

14  Dual economy theory refers advanced, capital-intensity sectors coexisting with comparatively poor, traditional 
labor intensively sectors (Boeke, 1953; Lewis, 1954; Hirschman, 1958). The debate traditionally focuses on 
economic growth being achieved through capital-intensive and more innovative sectors versus resources being 
distributed through the economy for a more balanced growth. The lack of feedback mechanisms between both 
sectors limits gains in average productivity. See for example, Gopinath, Roe and Shane, 1996, Blunch and Verner, 
1996; Martin and Mitra, 1998; Krueger, Schiff, and Valdes, 1992, Vollrath (2008 and J H Boeke, 1953). 
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Figure 2.6: International Comparison of Allocative Efficiency Term  
Share of allocative efficiency on aggregate log-productivity 

Source: Estimates from Investment Climate Surveys. 

 
27. The productivity distribution in Pakistan is asymmetric and less spread when 
compared with a standard normal, and has two parts.15 Most of the density mass consists of low 
values of productivity—Area I in Figure 2.7—with another smooth and smaller density peak in 
Area II, representing the formalized and high productivity firms. This distribution of 
productivities provides an opportunity for: (i) bringing the technical efficiency of less productive 
firms closer to the more productive ones in Area 2, and (ii) reallocating resources across plants. 
Both lead to an increase in aggregate productivity (Figure 2.7). In the first scenario, a 
hypothetical increase in the technical efficiency of the firms in Area 1 would cause a symmetric 
displacement of productivity density towards the right. In the second scenario, when less 
productive businesses in Area 1 exit the market, the productivity distribution moves towards the 
right to a greater extent than in the previous case, provided that the lower level of productivity in 
the population is that of firms of Area 2 (Figure 2.8). Consequently, resources released by exiting 
firms are used by more efficient plants, translating to welfare gains for the economy. 

Figure 2.7: Kernel Estimate of Productivity Density  Figure 2.8: Changes in the Productivity Distribution 

 
Source: Investment Climate Survey 2007. 

                                                 
15  Kernel density estimation is a non-parametric way of estimating the probability density function of a random 

variable. In other words, given some data about a sample of a population, kernel density estimation makes it 
possible to extrapolate the data to the entire population. 
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28. Analysis of the enterprise surveys of 2002 and 2007 suggests that aggregate 
productivity in Pakistan’s manufacturing sector increased over the period.16 The observed 
increase in productivity was due mainly to the allocation becoming more biased toward larger 
market share firms and only marginally due to a rise in the term measuring average productivity. 
This indicates that although there was a process of reallocation of market share toward higher 
productivity firms, low-productive firms lost market share but did not exit the market and 
suppressed the ‘average firm’ productivity term. The increase in aggregate productivity is 
observed for the both the two datasets and confirmed by extracting a non-representative panel 
sample of 400 firms which were surveyed twice (Figure 2.9). The increase was due to both to 
increases in firm level productivity as well economy wide productivity gains resulting from 
market shares going to firms with higher levels of productivity. 

 
29. The change in the productivity distribution over the 2002-07 period indicates slightly 
less concentration of low productivity firms in 2007 than in 2002. The observation as graphed 
as kernel density graphs for the two samples periods of FY02 and FY07 that the average 
productivity distribution of firms is moving to higher 
productivity areas supports a dynamic analysis of 
rising firm level productivity (Figure 2.10). The 
results show clearly the high concentration of low 
productivity firms which characterizes Pakistan’s 
enterprise sector. It underscores the results described 
above which imply low average productivity and a 
high range of productivity differences among co-
existing firms. This migration of firms towards more 
productive areas of the frequency distribution is also 
fully consistent with the increase of average 
productivity observed in the O&P decomposition.  

                                                 
16  Caution should be used when interpreting productivity purely as efficiency. There is debate in the field 

regarding whether productivity should be better viewed as firm-level revenue generation power which consists 
both of using factors more efficiency, (i.e. technical efficiency) resulting from firm specific investment in 
technology, competition, labor skills, etc on the one coupled with firm specific market power that allows a 
firm’s own prices to be raised in relation to the sector deflators being used. In this analysis, distinction is not 
possible, so that the term productivity is used to cover both.  

Figure 2.9: Aggregate and Average TFP Over Time 

Total manufacturing sample Panel portion of manufacturing sample  

Source: Investment Climate Survey 2007. 

Figure 2.10: Kernel Density for Productivity, 
FY02 and FY07 

Source: Investment Climate Survey 2007. 
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30. Over time, the analysis implies that large firms were more productive than small and 
medium firms, and older firms gained more allocative efficiency than younger firms. When 
one looks at the productivity levels on average, large firms are only slightly more efficient that 
the average small or medium firm. However, when taking into account the allocative efficiency 
effects, the productivity differences are larger. When looking at the firms’ age, the difference in 
the two transmission mechanisms is even greater. On average, old firms are about as productive 
as new firms but in terms of distributional aspects, the allocative efficiency is much higher for 
the old firms than for the young firms (Figure 2.11). Therefore for older firms, high productivity 
firms are associated with firms commanding a relatively high market share, reflecting an ability 
of those firms to generate higher revenues for given inputs. This relationship holds for older 
firms to a greater degree than younger ones and may represent biases against innovative younger 
firms and frictions in the entry/exit mechanism.  

31. Firms in Sindh, dominated by the larger and more established firms of Karachi, have 
higher levels of average productivity and allocative efficiency than other provinces. This 
pattern is also consistent with the view that higher market shares, and the associated higher levels 
of productivity, rest with the group of larger, older firms as opposed to the group young and 
small firms (Figure 1.21). Apart from the results from Sindh firms, average firm level 

Figure 2.11: Aggregate and Average Productivity, 2007 

 By firm size  By age of the firm 

 

By province 

 
Source: Investment Climate Survey 2007. 
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productivity does not differ as much across provinces, but differences are seen in the allocative 
efficiency term. Therefore, while Punjab has the second highest aggregate productivity but due 
to the allocative efficiency effect of larger market share firms as compared to Baluchistan and 
particularly NWFP, where average productivity did not differ as much across firms. 

B. The Investment Climate’s Role in Supporting Pakistan’s Growth Agenda 

32. The investment climate plays a critical and determining role in supporting the two 
forces driving Pakistan’s development strategy. As articulated in Pakistan’s poverty reduction 
strategy these forces are: (i) increase in firm level efficiency, and (ii) creation of high quality 
jobs and increasing employment for the high proportion of the working age population. In both 
cases, the investment climate plays a critical role through the transmission mechanisms depicted 
in Figure 2.12. An improved investment climate has the effect of increasing employment and 
efficiency of the firm by: (i) directly increasing productivity, (ii) increasing market competition, 
and (iii) decreasing the degree of informality. 

Figure 2.12: The Investment Climate’s Transmission Channels 
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33. Several individual and country studies show that the quality of the investment climate 
is positively associated with productivity, growth and poverty.17 As an empirical exercise, the 
positive correlation between demean aggregate productivity18 (a proxy of the investment climate 
effect on productivity) and the 
business environment (as proxied by 
the Doing Business Rankings 2008) 
can be clearly seen in cross-country 
regressions (Figure 2.13). This 
figure shows that large and positive 
investment climate effects on 
average productivity are associated 
with larger income per capita and 
ease of doing business. It illustrates 
how the social and political 
arrangements (investment climate) 
that a society employs in the 
production of goods and services, 
dramatically impacts the society’s 
living standards. Other multi-country 
studies show that the investment 
climate has a direct and significant 
impact on TFP and growth. Recent 
cross country estimates imply that if 
Pakistan made significant 
improvements in its education, 
infrastructure and financial depth to 
reach the top 25 percent of 
developing county levels, the 
country’s per capita GDP would 
increase by more than two and half 
times over what it was in the 2001-
05 period.19  

34. Firm level data from Pakistan also shows that a large positive correlation between 
productivity and employment with facets of the country’s investment climate. As the aggregate 
log-productivity can be split into average log-productivity and allocative efficiency, 
symmetrically we can compute the IC contributions on both terms. Based on the econometric 
estimations described in more detail below, the investment climate in Pakistan explains 11 
percent of average productivity differences among firms, which is amplified to 41 percent for 

                                                 
17  See Bosworth and Collins, 2003; Dollar et al., 2004; Rodrik and Subramanian, 2004; Loayza, Oviedo and 

Serven, 2004; McMillan, 1998 and 2004; OECD, 2001; Wilkinson, 2001; Alexander et al., 2004; Djankov et al., 
2002; Haltiwanger, 2002; He et al., 2003; World Bank, 2003; World Bank, 2004 a, b; World Bank 2005; 
Prescott, 1998; Cole et al, 2004; Escribano and Guasch 2005 and 2008; Escribano et al., 2008 a, b, c and d. 

18  The part of productivity explained or influenced by the investment climate is referred to as demean 
productivity, as in Escribano et al (2008c), and allows international comparisons. 

19  The World Bank, Pakistan: Growth and Export Competitiveness, 2007. 

Figure 2.13: Relationship Between Income, Demean 
Productivity and the Business Environment 

By GDP per capita 

 
 

Source: Investment Climate Survey 2007 and Penn World Table data.  

By doing business indicators 

 
Source: Investment Climate Survey 2007.and Doing Business Report 2007. 

CHL

HRV

ZAF
MEX

BRA

TURIDN
PHL

IND
PAK

BGD

y = 5.6x + 0.5
R2 = 0.49

0.0

1.0

2.0

3.0

4.0

5.0

6.0

0.0 0.1 0.1 0.2 0.2 0.3 0.3 0.4 0.4 0.5 0.5

GDP per capita (relative to U.S)

D
em

ea
n

 a
ve

ra
g

e 
p

ro
d

u
ct

iv
it

y

CHL

HRV
ZAF

MEXBRA

TUR
IDN

PHL

IND
PAKBGD

y = 0.4x + 0.8
R2 = 0.33

0.0

1.0

2.0

3.0

4.0

5.0

6.0

0.0 1.0 2.0 3.0 4.0 5.0 6.0

Rank on the ease of doing business 

D
em

ea
n

 a
ve

ra
g

e 
p

ro
d

u
ct

iv
it

y



 

18 

aggregate productivity due to the high allocative efficiency term.20 The estimations show that 
over two-thirds of the variations in average employment are explained by the investment climate.  

Figure 2.14: Share of Productivity and Employment Explained by the Investment Climate 

By average productivity By aggregate productivity By average employment 

 
Source: Investment Climate Survey 2007. 

 
35. The statistical relationship between the investment climate variables and productivity is 
positive, but due mostly to the allocative term rather than through average firm productivity. 
Pakistan’s demand aggregate productivity—meaning the part of productivity affected by the 
investment climate—is comparable with that of Mexico and South Africa, lower than that of Chile 
and Brazil, and higher than that of other countries in the region and even in Asia (such as, 
Indonesia, Turkey and the Philippines),21 underscoring the investment climate’s positive impact22 
(Figure 2.15). However, in Pakistan the investment climate’s contribution to aggregate productivity 
is made prominent by the fact that the investment climate has a negligible and marginal impact on 
average productivity. This market characteristic is observed strongly in Brazil and Pakistan and to 
a lesser extent in India and Bangladesh. On the other hand, countries like Chile, Mexico and South 
Africa derive their high levels of aggregate productivity growth from business conditions which 
raise average productivity of the representative firm.  

                                                 
20  Productivity at the firm level is expressed as logP=a0+ai+ar+as+b*IC+e, where a0 is the constant term, ai, ar 

and as are respectively sector, region and size fixed effects, and e is an error term. The share of the IC on firm 
level productivity is simply (b*IC/logP)*100, and the share of the other stuff is [(a0+ai+ar+as+e)/logP]*100. 
By aggregating those expressions according to the O&P decompositions, we get the share of the IC on average 
log-P and on the allocative efficiency. The empirical approach consists of a structural model that relates the 
conditional expectation of productivity with more than 140 investment climate and 30 control variables 
productivity in logs or in levels., following Escribano et al (2008) and uses productivity in logs, to apply 
additive properties. (See appendix on econometric methods). 

21  To avoid the problems of direct comparison of productivity across countries, demean productivity is used to 
enable cross-country comparisons. The demean productivity is the portion of productivity which is explained by 
the investment climate. In Pakistan’s case, the proportion of average productivity explained by the investment 
climate is around 11 percent, while for aggregate productivity the number is amplified to 41 percent.  

22  Caution is advised in inferring conclusions when making comparisons here—as this only maps the association 
between productivity and IC and puts the aggregate results in perspective with other countries using the same 
methodology. However, the interrelationship between investment climate and firms’ performance is too 
complicated and involves too many interrelationships to try to summarize all of them in a single figure. Instead, 
we think that the comparison is very useful as it puts our results in perspective and provides us with a starting 
point to begin our analysis. 
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Figure 2.15: Aggregate and Average Demean Log-Productivity Across Countries 

Source: Investment Climate Survey 2007. 
Note: The productivity measure used is the demean restricted Solow residual in logs. See appendix on econometric methods for more details. 

 

C. Determining Priorities in the Investment Climate  

36. Priority areas in the investment climate are identified from empirical analysis and 
from asking firm managers—both imperfect and indirect, but yielding consistent results. The 
two approaches generally followed to assess the relative importance of various aspects of the 
investment climate involve: (i) measuring their empirical impact on desired outcomes—in this 
case productivity and employment, and (ii) drawing inferences from the perceptions of 
practitioners working in Pakistan.23 For the investment climate survey, managers of domestic 
firms working in Pakistan are asked their view of top constraints, both in absolute terms and 
ranked against one another. Later in the report, indicators of the identified constraints are 
benchmarked against other countries, within groups and across time. While the analytical 
framework is imperfect and require caution in strict interpretations, impressions and 
approximations taken from various perspectives provide robust direction for the report’s policy 
recommendations.  

37. Specific investment climate priorities for Pakistan, as enunciated by firm managers, 
are relatively consistent with the FY02 responses but also show some dramatic changes. In 
particular, in 2002, most firms perceived the principal investment climate constraints to be 
infrastructure; red tape, bureaucracy and economic governance; access to finance and electricity; 
corruption; political instability; and macroeconomic instability. In 2007, they identified the 
constraints as electricity, macroeconomic instability, corruption, and political uncertainty. 
Clearly there is some commonality as infrastructure, governance and economic/political stability 
were and still are high on the minds of entrepreneurs (Figure 2.16).  

  

                                                 
23  While the information coming from managers’ perceptions is very useful, the econometric analysis provides 

more scientific insights on the actual investment climate conditions and the key bottleneck faced by firms as we 
start from a population structural model and draw conclusions by deduction from that model. In other words, we 
let data define the IC bottlenecks rather than subjective measures.  
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Figure 2.16: Percent of Firms Considering Obstacle as Major / Severe 

 
 
38. However, a comparison of the firms’ assessments of particular investment climate 
constraints over this period clearly reveals both successes and great challenges. In particular, the 
substantial deterioration in the power sector over 
time is clear—the number of firms considering this 
to be major or severe constraint has doubled. Firms 
also perceive governance, corruption, macro and 
political instability, and crime and disorder to have 
worsened considerably. On the other hand, in areas 
where the government has devoted resources  
and policy attention—finance, tax administration, 
anti-competitive practices, labor regulations, and 
customs and trade regulations—major 
improvements are perceived by firms (Table 2.1). 
For instance, taxes and access to finance were 
perceived to be top constraints in 2002 but now 
rank much lower on the list—the number of firms 
considering these as major obstacles has halved 
over the five year period. Improvements in labor 
and customs regulations have been even more 
dramatic. 

39. Empirically, the same top constraints perceived by firms in 2002 were also 
constraints to productivity growth. The key IC variables are identified through their impact on 
productivity and observed using an econometric estimation of a Probit model which examines 
the probability of productivity change given the investment climate conditions firms faced in 
FY02. In spite of the clear limitations implicit in this exercise, the interest is to have empirical 
evidence to support hypotheses about the factors behind positive productivity changes observed 
between FY02 and FY07.24  

                                                 
24  The Probit model applied in this exercise is based in a non-representative panel of 400 firms and cannot be 

extended to the entire population but rather the sub-sample is representing. Problems of simultaneity and 
omitted variables may also be presented. All the econometric issues are treated in detail in the econometric 
appendix. 

0

10

20

30

40

50

60

70

80

E
le

ct
ri

ci
ty

C
o

rr
u

p
tio

n

M
a

cr
o

in
st

a
b

ili
ty

P
o

lit
ic

a
l

in
st

a
b

ili
ty

T
a

x 
ra

te
s

C
ri

m
e

, t
h

e
ft,

d
is

o
rd

e
r

A
cc

e
ss

 to
 la

n
d

T
a

x
a

d
m

in
is

tr
a

tio
n

A
cc

e
ss

 to
fin

a
n

ce

L
ic

e
n

si
n

g
 a

n
d

p
e

rm
its

T
ra

n
sp

o
rt

A
n

ti-
co

m
p

e
tit

iv
e

p
ra

ct
ic

e
s

S
ki

ll
a

va
ila

b
ili

ty

T
e

le
co

m

L
a

b
o

r
re

g
u

la
tio

n
s

C
u

st
o

m
s 

a
n

d
 

tr
a

d
e

re
g

u
la

tio
n

s

2007 2002

Table 2.1: Percent of Firms Considering 
Obstacle as Major / Severe 

 2007 2002 

Deterioration   

  Electricity 79.6 39.3 

  Corruption 56.7 40.3 

  Macro instability 56.6 34.5 

  Political instability 46.8 40.4 

  Crime, theft, disorder 32.5 21.4 

Improvements    

  Tax administration 23.2 47.0 

  Access to finance 17.6 38.3 

  Anti-competitive practices 14.1 21.4 

  Labor regulations 5.9 15.8 

  Customs regulations 5.8 24.4 
Source: Investment Climate Survey, 2002 and 2007. 
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40. A clear set of specific variables 
appear to have had an important impact on 
productivity change between 2002 and 
2007 These variables include: (i) number of 
power outages and the low quality of power 
supply (on average, those firms that suffered 
a larger number of power outages in FY02 
reduced their productivity in FY07), (ii) the 
time, costs and hassles in complying with 
regulations (productivity is unlikely to grow 
in those firms in which the managers’ time 
is spent dealing with bureaucracy or 
receiving more inspections), (iii) crime and 
security (higher losses due to crime are 
associated with lower increases in 
productivity; at the same time, investing in 
security is associated with increases in 
productivity), (iv) access to finance (those 
firms having access to a credit line, loan or 
loan with collateral in FY02 increased 
productivity on average in FY07) and (v) 
training both formal and on the job 
(providing training is associated with gains in productivity from FY02-07) (Table 2.2). 

41. The list of top constraints, as revealed by the firms interviewed in 2007, included 
electricity, followed by macro and political instability, corruption, tax rates, and crime. 
Traditional aspects of business—including business regulation, land, labor and capital markets, 
and infrastructure services other than power—were ranked lower in the list of possible 
investment climate constraints (Figure 2.17). Also, issues related to courts, access to land and tax 
administration, although not listed among the top three constraints, are nonetheless considered a 
problem by a significant proportion of firms.  

Figure 2.17: Most Important IC Constraints 

(Percentage of firms ranking constraint in top 3) 

 
Source: Investment Climate Survey, 2007. 
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Table 2.2: Important Investment Climate Variables in 
2002 

Explanatory IC variable 
Dependent variable: Prob.

of increased producivty 

Infrastructure Number of power outages - 

Low quality supplies - 

Economic 
governance 

Security expenses + 

Crime losses - 

Manager’s time spent in 
bureaucratic issues 

- 

Number of inspections - 

Informal payments to obtain a 
contract with the government 

+ 

Illegal payments in protection - 

Finance Dummy for credit line + 

Dummy for loan + 

Dummy for loan with collateral + 

Dummy for trade association + 

Labor markets 
and skills 

Staff-female workers - 

Staff-university education + 

Training to non-production 
workers 

+ 

Other variables Dummy for state owned firm + 

Source: Investment Climate Survey 2007. 
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42. The results of the 2007 Investment Climate Survey are consistent with the 
perceptions of other surveys such as the Global Competitiveness Report (GCR). In the latest 
GCR covering 2008, government instability, corruption, inefficient bureaucracy, and inflation 
are listed as primary constraints faced by the private sector in Pakistan (Table 2.3). Tax rates and 
regulation, access to finance, labor regulations, and foreign currency regulation—which were 
previously considered primary constraints—are now viewed as secondary to the above 
mentioned macroeconomic and governance issues. In addition, the lack of infrastructure and 
skilled labor force continue to be constraints to productivity growth.  
 

Table 2.3: Pakistan’s Ranking in the Global Competitiveness Index, 2008-09 
 Pakistan India China Bangladesh

Global Competitiveness Index  92 48 34 107 

1. Institutions 81 48 77 126 

2. Infrastructure 72 67 52 120 

3. Macroeconomic stability 101 108 7 87 

4. Health and primary education 115 101 61 105 

5. Higher education and training 116 55 78 126 

6. Goods market efficiency 82 36 58 93 

7. Labor market efficiency 113 96 55 76 

8. Financial market sophistication 65 37 118 75 

9. Technological readiness 89 62 73 125 

10. Market size 28 3 2 36 

11. Innovation and sophistication 78 26 50 111 
Source: World Economic Forum, Global Competitiveness Index, 2008. 

 
43. Power sector issues were overwhelmingly identified as the most serious obstacle 
facing Pakistan’s investment climate. More than three quarters of manufacturing firms consider 
power a major or severe obstacle, with 83 percent seeing it as one of the top three constraints. 
Other types of infrastructure—water supply, transport and telecommunications—were rated 
relatively less important in the list of potential investment climate constraints. The percentage of 
firms considering these issues as severe was only 16, 15 and 6 percent, respectively. 

44. The macroeconomic, political and governance issues which underpin the country’s 
investment climate have become the second most important set of obstacles. Macroeconomic 
instability, political uncertainty, corruption, and crime/disorder were ranked as the top 
constraints after power. More than half of all manufacturing firms rated macroeconomic and or 
political instability as major obstacles. In the case of macroeconomic instability, 43 percent of 
firms consider it as one of their top 3 constraints. For political instability, a quarter of firms 
considered it in the top 3. Firms also considered corruption, crime and the courts to be major 
obstacles. Corruption, in particular, was listed as a major obstacle by more than half the firms 
surveyed and a third ranked it among the top three obstacles. A tenth of firms thought corruption 
was the number one constraint. It is also significant that a third of firms considered crime and 
disorder a severe or major obstacle, with almost a quarter placing it among the top three 
constraints. Finally, while only a small number of firms ranked courts among the top three 
constraints, over a third listed it as a serious constraint to the investment climate.  

45. The top constraints facing service sector firms do not differ radically from 
manufacturing, though some differences are notable. Electricity was the top constraint but 
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relatively less important to services than to manufacturing—around a third of service firms 
ranked it as the number one constraint and 60 percent ranked it in the top three. On the other 
hand, access to land was more important to service firms than to manufacturing—half the service 
firms ranked it an important obstacle and a quarter put it among the top three. Similarly, crime, 
corruption and the courts were relatively more important to services than to manufacturing. A 
third of service firms ranked crime or corruption as the top constraint, compared to 12 percent of 
manufacturing firms.  

46. Small and medium enterprises rank investment climate constraints in generally the 
same order and with similar levels of concern as large firms. The principal difference is that 
corruption is of bigger concern to small firms, as are finance, tax administration, education, and 
customs. Larger firms find courts, labor regulations, business permits, and electricity more 
problematic than small firms but the differences are only slight. Crime and disorder seems to be 
more of an issue for large and very small firms, as compared to medium firms.  

47. Unlike size differences, regional differences in the perception of investment climate 
constraints are significant (Figure 2.18). Electricity is ranked as the top constraint by all 
provinces apart from Baluchistan which sees corruption as the most important issue, while a 
third of the other three provinces rank corruption as a top constraint. Macroeconomic stability is 
considered a top constraint only in Punjab, and to a lesser extent in Sindh. On the other hand, 
only 15 percent of Punjab firms and 10 percent of firms in NWFP view political instability as a 
top constraint, while 43 percent of Sindh firms and over half of Baluchistan’s firms consider it 
so. Crime is not considered a constraint by any firms in NWFP but is so in the other three 
provinces—particularly Sindh. NWFP is less concerned with economic governance and more 
with tax rates, customs and trade, finance, land, informal competitors, and courts as the top 
constraints. Baluchistan’s concern about land availability as a top constraint is also noteworthy.  

Figure 2.18: Top IC Constraints 

Source: Investment Climate Survey, 2007. 

 
48. The investment climate areas which impact productivity and employment are the 
same according to the econometric analysis and the perceptions of firm managers.25 The 
investment climate’s association with firm level productivity is primarily through infrastructure, 
which accounts for more than 30 percent of the IC’s contribution to average log-productivity. 

                                                 
25  With the current econometric methods available, and limitations posed by omitted variables, simultaneity, 

outliers, missing observations, measurement errors, cluster sampling, selection of the relevant model, etc., 
results should be treated with caution and inferences of causal relationships between IC variables and outcomes 
should be avoided. 
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Economic governance, corporate governance and finance, together, account for another half. Not 
surprisingly, the association of the investment climate with average employment is dominated by 
labor market issues of skills and wages, but surprisingly not highly affected by productivity 
(Figure 2.19), possibly reflecting the type of production dominating the sector. 

Figure 2.19: Percentage Contribution of Investment Climate Groups to Productivity and Employment 

Source: Investment Climate Survey 2007. 

 
49. The degree of association of various investment climate areas with aggregate 
productivity and employment depends very much on the role of the allocative efficiency effect. 
Results reflect a duality in Pakistan’s economic structure and transmission of investment climate 
effects In particular, the investment climate’s association coming from infrastructure, economic 
governance, corporate governance and finance, shrinks for all four of these areas, when 
comparing average with aggregate productivity. On the other hand there is a much higher role for 
innovation and labor skills in the aggregate than implied by the association with average 
productivity. The results show that a larger more formalized firm is associated with the pro-
productivity aspects of the investment climate. In other words, the large market share firms are 
more susceptible to the positive impacts of finance, innovation and skills and less exposed to the 
negative impact of infrastructure, economic governance and concentrated ownership. 

50. The range of specific IC variables which are significantly associated with 
productivity differences, highlight the wide range of ways the investment climate affects 
economic growth (Table 2.4). Some variables in infrastructure, economic governance and 
finance coming from the 2007 estimates remained robust and significant contributors to 
productivity as compared with 2002. In particular the negative impact of power outages, crime 
losses, payments to receive government contracts, and the positive impact of access to formal 
finance were also significant in the 2002 probit model described above. On the other hand, the 
list of significant variables in 2007 presents some important and revealing differences. In 
particular, issues relating to government-business interface—for example, number of inspections 
or time businesses spend complying with regulations—is no longer significant, underscoring the 
perception among firms that business regulation has improved.  
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Table 2.4: Summary of Impact of Individual IC Variables on Productivity and Employment 

(Direction of the effect of elasticities and semi-elasticities)

Source: Investment Climate Survey 2007. Values of the elasticities and semi elasticities and their significance levels are included in the Appendix on econometrics 
methods. 

 

Productivity Employment
Days to clear customs for exports ‐ interaction with firms that do export ‐
Number of power outages ‐
Dummy for own generator +
Electricity from a generator +
Dummy for insufficient water supply ‐
Products with own transport + +
Shipment losses, exports ‐
Days of inventory of main intermediate material + +
Dummy for industrial zone +
Dummy for conflicts with clients with a court involved +
Dummy for security expenses + +
Crime losses ‐ ‐
Payments to obtain a contract with the government ‐
Sales reported to taxes +
Dummy for gifts in tax inspections ‐
Purchases paid before delivery ‐
Sales paid after delivery +
Working capital financed by internal funds ‐
Working capital financed by private banks +
Working capital financed by family/friends ‐
Working capital financed by informal funds ‐
Working capital financed by state‐owned banks +
Dummy for checking or saving account + +
Own land +
Dummy for credit line +
Dummy for external audit +
Dummy for quality certification +
Dummy for process innovation +
New equipment +
Computer controlled machinery +
Staff with computer +
Dummy for e‐mail +
Dummy for FDI +
Exporting experience +
Dummy for more than 5 competitors +
Staff ‐ production workers +
Staff ‐ female workers ‐ +
Staff ‐ skilled workers +
Dummy for training +
Training to non‐production workers +
Experience of the manager +
Education of the manager +
Largest shareholder ‐

Dummy for incorporated comapny +
Dummy for limited company +
Trade union +
Capacity utilization +
Dummy for help from BOI +
Dummy for help from EPB +
Dummy for materials from rural villages with local supplier +
Dummy for materials from rural villages with supplier from firm's city ‐
Dummy for materials from rural villages with sub‐contractual aarrangement +

+
‐

Economic 
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Productivity
Real wages

Dependent variable
Explanatory IC variable

Labor markets 
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51. Variables which relate to the degree of formality of firms and the ability of formal 
firms to cope with business problems are highly significant. In infrastructure, these include own 
generators, own transport, own security, and number of days of inventory. The location in an 
industrial estate is also significant, representing productivity gains from agglomeration 
economies. In the case of economic governance variables, there is a strong association between 
productivity and variables representing a formal nature of firms, including, (i) handling disputes 
through courts, (ii) reporting sales to tax authorities, (iii) dispersed ownership concentration, and 
(iv) having checking/savings accounts and access to working capital through private banks. 
Innovation and skill variables are also significantly associated with productivity differences—
including process innovation, new equipment, foreign direct investment, and training.  

52. The effect of the individual investment climate (IC) variables are associated with aggregate 
productivity through average productivity and through the allocation of resources (Figure 2.20). 
Specifically, 14 percent of the effect IC variables have on aggregate productivity is due to average 
productivity and the remaining 86 percent due to the allocation effect. The key significant variables 
and their share in the total average and aggregate productivity, are as follows:  

 Number of power outages (infrastructure). The share in average productivity is -
13.3 percent and the share in allocative efficiency is 6.7 percent. Hence, the negative 
effect on productivity is biased towards low market share firms. 

 Days of inventory of main intermediate material (infrastructure). The share in 
average productivity is 14 percent, while the allocation effect (9 percent) amplifies 
the average, indicating the positive effect concentrated in high market share firms. 

 Sales reported to taxes (economic governance). This variable accounts for 12.8 
percent of aggregate productivity and 12.3 percent of average productivity effect. 

 Working capital financed by internal funds (finance). Out of the total -6.6 percent 
share in aggregate productivity, -8.3 percent is from average productivity, indicating 
that the effect is muted and concentrated on the low share of sales firms. 

 Working capital financed by private banks (finance). The variable is positively 
associated, accounting for 11.3 percent of productivity. The allocation effect accounts 
for almost all the effect (9.6 percent) indicating the positive effect is concentrated in 
firms with high market shares. 

 Dummy for process innovation (innovation and competition). The share in 
aggregate productivity is 15.7 percent but like finance, through allocative efficiency 
(13.1 percent) as the average effect accounts for one sixth of the overall contribution. 

 Dummy for training (labor markets and skills). Of the total 12.4 percent share in aggregate 
productivity, 11 percent is from allocation and 1.4 percent due to the average. 

 Largest shareholders (corporate governance). The aggregate effect is—8.1 percent, 
muted from—16.2 percent (average) by a positive allocative efficiency of 8.1 percent. 
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Figure 2.20: Investment Climate Contributions on Average and Aggregate Productivity  

Source: Investment Climate Survey 2007. 
Notes: Percentages are relative to aggregate productivity (IC contributions to aggregate productivity add up to 100). 
The productivity measure used is the restricted Solow residual in logs (see Appendix on Econometric Methods for details). 

 
53. Through infrastructure and economic governance, evidence shows that larger 
market share firms seem to cope better with negative aspects of the business climate. In 
particular, the highly negative association with average productivity is muted on aggregate 
productivity, as the effect is concentrated on small market share firms. For instance, having a 
generator is slightly related to improved productivity but the impact is amplified on aggregate 
productivity as the generators are concentrated in large market share firms. Similarly, the 
positive association with a firm having a large amount of inventory, using courts and paying for 
security is also amplified in the aggregate through the allocation effects. 

54. In the case of variables reflecting degree of formality, the allocative efficiency effect 
is small implying that the positive association with formality applies to all firms. Two variables 
are significant in this regard. First, under economic governance, reporting sales to the tax 
authorities contributes a large amount to both aggregate and average productivity. Second, the 
variable of a firm having a bank account is correlated with increased productivity at the average 
firm. There is a small allocative efficiency term, implying that having a bank account is 
positively associated with having a large market share. On the other hand there is a strong 
negative association with having concentrated ownership but, unlike the other two variables, 
associated with lower market share, muting the negative association in the aggregate.  

55. The results strongly indicate that the productivity enhancing variables of finance, 
innovation and labor skills are associated with larger market share firms. In the case of 
finance, the negative impact of pre-paying for purchases and financing working capital with 
internal funds is concentrated on small market share firms while the positive correlation between 
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productivity and working capital financing from private banks is associated with larger market 
share firms. For innovation and labor skills, the positive association with productivity—
especially for new processes and equipment—is concentrated on larger market share firms. The 
effect is stronger with training variable as a small association with average productivity is 
amplified in the aggregate.  

56. Differences in the relationship between investment climate variables and productivity 
are relatively robust across provinces and firm size with some small differences with noting. 
Specifically, infrastructure contributes the highest share to productivity differences in all 
provinces but its impact is somewhat lower in Baluchistan. On the other hand, the contribution of 
economic governance to productivity in Baluchistan is higher than it is other provinces. In 
NWFP, unlike other provinces, the contribution of economic governance, finance and corporate 
governance to productivity is relatively equal, with the finance and corporate governance 
contribution being larger than it is in other provinces. The contribution of innovation to 
productivity is highest in Sindh and lowest in Punjab (Figure 2.21). 

Figure 2.21: Contribution of Investment Climate Variables to Average Productivity by 
Province and Firm Size  

By province 

  
By firm size  

  
Source: Investment Climate Survey 2007.  

57. Investment climate variables contributing to employment support the view that aspects 
of the business environment which reflect formality are significant irrespective of firm type. The 
largest contributors to employment are the positive contribution of productivity and the negative 
contribution of real wages. After that, days of inventory, security expenses and having a bank 
account, contribute significantly—similar to the determinants of productivity. Variables that are 
significantly associated with employment growth but not productivity include the firm owning 
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land, having external audits and incorporated or limited—all reflecting aspects of formality in the 
firms. Interestingly, competition in the market, while not as significant a variable for productivity 
as expected, does play an important contributing role in explaining employment differences 
(Figure 2.22). 

Figure 2.22: IC Percentage Contributions on Average Employment  

Source: Investment Climate Survey, 2007. 

 
58. The statistical relationship between investment climate variables and average labor 
productivity in the service sector shows some different emphasis from manufacturing.26 As 
compared with manufacturing, economic governance is more an issue than infrastructure and 
finance—particularly in those areas which represent government-business interface, such as 
inspections and manager’s time spent on regulation. As in manufacturing, the negative impact of 
the investment climate is felt on low market share firms and associated with through variables 
covering economic governance and finance. In innovation, the firms where labor productivity is 
associated with staff having a computer are also the ones with a higher market share. Hence the 
share of finance in average productivity decreases from almost 30 percent to 5 percent, while the 
share of innovation increases from 7 to over 30 percent in the aggregate. The negative impact of 
infrastructure on productivity is also amplified for services (Figure 2.23). 

                                                 
26 The approach followed to identify the IC effects on services is somewhat different than in manufacturing, so the 

results are not directly comparable. While manufacturing focuses on TFP, services focuses on labor 
productivity. 
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Figure 2.23: Investment Climate Contribution to Labor Productivity in Services 

Average labor productivity Aggregate labor productivity 

 

Source: Investment Climate Survey, 2007. 

 

D. The Way Forward 

50. With low investment rates and high labor participation, growth will necessarily come 
through improved productivity at the firm level, based on a conducive investment climate. The 
policy analysis which is follows is based on an analytical framework for prioritizing areas of 
investment climate constraints. In some key areas—such as power, labor, tax, business entry, 
licensing and financial sector—a considerable number of reforms are ongoing and require 
deepening, but in others, deep seeded and have been entrenched areas of governance reform 
require attention to unleash constraints to firm level growth. Such governance issues include 
rising concerns about corruption, the need to better define and protect property rights, speedier 
and more certain contract enforcement, better regulation of markets, and the bias in the system 
against large and formal industrial firms—in terms of tax, energy pricing, credit allocation, etc. 

51. The analytical framework underscores the fundamental need for a good macro, trade and 
competition policy framework and proposes attention to four investment climate areas: As the 
economy undergoes a strenuous adjustment to past policy conflicts and current market turmoil, the 
authorities place macroeconomic management and a strong safety net at the top of the policy agenda 
while maintaining a commitment to an open, competitive trade and foreign investment regime. To 
sustain these goals over the medium term, a strong investment climate is needed and return to a 
strong growth path, deeper analysis and policy recommendations are made along the following four 
areas:  

 Removal of infrastructure constraints particularly in the energy sector: The power 
sector’s inadequacies have damaged manufacturing growth with supply constraints 
reaching a critical point. Unlike other areas where differences across size groups, 
sectors and geographic areas, there is universal agreement regarding the primacy of 
the power sector issues as an investment climate constraint. In addition, the notable 
improvements in telecoms and logistics remain undervalued by an aging and 
inefficient transport system. 

 Strengthened governance of market mechanisms: Though improving in recent 
years, antiquated laws, regulatory compliance and red tape at various levels of 
government are still problematic, burdensome and costly. More importantly are areas 
related to corruption in business-government interface, property right protection and 
contract enforcement, speedier and more certain mechanism for corporate exit and 
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elimination of biases in tax, labor, financial and energy pricing which hinder the 
incentive to grow and formalize.  

 Increased depth and improved functioning in labor, land and financial markets. 
Though firms consider access to these factors less of an issue than other constraints 
such as electricity or governance, the analysis points to a low level equilibrium in 
these areas. In the case of labor markets, low skills are only a problem for the few 
firms which have an educated labor force. In finance, large established firms have 
access to standard relationship banking, but new entrants are shut out. Risk based or 
capital market products are non-existent. 

 Attention to firm level technology adaptation, and the role of public private 
partnerships (PPPs) in spearheading progress: The low level of technology used by 
Pakistan firms has at its core both demand and supply side issues. In addition to 
infrastructure, PPPs should be investigated, as applied to public goods in cluster 
development, environmental and social standards, technology upgrading and quality 
assurance. New, risk based financial products are also required to support 
entrepreneurship and innovation 
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III. PROVIDING BASIC INFRASTRUCTURE FOR COMMERCE 

A. Introduction.  

59. Strong evidence across the globe supports the crucial relationship between 
infrastructure and economic growth.27 Infrastructure impacts firm level costs and efficiency of 
production, connects producers and customers, and is relevant to the entire supply chain 
management. Inadequacies in physical and network infrastructure—such as, power failures, 
costly and inefficient transport services, insufficient water supply, and delays at ports—create 
barriers to opportunities, low efficiency levels and impediments to investment.  

60. The productivity analysis shows the high association of infrastructure variables with 
both average and aggregate productivity (Figure 3.1). Frequent power outages are highly 
significant and negative in their impact on average productivity. The variable accounts for over 
13 percent of the investment climate’s contribution to average TFP, but shrinks to around 4 
percent in the aggregate since the effect is felt mostly by firms with lower market shares. 
Conversely, the mitigating variable—having an own independent generator, is positive but 
accounts for less than 2 percent of the investment climate contribution to average productivity. 
Since this mitigating measure is concentrated in large market share firms, the contribution rises 
to more than 4 percent in the aggregate. The other important infrastructure mitigating variable—
location in an industrial zone is significant, accounting for 4 percent of the investment climates 
contribution to average productivity but rising to 4.6 in the aggregate. Finally, the high positive 
significance of the variable “number of days of inventory” is counter intuitive from the 
perspective of “just in time production,” but is important as a positive contributor to productivity 
in a market where delivery risk is high and arms length contracts are unreliable.  

Figure 3.1: Contribution of Infrastructure Variables to Productivity and Employment 

By average productivity By aggregate productivity By average employment 

  
Source: Investment Climate Survey, 2007. 

 
61. Access, reliability and cost of electricity, along with improvements in some other 
areas, is overwhelmingly the most important dimension of Pakistan’s investment climate. 
Business executives surveyed for the Global Competitiveness Report 2008, ranked Pakistan 83rd 
among 134 countries for quality of infrastructure—her than other large countries in South Asia 
but below other key comparators from around the world. However, in terms of electricity supply, 

                                                 
27 The widening infrastructure gap between East Asian and Latin American & Caribbean (LAC) countries accounted 

for nearly 25 percent of the GDP output gap between these two regions during the 1980-2000 period. (Easterly, 
2000). 
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Pakistan ranked much lower, at 120th (Figure 3.2). Domestic firms share this view as electricity 
is perceived to be a severe problem by 83 percent of them, compared to water supply and 
transport which 15 percent of firms consider serious, and telecom which is problematic for only 
6 percent. 

 

Figure 3.2: Perceived Quality of Infrastructure  

By quality of infrastructure  By quality of electricity supply 

 

Source: Global Competitiveness Index 2008, World Economic Forum.  

 

B. Electricity 

62. More than 83 percent of Pakistani firms 
consider power to be a major problem, up from 40 
percent in 2002. The perception is practically 
universal across Pakistan, with the view being 
somewhat less prevalent in NWFP (60 percent) and 
Baluchistan (47 percent) than in Sindh and Punjab. 
But, even in NWFP and Baluchistan, the perception 
has worsened considerably since 2002. Within 
manufacturing, the textiles sector is the most 
affected and the food sector the least. 
Internationally, only Bangladesh compares in terms 
of the overwhelming proportion of firms which feel 
the power sector is a serious obstacle (Figure 3.3). 

63. Pakistan’s electricity consumption is low 
by international standards, but recent demand has 
exceeded projections and the trend is likely to hold 
over the next few years. The country’s per capita 
electricity consumption (456 kWh in 2005) is high 
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compared to others in South Asia. It ranks as high as India but is low relative to China (1,585 
kWh), Thailand (1,988 kWh), Brazil (2,008 kWh), and Malaysia (3,262 kWh). Consumption 
levels rose by 40 percent from 2002-07, implying a 7 percent per year average growth—
significantly higher than the 4 percent growth rate of the 1990s. Pakistan now sells about 73,000 
GWh to roughly 19 million customers. Fuelled by economic growth and a strong village 
electrification drive by the Government, the number of customers rose from about 15 million in 
2002/03 to nearly 18.9 million in 2006/07—nearly a million new customers per year with 90 
percent of the additions being household consumers. However, electricity consumption by 
industrial customers, after a decade of near-stagnation, also grew by 7 percent from 2003-06. 

64. Pakistan faces a clear energy deficit as planned investments are unlikely to 
suffice.28 In contrast with the rapid increase in domestic demand, Pakistan’s power sector is in 
deficit both in energy and financial terms (Figure 3.4). After years of surplus energy being 
available in the late 1990s and the early part of this decade, the gap between peak demand and 
installed capacity has narrowed (Figure 3.5). While it may appear that Pakistan’s nominal 
installed capacity of almost 20,000 MW in June, 2007, was well above the year’s maximum 
diversified demand of around 16,000 MW, not all of this capacity was available for generation. 
There was load-shedding in early 2007, implying that actual capacity at peak demand periods 
was about 19 percent lower than the installed capacity. An additional 8,000 MW of generation 
capacity, at a cost of US$ 6.7 billion, is planned by FY 2012. This will take capacity to about 
23,500 MW, but peak demand is expected to grow to over 24,000 MW by this year.29 
Therefore, even 1600 MW added every year, at a recurring cost of US$ 1.3 billion, may not be 
sufficient to meet the rising demand. 

Figure 3.4: Rapid Increase in Domestic Demand 

 
Source: Water and Power Development Authority (WAPDA) of Pakistan, and 
World Bank. 

Figure 3.5: Demand-Supply Balance: Narrowing Gap 

 
 
Source: Private Power and Infrastructure Board (PPIB), WAPDA and Karachi 
Electric Supply Company (KESC), Pakistan. 

Note: Panel A refers to all electricity sold by WAPDA and KESC by consumer category (GWh). Panel B refers to 
current and projected demand and installed capacity (MW). 

 

                                                 
28  The demand-suppy equation section draws upon Annex 1 of the Electricity Distribution and Transmission 

Improvement Project’s Appraisal Document (PAD), World Bank, 2008. 
29  Approximately 90 percent of the currently planned capacity additions are in thermal generation. Tight gas 

supply is a limitation for current gas-fired generation, and gas supply for power generation beyond 2010 is 
uncertain. Further, imported oil supplies are expected to raise generation costs in a system already dominated by 
thermal generation. 
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65. Pakistan's energy sources include hydropower, coal, oil and gas, uranium, and alternate 
energy from sources such as the sun and wind. The current energy mix includes 50 percent 
natural gas, 30 percent oil, 12.7 percent hydroelectricity, 6.5 percent coal, and 0.8 percent 
nuclear—similar to that of low income countries but quite different from other South Asian 
countries which rely more heavily on coal and less on oil and natural gas. The other notable 
aspect of Pakistan’s energy supply is the high share of hydroelectric sources (Figure 3.6).  

Figure 3.6: Pakistan’s Energy Mix, 2005 

Electricity production by source type 

Figure 3.7: Power Sector Prices 
and Losses Across Countries  

Average sale price of power in South Asia 
(various years)  

  
Source: M. Saqib, Electricity Tariffs in South 
Asia, draft Note for World Bank Oct, 2009  

 

Power transmission & distribution losses  
(percent of output - various years) 

 
Source: World Development Indicators, various 
issues  

Source: World Development Indicators. 

 
66. Industrial tariffs in Pakistan are in the middle range 
for the region - lower than Sri Lanka but higher than 
Bangladesh. Even with the subsidies,30 system losses and 
supply quality problems, electricity tariffs in industrial tariffs in 
Pakistan end up being at equivalent levels as for India and 
Nepal – apart from Delhi, which has a high industrial tariff to 
discourage industrial activity in the capital city. (Figure 3.7) 
Tariffs in Bangladesh are due to low generation costs where 80 
percent of power is generated from domestic natural gas.31 
Bhutan has considerable hydroelectric power, thereby 
maintaining low generation costs for the domestic users.   

67. Technical and collection losses impose a severe strain 
on the financial sustainability of Pakistan’s power sector. The 
country’s electricity system loses more power than all 
comparators, apart from India which lost a quarter of its generated 
electricity in 2006/07 (Figure 3.7). The losses, caused by 
Pakistan’s overloaded, under-maintained, and under-invested
 

                                                 
30  New tariffs have been determined over the years for the eight WAPDA distribution companies, with end-user 

tariffs being different across the companies. End user tariffs are the same for eight companies and generally 
lower than tariffs determined by the National Electric Power Regulatory Authority (NEPRA). The difference 
between the tariffs determined by NEPRA and those notified by the Government will be paid by the 
Government budget to the power companies as subsidies to consumers. 

31  Bangladesh Energy Overview, South Asia Regional Initiative for Energy (SARI/Energy)  
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transmission and distribution systems, cost the country Rs 4.3billion (US$ 68 million) for every 
one percent lost (in FY2006 losses). There have been some improvements as losses have fallen 
from a high of 31 percent in 1998/99. From FY1999 to FY2007, transmission losses fell from 7.8 
to 6.5 percent and distribution losses fell from 18 to 15 percent in the WAPDA system. The 
Karachi Electric Supply Company (KESC) system, which was worse to begin with, has also 
shown some improvement as its transmission and distribution losses have fallen from 46 percent 
to 34 percent during the same period. In addition to technical losses, the system loses substantial 
revenues in collection. In FY 2007, the ex-WAPDA distribution companies –now spun off from 
WAPDA—failed to collect 12 percent of their total billings. 

68. Access to power supply is a serious challenge for firms although the pattern differs 
across location, type and size. Delays in getting electricity connections have become worse for 
firms and this is a barrier to entry and constraint on expansion. The waiting period for a new 
connection went up from around 37 to 41 days from 1999-2002. The average waiting period in 
2006 deteriorated to 92 days, placing Pakistan among the worst performers in the world, second 
only to Egypt amongst its comparators. There was also significant variation across states: 
Baluchistan actually managed to register an improvement in the waiting period (57 to 40 days), 
while NWFP (52 to168 days) showed deterioration (Figure 3.8). Firms in industrial parks 
enjoyed a distinct advantage with only 49 days of waiting time compared to other firms that 
faced 114 days of delay. Similarly, large firms faced a delay of only 27 days while medium-sized 
firms confronted waiting periods of 136 days. Firms in the chemicals sector received better 
treatment—about 47 day delays compared with the food sector where firms had to wait for a 
prohibitive 186 days. With only about 65 percent of Pakistan’s population having access to grid-
connected electricity, poor access to power supply has assumed serious dimensions, justifying 
firm perceptions that electricity is the most important impediment to growth. 

Figure 3.8: Waiting Days For Electricity Connection 

International 

National 

Source: Investment Climate Survey, 2002, 2007.  
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69. In addition to technical issues, other 
factors impede low-cost access to power supply. 
A stunning 84 percent of firms that applied for 
connections had to make informal payments in 
order to obtain electricity services—a startling 
increase from the 25 percent firms that reported 
making such payments in 2002 (Figure 3.9). 
Certainly, among its comparators, these numbers 
are the worst for Pakistan. In cities like Lahore, 
Quetta and Hyderabad, almost every firm 
applying for a connection is reportedly asked to 
make an informal payment. However the system 
in is the cleanest with not a single firm in the 
sample reporting such a problem.  

70. Firms facing unreliable power supply 
with frequent outages are disproportionately 
affected in different regions of Pakistan. Firms 
face significant interruptions in power supply, 
disproportionate to the available generation 
capacity. Outages are not just pervasive but 
almost universal, with 95 percent of firms 
reporting power outages. Pakistan is at the upper 
end of the spectrum relative to comparator 
countries, both in terms of the number of hours of 
power interruptions in a typical month (78 hours) 
and the percentage of firms reporting outages (95 
percent). Chile has about half this number of 
firms reporting outages and even these firms only 
face an interruption of about three hours (Figure 
3.10). Within Pakistan, the problem varies across 
locations—with the city of Hub (21 percent firms 
facing 2 hour outages a month) being the best 
performer (better than Chile) and Hyderabad (96 
percent firms confronting 92 hours of no power 
every month) the worst. The total annual 
incidence of power outages comes to 945 hours, 
comparable to Bangladesh (1105 hours) which is 
the worst case among the comparator countries in 
both frequency and number of outages.  

71. Power interruptions cause severe financial losses for all Pakistani firms, and affect 
small firms and the textiles sector the most. Outages, leading to forced downtime, waste of 
materials, damaged equipment, and added maintenance average 10 percent of annual sales 
averaged over the entire manufacturing sector. This figure has almost doubled from the reported 
6 percent in 2002 and is, again, second only to Bangladesh among comparator countries. The 
inter-provincial and firm size differences were limited in 2002 but showed greater variation in 

Figure 3.9: Informal Payments for Connections 

Source: Pakistan Investment Climate Survey, 2007. 

 

Figure 3.10: Percent of Firms Experiencing 
Power Outages 

 
Source: Investment Climate Survey, 2007. 
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2006—firms in Sindh now experience double digit losses, while losses in NWFP are in the range 
of 3 percent. The differences across firm size were also amplified in 2006 with small firms 
reporting losses almost double those of large firms (Figure 3.11). 

Figure 3.11: Firms’ Losses Due to Power Outages 

Internationally Nationally 

Source: Investment Climate Survey, 2002, 2007  

 
72. Though widespread reliance on generators in Pakistan mitigates losses from power 
outages, the unit cost of power from a generator is much greater than that from the public grid. 
A fifth of firms own or share a generator, a figure that has halved from the number reported in 
2002. The sharp reduction in generator usage is in part a reaction, particular by smaller firms, to 
increased fuel prices in recent years. For those firms that own power generators, in-house power 
production represents on an average 6 percent of total consumption. This limited generation seems 
largely a matter of affordability, since large firms generate 41 percent of their requirements while 
small firms manage to self-produce only about 3 percent of their requirements (Figure 3.12). About 
one in every two firms located in industrial parks seems to own a generator and, on an average, 
self-generates 16 percent of its electricity requirements. This suggests that while access is easier in 
industrial parks, quality and reliability of supply still remain a formidable challenge.  

Figure 3.12: Own Generation of Electricity  

By firms that own or share generators By share of electricity from own generator 

 
Source: Investment Climate Survey, 2002, 2007.  
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Box 3.1: Power Sector Reforms in Pakistan—A Snapshot 

The Government strategy for the power sector builds on the wide-ranging institutional, regulatory and structural 
reforms initiated in the early 1990s which sought to improve the performance and long term sustainability of the 
sector. As part of the reforms, the Government opened up the sector to private investment, especially in generation, 
resulting in significant investments by independent power producers (PPs). An independent National Electric Power 
Regulatory Agency (NEPRA) was created in 1998, and WAPDA was unbundled into a number of generation, 
transmission and distribution companies. The sector’s deteriorating financial performance in the late 1990s led to 
some significant improvements in the early 2000s, especially in terms of improved collections of bills.  

Further reform advances in recent years include:  

(i)  Privatization of KESC in November 2005; 

(ii)  Completion of WAPDA corporate restructuring. In 1998, WAPDA was unbundled into eight distribution 
companies, a National Transmission and Dispatch Company (NTDC), four thermal generation companies, 
and a hydropower company. Additional actions taken recently—including transfer of additional high-level 
officers, division of financial assets and liabilities, and devolution of some major sector services such as 
construction of secondary transmission grids—have substantially completed the restructuring; 

(iii) Creation of better conditions for financial recovery of distribution companies. This involved: (a) equity 
injection by the Government through some debt-for-equity swaps, and (b) determination of company-specific 
tariffs for all WAPDA successor entities, including distribution companies, accompanied by increases in end-
user tariffs (February 2007 and March 2008); 

(iv) Improvements in technical and commercial efficiency of several distribution companies, especially those 
operating in Punjab; and 

(v) Accelerated progress in electrification of villages. 

Some of the objectives of the 1992 reforms are yet to be fully achieved:  

(i)  Private investment was attracted into the generation sub-sector but after a high in the mid-l990s, there has 
been a persistent low in recent years (KESC’s privatization has not borne results yet and the Distribution 
Companies (unbundled from WAPDA) are yet to be privatized);  

(ii)  Quality of service to the end-user has been compromised significantly by power shortages (power riots have 
been witnessed during peak demand summer months) and by over-loading of the transmission and 
distribution networks; and 

(iii)  The sector has not achieved financial strength—instead of being a net contributor to the national treasury, it 
creates a fiscal burden to the tune of $US 1 billion per year. 

Source: Electricity Distribution and Transmission Improvement Project Appraisal Document, World Bank, 2008. 

 

C. Transport and Trade Facilitation  

73. Owing to its geo-strategic location, Pakistan is destined to become a trade hub in 
near future vis-à-vis emerging trans-regional trade links from East to West and from North to 
South. Among all other means, the road transport is going to play a pivotal access to regional 
and international markets and the Government is a signatory of many International Agreements 
on Transport Goods and Passengers.  Transit trade agreements with China and a Quadrilateral 
Agreement with China, Kyrgyzstan and Kazakhstan has already been operationalized transit 
arrangements with these countries.  Agreements with Iran, Turkey, India and Central Asian 
States like Afghanistan, Tajikistan and Uzbekistan also afford ample opportunities for Pakistan 
for trade, not only with these countries but also with adjoining countries of the Asia and Europe. 
Finally, Pakistan is valued by International Forums like ECO, TRACECA and ACD aiming to 
restore the historic Silk Route by connecting Asia with Europe. 
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74. The efficiency and quality of transport and logistics play a pivotal role in determining 
firm competitiveness by reducing cost of inputs and moving goods to the market. Road 
transport is the backbone of Pakistan’s transport system, accounting for 90 percent of national 
passenger traffic and 96 percent of freight. Over the past decade, road traffic—both passenger 
and freight—has grown significantly faster than national economic growth. Nearly two-thirds of 
Pakistan's population lives in rural areas.  

75. However, there are a number of challenges to tackle across the entire transport 
supply chain for Pakistan to capture the potential of good geography and extensive roads.  In 
2005, GOP launched major initiatives around the National Trade Corridor Improvement Program 
(NTCIP) to revamp the transport infrastructure trade logistics and services and improve regional 
connectivity (links with China, Afghanistan /CARs Iran etc.), reduce the cost of trade and 
transport and bring infrastructure to international standards. The NTCIP also aims to meet 
increased demand through both improved infrastructure and more efficient services, while 
keeping costs under control.  The framework takes an integrated approach to reduce the cost of 
doing business in Pakistan and bring the trade and transport logistics chain and services to 
international standards. 

76. While transport does not appear to be a binding constraint for most firms, it is still an 
issue for the more productive, large, outward-oriented firms. Only 6 percent of firms listed 
transport among their top three problems, with only 15 percent listing it as a severe obstacle. 
Access to quality transport services is more an issue for medium and large firms (22 percent) as 
compared to small firms (14 percent), particularly those located in industrial parks (28 percent). 
Among the states, Sindh (26 percent) appears to be the most transport-constrained and 
Baluchistan (7 percent) the least constrained. The metals and machinery sector (23 percent) faces 
the most serious situation among industrial sectors.  

77. Ownership of transport equipment as a mitigating measure to poor access is most 
prominent in Sindh and NWFP, and particularly by larger firms. Around 11 percent of 
shipments are transported by firm-owned equipment, with around 17 percent of firms saying that 
they own transport. A third of firms in Sindh own transport while in Punjab only 6 percent of 
firms surveyed say they do so. At the same time, around half of large firms own transport 
equipment which serves about a quarter of their total transport needs. Small firms are able to 
cover only 10 percent of their needs through own transport (Figure 3.13). 

Figure 3.13: Firms Owning Transport Equipment and Proportion of Needs Covered Internally 

By province  By firm size 

Source: Investment Climate Survey, 2007.  
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78. Losses from mishandling or theft of goods in transit is not a serious problem by 
international standards but disproportionately affects firms in Sindh and large firms; losses 
due to spoilage affect SMEs and firms in NWFP. Only 4 percent of Pakistani firms reportedly 
lost cargo in domestic shipments, amounting to an insignificant 0.3 percent of the value of 
consignments. About 3.1 percent of exporters in Pakistan report theft-related losses which cause 
them to lose less than 0.1 percent of their shipment value on average—the figures compare well 
internationally. However, 16 percent of large firms experience theft as do almost one in ten firms 
located in Sindh, indicating that the same groups mitigating transport issues through in-sourcing 
experience a higher incidence of theft in transport (Figure 3.14). Losses due to spoilage or 
breakage are more pervasive, affecting 16 percent of firms in Pakistan and averaging about 0.3 
percent of shipment value—particularly affecting small and medium firms and firms located in 
NWFP. However, even for these firms, the losses are not too high and average less than 1 percent of 
their shipment values.  

Figure 3.14: Transport-related Losses Due to Theft  

By province  By firm size 

Source: Investment Climate Survey, 2007. 

 
79. The strategy for developing transport infrastructure requires a comprehensive 
approach. Expensive ports, unreliable rail service, slow and expensive road traffic, a stagnant 
aviation sector, under-developed and costly logistics, and poor rural mobility characterize the 
transport sector. It suffers from insufficient and badly targeted investments, neglected maintenance, 
poor management, and inadequately trained labor, all of which impose a cost to the economy of 
about 4-6 percent of the GDP. The high costs and low reliability of the transport sector constitute a 
drag on Pakistan's economic growth, reduce the competitiveness of the country's exports, and 
constrain its ability to integrate into global supply chains that require just-in-time delivery. 32  

80. Pakistan needs to construct, maintain and upgrade its rural and urban roads through 
better governance, funding and oversight. In order to create an efficient, safe, and reliable 
national highway system, the Government will have to: invest in physical infrastructure; 
strengthen the institutional, financing and technical capacity of the National Highway Authority 
(NHA); ensure a stable, secure, and adequate source of funding for road maintenance, and; 
encourage private sector participation in construction and operation of highway infrastructure. 
Although the road sector has been the main recipient of public sector funding, consuming about 
69 percent of the Public Sector Development Program (PSDP) allocation earmarked for transport 
and communications, road maintenance expenditures over the years have only been about 20-30 
percent of the requirements. 

                                                 
32  World Bank, 2007. 
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81. Trade facilitation goes beyond border taxes; non-tariff barriers play a critical role in 
reducing costs significantly when goods are moving internationally. Over the last two decades, 
Pakistan has made several efforts at reducing border taxes. This has led to a significant increase in 
trade volume. The weighted average applied tariff rate for Pakistan currently equals 16 percent, 
substantially below the 56 percent rate in 1994. Tariffs on a majority of consumer goods have been 
reduced to around 25 percent, on most intermediate goods to 10 percent and on raw materials to 5 
percent. In part due to these liberalization efforts, Pakistan’s trade to GDP ratio has shown an 
impressive improvement from 24 percent in the late 1990s to over 30 percent currently. However, 
an efficient trading system comprises a number of elements and border taxes are only one of them. 
Efficiency of ports, customs clearance procedures and a transport infrastructure that facilitates the 
movement of goods between ports and the rest of the country are critical for realizing the potential 
gains that international trade has to offer. Improving these trade facilitation measures is now 
beginning to occupy the center stage of trade policy reforms in Pakistan.  

82. Efforts to improve trade transport logistics are now the focus of reforms. Apart from 
quick and easy customs clearance, traders should be able to move their goods at low costs to and 
from the ports. GOP has launched a major initiative, the National Trade Corridor Improvement 
Program (NTCIP) to improve the trade and transport logistics chain along the National Trade 
Corridor (NTC), linking Pakistan’s major ports in the south and south-west with its main industrial 
centers and neighboring countries. The aim of NTCIP is not restricted to providing a better roads 
and rail network but also other services (such as various port facilities) required by traders. 

 
83. Recent reforms have had a positive impact on the trading activities of Pakistani 
firms. The ICS reveals that it takes 3.7 days on average, after goods arrive at ports, to get 
customs clearance for exports in Pakistan. The longest time for clearance reported by firms 
equals 6.1 days (averaged over all firms). Import clearance takes much longer, almost twice on 

Box 3.2: Simplifying Customs Procedures in Pakistan 

Over the last decade, the Government has taken important steps towards simplifying customs procedures. In 1995, 
Pakistan Revenue Automation Ltd (PRAL) replaced ten documents with one Goods Document (GD) required for 
customs clearance, and a green channel was established subject to random inspection of 10 percent of goods passing 
through.  

Both these measures had a limited scope. The single GD required a number of supporting documents and the green 
channel covered only about 20 percent of imports. In February 2002, the Federal Bureau of Revenue (FBR) 
launched the Customs Administrative Reforms (CARE) to further simplify procedures.  

Based on the FBR’s recommendations, in March 2005, the Pakistan Customs Computerized System (PaCCS) was 
launched on a pilot basis at Karachi International Container Terminal (KICT). It was extended in 2006 to other port 
container terminals and the Lahore dry port. PaCCS replaced the former manual clearance system that was 
characterized by multiple windows, numerous official signatures and verification, and little transparency. In 
contrast, PaCCS is completely paperless and is a web-based system that allows traders to log in from anywhere in 
the country to carry out all their customs-related activities. Customs declarations (goods declarations, cargo 
reporting, vessel information, repayment applications, etc.) are all electronic and available online. Status 
notifications to traders and carriers are also made electronically. PaCCS is also linked with commercial banks and 
the central bank (State Bank of Pakistan), whereby the banks can monitor the status of export cargo and regulate the 
flow of foreign exchange remittances.  

This link with the banks has considerably reduced paper-work between shippers, commercial banks and Customs. 
Available evidence shows that the PaCCS has significantly reduced the time between clearance and exit from port, 
from about seven and a half days to one day or less. 
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average. The clearance time for exports 
and imports is better than it is for 
comparator countries and this is a recent 
(post-2002) phenomenon, in part due to 
the string of reforms discussed above 
(Figure 3.15). There is not much 
difference in waiting time across small 
and large firms, but the city of Karachi, 
being a major port city, performs better 
than the rest of the country. 

84. Alternative evidence about the 
business climate in Pakistan tends to 
support these trade trends but progress 
on the next generation of reforms is 
critical to gaining momentum. Doing 
Business provides estimates of the cost, 
time and procedures involved in the 
export and import of goods. Unlike the 
ICS, the Doing Business Indicators track 
the entire shipment process, starting from 
the packaging of goods to their final exit 
from the port in the case of exports, and 
for imports, from the time a ship arrives at the port to the shipment’s delivery at the warehouse. 
The cost of importing and exporting in Pakistan is much lower than it is in comparator countries 
but the time taken for exports is higher (Figure 3.15). Coupled with the findings from the ICS, 
the implication here is that factors other than customs clearance, such as port facilities (trade 
transport logistics), are a more pressing problem in Pakistan relative to other countries. 

85. Pakistan will have to persist with the next, more challenging set of reforms to achieve 
tangible results. Customs delays have reduced since 2002 and efforts must continue to further 
streamline the process. However, as is evident from the data, it is also necessary to look beyond 
customs clearance to improving a whole range of trading services, starting with the initiation of 
export/import contracts and ending with ensuring that goods reach their destinations safely. These 
reforms may be more difficult and take longer to achieve results than customs automation. Hence, 
a long term strategy, in close coordination with the NTCIP initiatives, should be followed.  
 

D. Water Supply 

86. Limited water resources make access to good quality water supply difficult for firms 
in Pakistan. A good water supply is critical to building a better investment climate and the 
infrastructure challenge with respect to water is particularly acute in Pakistan. The country relies 
on the largest contiguous irrigation system in the world, the Indus Basin Irrigation System 
(IBIS). Per capita water availability in Pakistan is currently 1,100 cubic meters and is projected 
to decline to 800 cubic meters by the year 2020. Moreover, competition for water is growing 
among the provinces and across the varied needs for irrigation, industrial and domestic use, and 
the environment.  

Figure 3.15: Trade Facilitation Indicators  

Investment Climate Survey 

Source: Investment Climate Survey, 2007. 

 
Table 3.1: Trading Across Borders:  

Doing Business Indicators 
 Pakistan 

2009 
Comparators 

2009 
Pakistan 

2006 

Exports:    

 No of documents 9 7 8 

 Cost (USD) 611 967 966 

 Time taken (days) 24 19 33 

Imports:    

 No of documents 8 8 12 

 Cost (USD) 680 1081 317 

 Time taken (days) 18 21 39 

Source: Doing Business, World Bank. 
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87. Water supply is the most serious infrastructure constraint Pakistani firms face after 
electricity, with one in every six firms reporting it as a major or severe obstacle. Water supply 
is important throughout the supply chain for Pakistan’s main products, whether for cotton in 
textiles, the feed in dairy, or the standards in fisheries. Given its importance to the production 
process throughout the value chain, inefficient and unreliable supply of water has a highly 
adverse impact on a range of micro-level competitiveness drivers. The metals and machinery 
sector reports being the least affected by water supply, with only 12 percent of firms reporting it 
as a severe or major obstacle. Due to the nature of its production process the food sector is the 
most water-constrained, with about one in every three firms citing water supply as a major 
constraint. The problem of access to reliable water supply appears to lessen with firm size—56 
percent of large firms find it a serious constraint but only 12 percent of small firms report it as an 
issue. Location also plays a central role in determining access to water supply—36 percent of 
firms in Sindh report themselves to be most severely water-constrained while firms in the water-
rich state of Punjab do no share such concerns (Figure 3.16). 

Figure 3.16: Firms Reporting Water Supply as a Serious Obstacle 

By province By size of firm 

 

Source: Investment Climate Survey, 2007.  

 
88. Long waiting periods to obtain water connection do not seem to influence firm 
perceptions. It is intriguing to find an inverse correlation between firm perception and ease of 
access to water supply. While large firms feel most severely constrained by water supply, it takes 
them, on average, only 11 days to obtain new connections. This is in stark contrast to small firms 
that have to wait for more than a year (416 days) for the same but do not find this a severe obstacle. 
This suggests that the real issue in water supply is not so much access but quality and reliability of 
supply. The same pattern is reinforced if we examine firm perception and ease of access by 
industrial sector. For instance, in the metals and machineries sector, where it takes on average 620 
days to get a water connection, firm perception remains the best across sectors vis-à-vis water 
supply. Similarly, firms in the food sector don’t have to wait more than a mere two weeks, but they 
find water supply the most constraining among all sectors. Waiting periods vary by location—with 
firms in Hub, Wazirabad and Quetta waiting less than a week and those in Karachi facing 258 day 
waits. On this dimension, Pakistan is the worst performer among its comparators with an average 
wait of 234 days. Even the next worst performer, Egypt, does not have firms waiting for longer 
than 65 days, while in South Africa the wait is just 4 days (Table 3.2). 

89. Corruption is another factor restricting access to water supply but a surprising 
diversity is reported across the country. While much of the availability of water supply to 
different regions and sectors is related to technical factors and service policies of distribution 
systems that cannot be fixed in the short term, corruption is a non-technical factor that severely 
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limits access and can be addressed immediately to enhance the efficiency of the system. To be 
precise, 62 percent of all firms surveyed (that have applied for new connections) were reportedly 
asked to make informal payments or gifts in order to obtain water connections. Not a single firm 
in Chile or South Africa reported such a problem; firms in Pakistan face the most severe 
corruption on this front relative to its international comparators. Every firm in the chemicals 
sector that had applied for a connection was asked for such a payment. However, the silver lining 
is that not a single firm in NWFP or in the sports goods sector reported a request for informal 
payment. 

Table 3.2: Quality of and Access to Water Supply in Pakistan: ICS Indicators 

  

Waiting period 
to get water 
connection 

(days) 

Informal 
payment/bribe 

requested 
(% of firms) 

Experienced 
insufficient 
water supply
(% of firms) 

Water shortage 
incidents 
(number) 

Average duration 
of water shortage 

(number of 
hours) 

Water from 
public sources

(% of water 
used) 

Country             
Pakistan 234 62-3 20-5 5-2 2-5 37-4 
Bangladesh  31 41-0 15-7 4-8 0-3 66-7 
Chile 41 0-0 4-4 0-0 0-1 86-6 
India 24 34-0 7-6 26-8 0-6 22-7 
Turkey 7 5-6 16-7 0-4 0-0 45-6 
Sri Lanka 19 28-6 35-1 0-0 0-0 - 
Egypt 65 18-7 - 10-9 3-5 81-7 
Brazil 16 2-6 10-0 1-5 1-4 68-4 
Philippines - - 25-4 0-0 2-3 52-1 
S. Africa 4 0-0 100-0 - 3-4 97-7 

State             
Punjab 107 60-1 8-8 2-2 1-0 26-8 
Sindh 258 64-4 39-3 10-3 5-0 51-6 
NWFP 18 0-0 12-6 0-3 0-7 65-4 
Baluchistan 4 55-8 13-5 1-9 1-9 78-8 

Firm size             
Small 416 49-9 15-5 4-2 1-7 37-8 
Medium 20 90-2 54-3 16-4 12-6 33-5 
Large 11 66-1 65-5 11-6 5-3 36-5 

Source: Pakistan Investment Climate Survey. 

 
90. The unreliability of the water supply in Pakistan further accentuates the problem of 
difficult access. The three dimensions of a reliable water supply are: proportion of firms affected 
by disruptions, number of interruptions in a typical month, and average duration of interruptions. 
These measure the spread, frequency and intensity of the supply problem. According to this 
definition, Pakistan is one of the worst performers, along with South Africa where firms report a 
worse situation, among comparator countries. In Pakistan, 21 percent of the surveyed firms 
experienced service interruptions five times a month on an average. The average interruption lasted 
two and a half hours. A lesser proportion of small firms (16 percent) were affected relative to large 
firms (66 percent). No firm in Sialkot or Sheikhpura reported a service interruption while 43 
percent of firms in Karachi complained of supply disruptions. Location in industrial parks does not 
ensure better water supply—firms in these parks (45 percent of firms, 11 times a month and 6 
hours) report poorer quality supply compared to others (11 percent, thrice a month and one hour).  
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91. The Government needs a sustainable and long-term strategy to address the 
maintenance and development of Pakistan’s water assets. Federal and provincial authorities should 
develop a culture and practice of asset rehabilitation and management. Pakistan is endowed with a 
large water resources infrastructure, most of which is owned and managed by the provinces and 
is quite old. Due to the precarious condition of the canals, pipes and treatment plants, the 
infrastructure does not produce the services it should and people have to adapt to unreliable and 
sub-standard services. The asset management plans must make explicit the requirements (and 
trade-offs) for public and user financing. It is also important to develop efficient institutional 
arrangements for rehabilitating and maintaining infrastructure. 

92. The investment climate in the water sector is severely constrained relative to current 
and future levels of demand. The returns to investment in the water sector (irrigation, 
hydropower, domestic and industrial uses, and environment) are very high in Pakistan. However, 
the lag in investments is becoming a major constraining factor in developing a vibrant water 
sector. Many of the multipurpose reservoirs, though primarily constructed to meet water 
demands for irrigation, actually recover their costs from the sale of hydropower. There has to be 
a shift in the financing strategy for multipurpose storage. So far, the Government has only tapped 
public resources for investments in water and hydropower systems and currently owns the major 
assets in the sector. Hydropower generation provides substantial financial flows and could be of 
great interest to the private sector if the operations are structured properly. The extent of the 
investment demands may require nontraditional methods for financing infrastructure, such as 
involving the domestic and foreign private sectors, the securitization and privatization of existing 
assets, and building public-private partnerships. 

E. Telecommunications 

93. Telecommunications is the least-constraining infrastructure obstacle for firms. 
Improving access to information communication infrastructure (ICI) spurs economic growth and 
is an important component of a better investment climate. Studies have shown the correlation 
between the increase in tele-density and an overall increase in productivity. It is estimated that a 
10 percent increase in tele-density results in GDP growth of 0.6 percent. There is also evidence 
that the marginal productivity of investments in telecommunications infrastructure is higher than 
similar investments in roads and electricity. The performance of the telecom sector in Pakistan 
has been the most encouraging among all the components of infrastructure.  

94. Accordingly, firm perception has improved from 2002, when 9 percent of firms found 
telecommunications to be a major or severe obstacle to growth, to about 6 percent of firms in 
2006. From 2002-2006, Punjab was the front-runner, with the percentage of firms reporting 
telecommunications as a major constraint falling from 10 to 1. Likewise, this constraint has 
eased most for large firms (15 percent to 3 percent) in these four years (Figure 3.17). In terms of 
sectors, textiles reported the most (12 percent) and metals and machinery the least (3 percent) 
number of firms severely constrained by telecommunications. However, relative to its 
international comparators, Pakistan (6 percent) did not fare so well, except in comparison to 
India where about 8 percent of firms reported this constraint as binding.  
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Figure 3.17: Firms Reporting Telecommunications as a Serious Obstacle 

Internationally  Nationally  

Source: Investment Climate Survey, 2007. 

 
95. The performance of the telecommunications sector has improved in recent years. 
Penetration levels have increased due to the regulatory reforms introduced by the Pakistan 
Telecommunications Authority (PTA) to increase competition. The progressive deregulation 
policy of 2003 liberalized the local loop (LL), long distance and international (LDI) markets and 
was followed by the 2004 Mobile Cellular Policy which opened competition in the cellular 
market through liberalizing and access to foreign investors. This market opening coupled with 
the 2004 landmark decision to privatize the fixed line monopoly—Pakistan Telecommunication 
Company Limited (PTCL) have made the market extremely competitive and driven down tariff 
rates to among the lowest in the world.33  The result was a surge in foreign direct investment into 
the sector, reaching a third in FY07-08, and a huge spike in mobile phone subscriptions rapidly 
outstripping the main line subscriptions. (Figure 3.18).34  

Figure 3.18: FDI in Telecommunications and Mobile/Fixed Density 

  

Source:  Pakistan Telecommunications Authority 

 
96. Despite the impressive expansion of the telecommunications market over the past 
decade, there is remains considerable room for rapid growth. Pakistan’s telecommunications 
market is the third fastest growing in Asia after China and India, (and fastest in South Asia if 

                                                 
33  Average Revenue per User (ARPU) is estimated to be below US $5 which is amongst the lowest in the world netting them 

the lowest average revenues per user in the world and sparking a race to find value-added services (like mobile 
phone-based branchless banking) to boost revenues.  

34  Average Revenue per User (ARPU) is estimated to be below US $5 which is amongst the lowest in the world netting them 
the lowest average revenues per user in the world and sparking a race to find value-added services (like mobile 
phone-based branchless banking) to boost revenues.  
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considering growth in teledensity35). The sector has 
attracted foreign investment of US$ 4 billion in 
FY07-08 over the past two years (Figure 3.18). In 
particular, recent mobile subscriber growth has been 
impressive, with close to 2 million new subscribers 
per month. While Pakistan has the highest mobile 
penetration in South Asia, at 49 percent (and access 
by 91 percent of the population)36, it can go further to 
reach the levels of Malaysia and South Africa 
penetration of almost 90 percent. (Figure 3.19).  In 
contrast to the dynamic mobile phone market, the 
fixed-line segment has been relatively modest, with 
an increase from 4 to 5.2 million from 2003 to 2007.  

97. Lack of basic infrastructure and low literacy rates limits the use of internet and 
broadband services in Pakistan. The ICS results emphasize that cost of software, unavailability of 
internet connection, lack of skilled workers, and quality of internet services severely constrain the 
level and growth of internet usage. Another important reason cited by firms for low internet usage 
is that clients and suppliers do not use internet. Pakistan has virtually insignificant broadband 
penetration, the lowest among its comparators (Figure 3.20). In addition, the literacy rate is also 
one of the major factors which constraints the level and growth of internet usage.  

Figure 3.20: Firms Reporting Telecommunications as a Serious Obstacle 

Mobile phone penetration  Broad band penetration  

 
Source: Investment Climate Survey, 2007.  

 
98. Internet use is low by international standards but there is wide variation across regions 
and sectors. With only a quarter of all firms using the internet, Pakistan is significantly behind 
Chile (94 percent) and Turkey (73 percent), among others. However, not surprisingly, trading firms 
register a near complete internet penetration (94 percent) (Figure 3.21). Location in industrial 
estates facilitates better internet access and 58 percent of firms located in these zones use it. 
Internet usage also depends on location with firms in Hub reporting 100 percent usage while firms 
in Quetta and Sheikhpura report the lowest usage levels. Larger firm size appears to increase the 

                                                 
35  Pakistan Telecommunication Authority 
36  Ibid 
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probability of web use, which is consistent with the positive relationship between returns on web 
use and a firm’s client-base. As access to telecommunications services is one of the determinants 
of web-diffusion, one can conjecture that relatively poorer telecommunication services in 
Baluchistan may be affecting web-diffusion in that state (10 percent). 

Figure 3.21: Proportion of Firms Using Either Email or Website. 

Internationally  Nationally  

 
Source: Investment Climate Survey, 2007. 

 
99. Waiting periods for obtaining new telephone connections have gone down from 2002 
but the trend is driven by only two states—Sindh and NWFP.  The number of days to obtain a 
new connection has improved from 47 days in 2002 to 41 days in 2006. However, this hides 
important regional variations. Over this period, the situation has significantly worsened in Punjab 
(54 to 75 days) and Baluchistan (47 to 116 days), but considerably improved in Sindh (32 to 14 
days) and NWFP (49 to 16 days). Pakistan is among the bottom rung of comparators, with India 
where it now takes 11 days to get a new connection, Turkey (9 days) and South Africa (8 days) 
setting the standards for quick and easy access. Across cities and industrial sectors, likewise, 
there is a high level of variation (Figure 3.22).37 

Figure 3.22: Waiting Period for Telephone Connection  

Internationally Nationally 

  
Source: Investment Climate Survey, 2007. 

                                                 
37 The Ministry for Information and Technology reports that the waiting period for obtaining a new telephone 
connection from the largest fixed line service provider, PTCL is seven day – considerably less that that being 
reported by the firms.  
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100. The incidence of informal payments or gifts to 
obtain telephone connections has almost doubled since 
2002; it represents one of the few negative developments in 
the sector. The percentage of firms that face requests for 
bribes or speed money to obtain new telephone connections 
has increased from 19 in 2002 to 34 in 2006, highlighting a 
marked increase in corruption. Compared internationally, 
Pakistan is second only to Bangladesh (71 percent) in terms 
of corruption in this sector, in sharp contrast to Chile and 
South Africa where firms report virtually no corruption of 
this kind (Figure 3.23). Firm size also matters in this respect 
in Pakistan, possibly due to the lack of leverage for small 
firms, 37 percent of which face the problem compared to 
only 9 percent of large firms. Firms in Sindh registered a 45 
percent spread in corruption, on the other end of the 
spectrum from Baluchistan where no firms reported 
informal payment requests. Among industrial sectors, the chemicals sector appears to be hardest hit (79 
percent of firms) and the food sector the least (6 percent of firms). Lahore (69 percent) is the worst 
performer while Wazirabad, Faislabad, Sheikhpura and Hub report zero incidence of the phenomenon. 

101. Telecommunications access and use in village and small town enterprises (part of the 
recent rural investment climate study) is surprisingly limited, considering that about 60 percent 
enterprises are engaged in trade. Approximately 28 percent of responding small-town entrepreneurs 
owned fixed line phones and 9 percent owned cellular phones. The comparable figures for village 
entrepreneurs were 7 percent and 4 percent, respectively. Overall, small-town entrepreneurs in NWFP 
appeared to have slightly better connectivity than their counterparts in other states. PICS 2006 found 
that only 26 percent of urban firms in Pakistan regularly use the internet to communicate with 
customers or suppliers—far less than firms in China (71 percent), India (62 percent) and Bangladesh 
(50 percent). Access and connectivity to the internet for rural and small-town firms is extremely 
limited; only one percent of the latter reported using email. Lack of adequate infrastructure and 
transportation makes it considerably more expensive for the rural population to travel to urban markets 
to access services. The difficulty of integrating rural markets into the formal economy is often cited as a 
contributing factor to the higher poverty rate in rural areas. It is equally more costly for telecom service 
providers, public and private, to reach the rural markets due to lack of appropriate infrastructure.  

102. The Government in partnership with the Pakistan Telecommunication Authority and 
private companies, are attempting to aggressively address the digital divide. The Ministry of 
Information Technology, (MoIT) created Universal Service Fund (USF) Company in 2007 with 
an independent Public-Private Board of Directors with the objective to spread the benefits of the 
telecom revolution to all corners of Pakistan. Since May 2007, USF has started Rural Telecom 
services projects in 7 different areas (called “Lots”), for which contracts have been signed with 
the major telecom service providers in the country. The main aim of the program is to bring 
focus to rural population to all customers requesting service in the areas covered through the 
support of the USF at published national tariffs. The second program being followed is 
Broadband for Un-served Urban Areas which has been launched to improve broadband 
penetration in the un-served urban areas. This program will also give boost to provision of other 
e-services like e-health, e-government, e-commerce etc. 

Figure 3.23: Informal Payment for 
Telephone Connection 

Source: Investment Climate Survey 2007. 
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F. The Way Forward 

103. Notable progress has been made in the power sector recently. The regulator of tariffs 
has issued notifications specific to each distribution company, setting the stage for increased 
financial autonomy for these entities and proper functioning of the wholesale market—designed 
to start as a single-buyer model with subsequent transition to more liberalized trading 
arrangements. To improve sector governance, the Government has separated the chairmanships 
of the Pakistan Electric Power Company (PEPCO) and WAPDA. It has placed public-sector 
thermal generation companies, as well as the transmission and distribution companies, under 
PEPCO. Public-sector hydroelectric generation companies will be under WAPDA. To support 
private participation in infrastructure, the Government has developed a comprehensive and 
robust framework for PPPs. It has also created the Infrastructure Project Development Facility 
(IPDF) to help bridge infrastructure gaps over the next 5-10 years. 

104. Higher rates of investment are needed to generate additional electricity, relieve power 
shortages and prevent load-shedding. The sheer magnitude of the required investment requires 
private participation for at least two thirds of the additional capacity38 and at least 3-4 years to 
achieve improvements in the quantity and quality of power supply. In addition, as 60 percent of 
planned generation plants will rely on gas and imported oil, securing additional gas supplies for 
current and future gas-fired generation plants is a priority.  

105. On the demand side, power efficiency can by encouraged through price and non-
price means. Specifically, the Government should: (i) pursue a pricing strategy which reduces 
subsidization in favor of cost-reflective tariffs, more aggressive time-of-use metering, and a tariff 
structure that discourages consumption during peak load hours; (ii) encourage more efficient 
end-use equipment (lighting, refrigeration, air-conditioning, industrial motors and processes, 
etc.); and (iii) have vigorous awareness campaigns among consumers to increase efficiency.  

106. The power sector needs to achieve financial sustainability to enable better maintenance 
and future expansions. Specifically: (i) tariffs received must reflect the cost of operating, 
maintaining, and expanding the system,39 (ii) A deadline needs to be established for the 
Government to make regulatory decisions legally binding. This can help avoid situations where the 
Government can effectively veto regulatory decisions simply by not notifying them, (iii) the 
regulatory lag of some six months between changes in fuel prices and NEPRA’s tariff adjustment, 
as well as the period for the Government’s notification, needs to be shortened; (iv) if uniform tariff 
is applied nationwide timely payments must be made to cover the difference between determined 
and notified tariffs; and (v) there has to be a substantial reduction in technical (transmission and 
distribution) and commercial (collection) losses which currently stand at a quarter of net generation 
due to overloaded, under-invested, and under-maintained networks.40  

                                                 
38  The average Government investment per year is planned at US $2 billion. The balance of US $4 billion per year 

needs to be raised through international development agencies and the private sector. 
39  The Government has adjusted electricity prices only twice since late 2003–in February 2007 and March 2008–

by about 9-10 percent each time. But the revenue impact was less than 7 percent due to exemptions and 
differentiated increases. The notification of 31 percent in September 2008 was suspended in the next month.  

40  In 2006-07, a 1 percent reduction in technical losses would have yielded US$ 68 million in additional revenue.  
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107. The tariff structure needs to be rationalized to create a level playing field. The 
prevailing tariff structure is distorted and results in suboptimal consumption patterns, 
undermining the financial sustainability of the power sector and discouraging industrial 
activity.41 The tariff structure needs to be improved to better target subsidies, reduce cross-
subsidies, and make administration of electricity bills easier and less prone to abuse.  

108. In the long run, diversifying the energy mix should be an important element of the 
power sector strategy Natural gas reserves are expected to start declining after 2010, therefore 
Pakistan will have to focus on diversifying energy production to include more hydropower, clean 
coal, nuclear, and renewable (wind, solar and other alternatives) energy sources, with a target of 
raising non fossil energy by one fifth today to one third by 2030. Such an overall strategy must 
be wide reaching, encompassing all forms of energy as various sources of energy are required for 
different purposes—e.g. transportation, household cooking, and power generation.  

109. The NTCIP, as the medium-term policy framework for the transport sector, has 
recorded early gains, but progress is needed to address the main recipients of public support.42 
Policies have been developed to: (i) modernize and streamline trade and transport logistics; (ii) 
improve port efficiency; (iii) create a commercial and accountable environment in Pakistan 
Railways; (iv) modernize the trucking industry; (v) sustain delivery of an efficient, safe and 
reliable national highway system; and (vi) ensure safe, secure, economical, and efficient civil 
aviation operations and boost air trade. Specifically, progress is needed to (i) restructure and 
possibly corporatize public sector enterprises involved in transport, (ii) establish a sustainable 
financing program and improve the governance structure for the NHA (iii) pursue PPPs, 
particularly in highways, (iv) invest in strategic highway links (i.e. with Gawadar, Karachi, etc) 
and (v) scale up the successes of the customs pilot programs as an urgent, straightforward and 
achievable goal moving to a post clearance audit (PCA) regime.43 

110. In the water sector, the Government needs a sustainable and long-term strategy to 
address maintenance and development of assets. The large water resources infrastructure—
including canals, pipes and treatment plants—is old and provides unreliable and sub-standard 
services. Governments, at the provincial level need to begin rehabilitation of irrigation system in 
the short-term and expand and improve the infrastructure for water through investment in dams, 
storage reservoirs and canals in the medium term. For waste, governments can install pilot plants 
for solid waste consumptions in the short term and invest in collecting and treating urban and 
industrial waste.44  Then following investments, federal and provincial authorities should manage 
assets in a way that makes explicit the requirements (and trade-offs) for public versus user 
financing, and make efficient use and implementation of that public’s trust.  

                                                 
41  Rates discriminate by customer type (domestic, commercial, industrial, and agricultural) and amount of usage 

(tariffs increase sharply with usage), with industrial consumers subsidizing residential and agricultural 
consumers. 

42  Gains include reductions in port entry charges by 15 percent, port transit time from 9 to 4 days, customs 
clearance time from 4 to 1 day for containers. The one daily freight express trains increased to 5. 

43  Based on a pilot approach to a paperless environment, customs clearance time came down, advance lodging of 
manifests eliminated pre-customs delays, and interface between customs officials and importers was reduced. 

44  The City District Government Lahore is already planning a mega integrated solid waste management project in 
PPP mode, whereas a consultancy to develop a master plan for Lahore SWM system is also being planned. A 
solid waste management project is also being planned in Faisalabad with the help of IPDF 
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111. In telecommunications, the regulatory framework and telecom policy need to keep 
pace with the fast-changing dynamics of market evolution. The fast growing and highly 
competitive sector is producing innovations in applications and business models which challenge 
the Government’s regulatory and policy-making capacity. There is a need for continuous 
development of policy and regulatory frameworks to meet the needs of the market, including 
approaches to increasing broadband penetration, shared infrastructure licensing, convergence 
policies, and other ICT related issues. In addition to these emerging issues, Pakistan’s Frequency 
Allocation Board should upgrade the spectrum management system to make it effective in 
managing growing competition and the introduction of new wireless technologies and services 
such as 3G and 4G.  

112. The private sector’s involvement in provision of infrastructure services is sporadic 
and far behind the neighboring countries. Pakistan has had significant success in attracting 
private investments in the telecommunications sector in the 1980s and the power sector in the 
1990s aims to deepen that success while broadening to other infrastructure areas such as 
transport & logistics, water supply, effluent treatment, and irrigation. Progress to date, includes a 
legal framework for PPP, the establishment of the Infrastructure Projects Development Facility 
(IPDF) and the recent adoption of a PPP policy.  The next steps, on the public side, would be a 
more specific institutional, set up with clarity on public management at the IPDF and related 
agencies, of the (i) deal making process, (ii) legal and operational risks and (iii) financial 
obligations and contingencies.  The provincial governments, specifically the Government of 
Punjab is also working toward developing comprehensive PPP framework, and plans model 
transactions in power, waste management, toll roads, and others. On the private side, the 
mobilizing of domestic resources to invest in such new PPP type of vehicles will be create major 
demands for financial sector deepening and corporate sector transparency. 
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IV. STRENGTHENING GOVERNANCE THROUGH BETTER REGULATION 

A. The Business Environment and Competitiveness  

113. Fair and predictable business rules, entry to and contestability of markets, orderly and 
speedy exit for firms, and low compliance cost of regulations are critical for fostering a good 
business environment. The smooth operation of the institutional factors behind market 
governance is particularly important but, in Pakistan, these factors are often a greater obstacle to 
firms than the legislated aspects of business regulation. Such factors—relating to instability, 
corruption, and ineffective rule of law (more specifically insecure property rights)—weaken the 
forces behind efficiency, investment and innovation and impinge on the ability of firms to take 
risks and appropriate returns. Time and resources spent on overcoming these factors divert firms 
from more productive activities, undermining the growth of the private sector. With respect to 
business regulations, high and uncertain entry, operation and exit costs create market frictions 
and blunt the efficient allocation of resources within the economy. Such regulations also prevent 
the culling of inefficient and low-productive units, hinder firm level growth, and stymie 
resources from going to new ventures. 

114. Institutional and regulatory factors affecting the economic governance of markets are 
important determinants of productivity; these factors account for 20-30 percent of the IC’s 
contribution to productivity. Economic governance variables account for around 30 percent of 
the investment climate’s contribution to average productivity, and a little less than 20 percent of 
IC contribution to aggregate productivity (Figure 4.1). The reason for the difference are the 
important variables related to deeper institutional factors and strongly associated with less formal 
firms that command a smaller share of the market. For example, the governance variables most 
strongly associated with productivity differences are: (i) sales reported to taxes, (ii) gifts to tax 
inspectors, (iii) payments to obtain government contracts, and (iv) losses associated with crime. 
These variables play a more important role in average productivity (almost 15 percent) than in 
aggregate productivity (around 9 percent). Conversely, using courts to resolve conflicts is more 
important for aggregate productivity (3.8 percent) than average productivity (1.5 percent), due to 
the stronger role played by this variable in the business of larger market share firms.  

Figure 4.1: Contribution of Economic Governance Variables to Productivity and Employment 

By average productivity By aggregate productivity By average employment 

 

Source: Investment Climate Survey, 2007. 
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Although Pakistan has achieved a less burdensome regulatory environment by international 
standards, it is lagging in the performance of deeper institutional factors such as protection of 
private property rights, corruption, quality of judiciary, and law and order situation. This is 
evidenced by several sources and also revealed by examining Pakistan’s performance relative to 
comparator countries (average values) along four dimensions of the regulatory environment and 
four dimensions of institutional factors (Figure 4.2). In particular, the Worldwide Governance 
Indicators (WGI) of the World Bank for Pakistan show weak scores and little progress over time, 
apart from in the year 2003 when the country performed slightly better  in controlling corruption, 
maintaining rule of law and governing effectively. Since then the indicators apart from 
‘regulatory quality’ and ‘voice and accountability’, have deteriorated.  

Figure 4.2: Business Climate 

By regulatory factors By deeper institutional factors 

Sources: Doing Business (Ease of Regulation, Enforcing Contracts), Investment Climate Surveys (Time spent on regulations) , Heritage Foundation (Business 
Freedom Index, Property Rights Index) Frazier Institute (Top Tax Rate, Quality of Legal Structure), and Transparency International (Corruption Perception Index) . 

 
116. Firm level perceptions corroborate the observation that institutional factors rather than 
regulatory factors are the primary obstacles in the investment climate. On average, more than 
one in three firms perceives each of the deeper institutional factors as a serious obstacle; only one 
in five firms considers the regulatory factors to be major obstacles (Figure 4.3). With the exception 
of tax rates, a similar picture emerges when regulatory and deeper institutional factors are 
compared individually. One reason for this could be that firms are particularly sensitive to tax rates 
and therefore likely to complain more about them relative to other problems. Even in the 
comparator countries, complaints about high tax rates are more widespread than for any of the 
other obstacles. 

Figure 4.3: Major Or Very Severe Obstacles To Doing Business 

By regulatory factors By deeper institutional factors 

Source: Investment Climate Survey 2007. 
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117. Efforts towards lowering regulatory hurdles for business have had a positive impact on 
firm productivity and enterprise perceptions of the investment climate. As described in Chapter 1, 
firms rank business regulation low on the list of investment climate obstacles. This is supported by 
empirical evidence but issues still remain (Figure 4.4). The regulatory environment in Pakistan, 
broadly defined to include licensing requirements, labor inspections, entry and exit procedures for 
firms, and tax rates and tax administration, compares well with the same in other developing 
countries. In the 2010 Doing Business rankings, Pakistan ranked 85th in the world in the composite 
index of ten indicators, at around the same as its 2009 ranking but better than many comparator 
countries and best in South Asia, apart from the Maldives. Within the rankings, Pakistan is 
positioned relatively low with respect to regulations supporting taxation, licensing and property 
registration, but its ranking on starting and closing a business (enforcing security) is better.  

Figure 4.4: Global Rankings in Doing Business, 2009/2010 

By country 

 

Nationally, by type of regulation 

 
Source: Doing Business, 2010. 
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118. Firms in Pakistan complain about high taxes but their concerns have decreased from 
previous years.  Tax rates always rank high in firms’ perceptions as an obstacle in the investment 
climate and Pakistani firms are not different.  Close to 40 percent of Pakistani firms find tax rates 
an obstacle to their business, slightly lower than the average of 43 percent in comparator 
countries (Figure 4.5). The figure, however, is a marked improvement from 2002 when 47 
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private companies have dropped from over 55 percent in the 1990s to a uniform 35 percent, apart 
from a more favorable rate for small companies. 

Figure 4.5: Tax Rates as Major or very Severe Obstacle 

By year By firm size 

 

By international comparison 

Source: Investment Climate Survey, 2007. 

 
119. However, despite the recent improvements in tax rates, there is significant room for 
further gains. While complaints against taxes are not unusual, in Pakistan there is some 
objective evidence that the complaints have some relevance for policy makers. According to 
Doing Business,45 Pakistan ranks 143 out of 183 countries in the with respect to the paying taxes 
indicator, falling from 126 in 2009. A number of problems have been identified in a recent 
analysis by the World Bank.46 First, average and marginal tax rates vary greatly by sector and are 
relatively high, with the bulk of the burden falling on large formal manufacturing firms. Industry 
accounts for 23 percent of GDP but pays half of all federal taxes. In addition, many activities are 
‘zero rated’ in the General Sales Tax (GST), based on policy and other considerations, such as 
activities which are perceived to support export orientation. Some of these points are explored in 
greater detail below based on the Investment Climate Survey.  

120. Application of the tax code includes many exemptions which distort the effective tax 
incidence. In 2008 the impact was dramatic. Despite the introduction of the two higher rates of GST 
earlier in the year, the total tax rate—including exemptions and incentives―went from 42.2 and 40.7 
in 2006 and 2007 respectively, to 28.9 and 31.6 in 2008 and 2009 respectively, making Pakistan’s 
total tax rate one of the lowest among comparator countries (Figure 4.6). Such wide variance in 
effective tax rates across activities and sectors leads to decisions about resource allocation, location, 
investment, etc., to be based on tax considerations rather than underlying economic reasons. 

                                                 
45  In the DB methodology, three indicators are constructed: (i) number of tax payments, which takes into account 

method and frequency of payment and the number of agencies involved, (ii) time in terms of number of hours per 
year necessary to prepare, file and pay taxes, and (iii) total tax rate measuring amount and mandatory contributions.  

46    The World Bank, Tax Policy Reform in Pakistan, 2009.  
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Figure 4.6: Effective Total Tax Rate, 2009  

Source: Doing Business, 2010. 

 
121. Reforms in tax administration have been implemented and have improved the situation 
nationwide. In 2002, the Government initiated a comprehensive institutional and procedural 
reform of tax administration to improve effectiveness, responsiveness and efficiency. The 
program has had significant impact on firm perceptions. Now, only a quarter of firms consider 
tax administration a major obstacle in their business, compared with almost half of all firms in 
2002. Nationally, 40 percent of large firms consider tax administration a major obstacle, as do 
half of the firms in NWFP (Figure 4.7).  

Figure 4.7: Percent of Firms Considering Tax Administration as A Major Obstacle  

Internationally  Nationally 

Source: Investment Climate Survey, 2002 & 2007.  

 
122. The specific tax reforms have been comprehensive and multi-faceted, targeting 
outreach, automation, simplification, and improved compliance. Some of the specific reforms 
undertaken at the Federal Board of Revenue (FBR) include: (i) taxpayer education and 
facilitation, (ii) better customer service to facilitate discharge of taxpayer obligation—through 
upgraded infrastructure and the setting up of three large and medium taxpayer units (LTUs) and 
thirteen Regional Tax Offices (RTOs) in big cities, (iii) introduction of universal self assessment 
scheme, (iv) co-location of income tax and sales tax, (v) automation through mandatory 
electronic filing of sales tax returns by corporate clients, electronic filing of tax returns and 
automated sales tax refunds; (vi) institutional reform (restructuring FBR along functional lines) 
and human resource development; (vii) improved compliance through strengthened audit 
capacity; and (viii) implementation of an integrity strategy and (ix) minimizing contact between 
FBR officials and taxpayers,(x) introduction of internal audit and internal affairs, and (xi) 
frequent taxpayer feedback surveys.  

123. Though the self-assessment scheme has yet to take off beyond large firms, its overall 
effect on firm perception has been dramatic. The share of firms that perceived tax administration 
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as a serious obstacle to business halved 
between 2002 and 2007. This share is also 
now lower for Pakistan than most 
comparator countries, with only Sri Lanka 
performing better in terms of its regional 
neighbors. Provincially, NWFP witnessed 
the least improvement while across firm-size 
the perception among small and medium 
firms has improved the most. However, the 
use of the self-assessment scheme for tax 
payments is still low nationally―at 7 
percent; it is virtually absent outside the big 
cities and large firms (Figure 4.8).  

C. Entry, Exit and Anti-Competitive Behavior 

124. Pakistan is one of a few of the comparator countries to reduce its time and cost for 
business registration this year. The reduction in time and cost is the first since business 
registration was streamlined in the early part of the decade Through process engineering and 
more recently, an electronic registration platform, businesses 
can now submit registration forms and company reports 
(required under the law) electronically.  As a result, the 
Doing Business indicator is now at 20 days to register a 
business in Pakistan — down from 24 and a cost of 5.8 
percent of per capita income — down from 13 percent.  The 
relative improvements caused Pakistan’s ranking to jump an 
impressive 17 places to 63 from 80. (Figure 4.9)  In the 
comparator countries, the average cost is much higher, at 21 
percent, and the time taken is twice as much, on average. In 
Pakistan, the maximum time for a start-up is taken up by 
registration for sales tax (12 days), with the employee social 
security institution (11 days) and the Employees Old-Age 
Benefits Institution (EOBI).47 These are important potential 
areas for reform.  For example, in Egypt, where the start-up 
time has declined sharply from 37 days (in 2004) to 7 days 
(currently), increased automation in the tax registration 
process enables the process to take only one to two days 
compared with 12 in Pakistan.   

125. However, the time and cost required to secure land, utility connections and construction 
licenses is a considerable barrier to entry. As discussed in Chapters II and VI, as well as section D 
below, these processes—many of which are governed at the provincial and local level, have not 
improved but have instead deteriorated over the period, in some cases significantly. For example, 
according to the ICS, the time for utility connections is high and requires unofficial payments. 
Local processes, covering registrations, taxations, inspections, etc, are currently being reviewed 
                                                 
47  These procedures are pursued simultaneously. 

Figure 4.8: Percent of Firms Using FBR 
Self-assessment Regime 

Source: Investment Climate Survey, 2007. 

Figure 4.9: DB Ranking for 
Starting a Business  

Source: Doing Business 2010, 2009 
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through a Doing Business type of methodology to find areas which may be streamlined and 
improved. Competition, learning and public private partnerships will be sought to as methods for 
implementing process oriented reforms at the provincial and local levels. 

126. The Doing Business “Closing a Business” indicator is favorable for Pakistan through 
the use of extra-ordinary banking powers rather than corporate legislation.48 The indicator 
shows an impressive performance by Pakistan in keeping the cost low at 4 percent of the claim. 
The average is 16 percent for comparator countries and 8 percent for OECD countries. Pakistan 
shows a high recovery rate of 40 cents on a dollar and a relatively short time period of less than 
three years to execute the transaction. (Figure 4.10). In fact, according to Doing Business, 
Pakistan ranks 53rd in the world in this indicator - the country’s second highest ranking out of the 
ten indicators. In practice, the situation is somewhat more complex as the true insolvency process 
follows a different route – one which is pursued through corporate law and the Companies 
Ordinance, 1984 rather than banking law and the Financial Recovery Ordinance. 

Figure 4.10: Cost and Time to Execute Lien on Immovable Property in an Insolvency 
By cost and recovery rate By time 

 

Source: 2009 Doing Business database.  

 
127. The authorities embarked on a comprehensive review to modernize the corporate law 
regime, starting with rehabilitation under conditions of corporate insolvency. A Corporate Law 
Review Commission (CLRC) was established by the SECP in 2006 to undertake a comprehensive 
review of the Company’s Ordinance, 1984, including particular, modernization of the corporate 
insolvency and liquidation regime.  This is still in process and is likely to take some time. In the 
interim, considering the lack of formal rehabilitation / restructuring possibility under the existing legal 
framework for company entering the insolvency process. Therefore a committee, led by the SECP was 
mandated to fast track the finalization and enactment of the draft Corporate Rehabilitation Act (CRA) 

                                                 
48  The Doing Business indicator case represents part of the story of closing a business, at least for Pakistan. The case 

cited refers more to a proceeding under the Financial Recovery Ordinance which seeks to execute claims on already 
pledged property (as opposed to an insolvency involving all creditors, assets and liabilities). The Ordinance was 
extraordinary legislation in the late 1990s which sought to reverse the crises of non-payment of that time.  
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with the features of a “Chapter 11” type of work out arrangement.  Such a framework will require (i) a 
delicate treatment in the law of the debtor-creditor balance, (ii) integration with existing legislation49, 
and (iii) a  program of capacity building for an the new professionals and incumbents - from the 
receivers through to the accreditation boards to the judiciary — for new systems to be absorbed and 
applied. It is necessary to modern corporate rules and oversight in general and particularly in the area of 
rehabilitation and liquidation of financial and non-financial firms.  

128. The new Competition Law and Policy regime brought into force in 2007 is fully operational 
with a fully independent and active Commission and a limited staff and staffing. Efforts by the newly 
formed Competition Commission of Pakistan (CCP) to create a better culture of competition though 
law enforcement and non-law enforcement means have taken hold. Important cases have been pursued 
in traditional and non-traditional sectors which have had impact both in themselves and creating more 
governance compliant firm behavior. At the same time, a strong advocacy campaign has raised the 
profile of competition in all areas of the economy, including those nascent and growing network 
industries regulated by other sector regulators. Internationally, the CCP has been recognized by the 
OECD Competition Committee honorary Observer Status in 2009-10, has chaired working groups and 
committee meetings at the OECD, International Competition Network (ICN), and bi-lateral agencies 
aground the world. It has also been written up as a “good governance” organization in the recent 
Transparency International country report for Pakistan.50   

129.  With the end of the first Chairmanship’s tenure, the Government will be faced with a 
important decision for its succession, in terms of the direction the CCP will take. Now that the regime 
has been implementable and effective, strengthening the institutional structure will be the 
Government’s next priority. Though all rules were notified to strengthened the CCP’s independences in 
funding and conditions for the commissioners, they have not yet been implemented fully. The 
Government also needs to pursue capacity building support for the institution in order to building 
professional skills, particularly in the area of economic analysis in support of decision making, to 
accompany its high level of legal capacities.  The CCP has developed programs to this end and has 
been able carry out a limited number of on-site activities and limited overseas training. but a shortage of 
resources and the security situation in the country has constrained its efforts thus far.   

D. Licensing and Permits 

130. By international standards, Pakistan has low burden of 
licenses and permits on the business operations of its firms, but 
there is a wide variation among cities and provinces. About 17 
percent of the firms in Pakistan complained of difficulty in 
obtaining licenses and permits, compared to 14 percent in 
comparator countries. This burden is less in industrial parks as 
the waiting time for an operating license is less than seven days 
compared with the national average of 30 days. The average 
waiting time in comparator countries is 46 days. Licenses were 
also perceived to be a greater obstacle for smaller Pakistani firms (Figure 4.11).  
                                                 
49 Key existing and proposed legislation includes, the Companies Ordinance, Amendments to the Banking Companies 
Ordinance, the new State Bank of Pakistan Act, the Proposed SECP act, the Employment and Service Conditions Act (or 
its precedent), the Competition Ordinance, the Financial Recovery Ordinance and others.  
50 Reference to Pakistan in Transparency International.  

Figure 4.11: Licenses as Serious 
Obstacle: Firm Size 

Source: Investment Climate Survey, 2007. 
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131. Provinces can learn from each other in the areas of business regulation (permits and 
licenses are a sub-national matter) where there are important regional variations. Large 
variations exist not only in the perception of licensing as a constraint, but in the procedures, 
time and costs across cities. This is in large part due to differences in the national, provincial 
and municipal level regulatory requirements, as well as the quality of local government bodies 
(Figure 4.12). A survey of six Pakistani cities in 2007 revealed significant regional variations in 
the processes covered by the Doing Business Indicators. For example, starting a business is 
easiest in Peshawar while resolving a commercial dispute through a court is easiest in Karachi. 

Figure 4.12: Obtaining Licenses and Permits as A Serious Obstacle  

Internationally Nationally 

 
Source: Investment Climate Survey, 2007 

 
132. Licensing for site development and land registration are generally local governance 
issues and there are significant differences in procedures, time and costs across cities (Table 
4.1). For example, a fewer number of licensing procedures in Karachi does not necessarily mean 
a better licensing regime. Karachi takes more time for the completion of common steps and lacks 
three licensing steps, compared with Punjab and NWFP, which are related to environmental 
protection: (i) an environmental protection inspection, (ii) a no-objection from the Environmental 
Protection Agency, and (iii) an electricity inspection. It takes much longer in Karachi to get 
electricity and water connections. On the other hand, Karachi requires two tax-related steps: (i) 
copies of tax valuation, and (ii) an inspection from the Tax and Excise Department. On the other 
hand Peshawar’s lower time requirements result from doing common processes faster.51 

                                                 
51  At the pre-completion stage, Punjab cities require almost 80 days for approvals and inspections as compared to 

Peshawar’s 47 days. For environmental inspections, Faisalabad and Sialkot require 54 days as opposed to 46 in 
Peshawar. And for utility connections, Lahore and Sialkot require 110 and 115 days as compared with 80 days 
in Peshawar. At post construction, the final approvals for occupancy, inspections and completion of certificates 
account for over 38 days in Lahore, as compared with 12 days in Peshawar. 
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Table 4.1: Dealing with Licenses 

Time Requirements for Common and Non Common Steps 
 Karachi Peshawar Lahore Faisalabad Sialkot 

Pre-Approvals and Inspection 106 47 79 77 78 

Letter Regarding Land Title 30 15 15 30 15 

Building Permit/Approval of Site Plan 60 30 60 45 60 

City Inspections During Construction 16 2 4 2 3 

Utilities 180 80 110 80 115 

Electricity Connection 75 35 45 35 45 

Telephone Connection 45 35 45 35 45 

Water and Sewage 60 10 20 10 25 

Post Construction 52 12 38 32 31 

Apply for Occupancy and Inspection 30 10 30 30 23 

City Final Inspection 15 1 1 1 1 

Receipt of Completion Certificate 7 1 7 1 7 

Non-Common Steps 31 49 39 57 57 

No Objection Certificate for Environment na 45 35 53 53 

Environment Inspection na 1 1 1 1 

Electricity Inspection na 3 3 3 3 

Tax Valuation and Copy from E&T dept 30 na na na na 

Inspection from Tax Department 1 na na na na 

 
133. An analysis of local policies and procedures for land registration reveals how cities and 
provinces can learn from each other to lower cost and time requirements (Table 4.2 and Table 
4.3). Karachi is the easiest city in which to register property, followed by Lahore, Sialkot and 
Faisalabad. Karachi requires a relatively small number of procedures for land registration while 
cities in Punjab have more procedures/steps but lower time and cost requirements. Of the 15 
different possible process steps, Karachi uses 6, Quetta 12, and cities in Punjab 7- 9. Mutating 
the title with the revenue office and entering the deed at the Excise and Taxation department are 
required in all cities except Karachi, adding 21-25 days to registration time. The capital value tax 
and transfer tax required in Punjab are not necessary in Karachi or Peshawar. Even certain 
registration steps that are common to all provinces, such as ‘registering the deed’, differ in their 
time requirements across cities, ranging from 3 days in Faisalabad to 8 days in Lahore to 13 days 
in Sialkot. Cities in Punjab register land at a lower cost than other cities in Pakistan, particularly 
Peshawar and Quetta. 

Table 4.2: Registration of Property Cost 
 Lahore Faisalabad Sialkot Karachi Peshawar Quetta 

Duties and fees* 1,385 1,385 1,384 1,380 1,901 2,762 

Deed Preparation 33 17 33 84 3 17 

Other fee** 1 1 1 50 8 25 

Total 1,419 1,403 1,418 1,514 1,912 2,804 

* Stamp duty, registration, transfer tax, mutation fees. 

** Advertising, no demand excerpt, land tax excerpt, affidavit from seller, non encumbrance certificate. 
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Table 4.3: Registering Property Time 
(days) 

 Lahore Faisalabad Sialkot Karachi Peshawar Quetta 

Obtain a non-encumbrance certificate 3 3 4  3 23 

Payment of stamp duty and registration fees 3 3 3 31 1 3 

Deed writer prepares deed 2 1 1 1 2 2 

Register deed at registry 8 3 13 38 8 23 

Mutate title at revenue officer 3 5 3  3 15 

Enter deed at Excise and Taxation department 20 20 18  25 10 

Pay capital value tax 1 1    1 

Pay transfer tax 1 1 1   1 

Apply for stamp paper  1     

Receipt of payment is taken to Stamp Office    1   

Advertisement in newspaper    8  8 

Obtain No Demand certificate     2 2 

Obtain land tax excerpt     2 2 

Assess capital gains tax      3 

Prepare affidavit for seller     1  

Total 41 38 43 49 47 93 

* Some of the steps can take concurrently, so the number of days shown as total may differ from the total time required to register property. 

 

E. Governance and Corruption 

134. Consistent interpretation and 
application of rules and regulations is an 
important reflection of good governance. 
Discretion or lack of predictability and 
consistency in the interpretation of rules and 
regulations (by Government officials) is 
indeed a severe problem in Pakistan (Figure 
4.13). Only 46 percent of firms in Pakistan 
believe that officials interpret rules 
consistently, compared with 60 percent in 
comparator countries (Figure 4.13). The view 
that the Government interprets rules 
consistently is shared more by large firms than 
small and medium ones, an important 
observation reflecting the productivity analysis in Chapter I. National differences reveal the provincial 
role in good governance. Only one in five firms in Baluchistan believes that the implementation of rules 
by Government officials is consistent and predictable, while three-quarters of firms in NWFP believe so. 

135. Corruption, a serious and growing obstacle to the investment climate, is largely 
associated with business-government interface. Corruption is considered a severe constraint by 
more than half of all firms (57 percent) in Pakistan, significantly higher than the 40 percent 
figure from 2002 and much higher than for comparator countries, with the exception of Brazil 
and Bangladesh (Figure 4.14). It is common for firms in Pakistan to pay informal payments to 

Figure 4.13: Consistent and Predictable  
Interpretation of Rules 

By firms size and province By international comparison 

Source: Investment Climate Survey 2007. 
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Government officials to get things done. In 2006, three out of every four firms strongly agreed or 
tended to agree with the preceding statement. Overall, almost half of all Pakistani firms reported 
at least one incident of bribe due to the listed sources.52 A higher share of large firms reported 
bribe incidence and a third more firms (than the average) in Sindh cited instances of bribe. 

136. Results show that perceptions about corruption in Pakistan are based on actual experiences 
with paying bribes. In other words, the probability that a firm reported corruption as a serious obstacle 
rises by 29 percentage points (against a mean of 57 percent in the full sample) if the firm experienced at 
least one incident of bribe. This relationship is statistically significant at less than 5 percent level and 
robust to a number of controls such as firm-size, location and sector. Hence, it is not surprising that the 
pattern of bribe payments discussed in detail below is roughly similar to what we found above for firm-
perceptions on corruption. As with perceptions of corruption, bribe incidence in Pakistan has increased 
20 percent over time—from 40 percent in 2002 to 48 percent in 2007. 

Figure 4.14: Interface with Government and Corruption  

By corruption as a serious obstacle  By incidence of bribes by type and location of firm 

 
Source:  Investment Climate Survey, 2007.  
 

137. The amount of bribe paid in Pakistan is difficult to estimate but available evidence 
suggests it is not too high by international standards, although it varies by region. Firms were 
asked the amount of bribe that firms in their industries pay to Government officials to get things 
done. The bribe rate (as a percentage of annual sales) in Pakistan equals 0.7 percent on average, 
compared with 1 percent in comparator countries. Across states, Sindh and Baluchistan lie at the two 
extremes. Firms in Islamabad (including Rawalpindi) reported the highest bribe rate of 2.7 percent, 
followed by firms in Karachi (1.4 percent), and Lahore where the figure was less than 0.1 percent. 
The findings suggest that relative to other countries, bribery in Pakistan is more widespread (affects a 
larger proportion of firms), but the bribe rate is lower although not by a significant amount. 

                                                 
52  Bribe incidence rates shown equal the percentage of firms in the full sample (or the listed sample) that report at 

least one incident of bribe due to tax and labor inspections, obtaining a utility connection (electricity, telephone, 
water), obtaining a permit (operating, construction or import license), obtaining Government benefits (customs 
duty drawback, profit tax exemption, sales tax refund and export rebate), or obtaining land titles. 
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138. The types of inspections involving most corruption are labor and tax inspections, 
respectively. About 29 percent of all Pakistani firms reported instances of bribes due to labor 
inspections and 27 percent due to tax inspections. These inspections covered 48 and 50 percent of 
the firms in the full sample, respectively. More importantly, the incidence of reporting corruption 
was almost double among firms which were inspected by tax or labor officials. Two-thirds of firms 
inspected by tax or labor inspectors reported corruption, as compared with one-third of non-
inspected firms. Similarly, three out of every four firms that applied for utility connections or 
permits (licenses), reported corruption to be a serious obstacle. The numbers were the same for 
firms that received Government benefits (Figure 4.15). These findings indicate precisely where 
corruption is most burdensome and point to target areas for corruption-related reforms. 

Figure 4.15: Relationship Between Inspections and Bribes 

By tax inspections By labor inspection  

 
Source: Investment Climate Survey, 2007. 

 
139. Compared to other countries, Pakistan has a high overall incidence of bribe due to tax 
and labor inspections—despite having a smaller percentage of firms that are inspected. 
Compared to other countries, the ‘conditional incidence of a bribe’ is highest in Pakistan. This 
means that for each inspection, the likelihood that a firm in Pakistan will be requested or was 
requested to pay a bribe is higher than it is in any of the comparator countries.53 In contrast, firms 
in Egypt have almost twice as many inspections but much less incidence of bribes. These 
findings are consistent with the conclusions that curtailing corruption in Pakistan requires not 
only a reduction in the interaction between Government functionaries and the private firms, but 
also greater checks and balances on Government officials as well.  

140. Inspections raise the probability of corruption in other countries but translates less into 
firms’ perception that corruption is a problem, implying better interaction with government. In 

                                                 
53  Conditional incidence of bribe is calculated for the set of firms receiving tax and labor inspections. The figure 

shown is of the percentage which paid a bribe out of all firms that were inspected by tax or labor inspectors. 
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the comparator countries the incidence of 
corruption is about the same, regardless of whether 
a firm is inspected or not, but is somewhat higher 
if a firm is receiving government benefits. In 
Pakistan, however, the 57 percent incidence of 
corruption among manufacturing firms rises to 68 
percent if the firms are inspected and 72 percent if 
the firms are receiving Government benefits 
(Figure 4.16). At the same time, being located in 
industrial zones raises the perception of corruption 
– but more acutely in Pakistan than other 
countries. Almost 75 percent of firms in Pakistan’s 
industrial zones and 55 percent of firms in the 
industrial zones of comparator countries consider 
corruption to be a serious problem, compared with 
50 percent internationally. One plausible 
explanation for this could be that firms in 
industrial zones in Pakistan are more visible and 
hence make easier targets.   

141. While the Government of Pakistan has 
taken steps to tackle corruption, much remains to 
be accomplished. In an attempt to decrease 
corruption by reducing the interaction between tax officials and private agents, the Government 
raised the threshold for GST registration from Rs. 0.5 million to Rs. 5 million, freeing 42,000 
previously registered GST taxpayers from corruption-related problems. However, this solution 
came at the cost of decreased tax revenue. A much less costly, and arguably more effective, 
effort was made by the Federal Bureau of Revenue (FBR) towards improving the integrity and 
accountability of its inspectors. A recent task force report noted losses in tax revenue due to 
corruption (by tax officials), and an urgent need to curb these losses. It recommended minimal 
contact between tax payees and tax officials, end-to-end automation of tax filing and refunds, 
better recruitment policies to weed out potentially corrupt officials, simplified tax structures, 
minimal discretion to tax officials in determining tax liabilities, etc.  

142. Further reform efforts to curb tax-related corruption were launched recently. The FBR 
is currently preparing to launch a comprehensive integrity program to: cover, inter alia, 
operational systems, human resource policies, internal audit policies and processes; identify 
indicators to measure progress; develop effective internal audit policies and processes; and 
properly document cases that can be subsequently defended in the courts so that proper penalties 
can be applied. To this end, an Integrity Management Steering Committee (IMSC) has been set 
up to study the entire issue of integrity of the tax and revenue departments. In late 2005, the 
Directorate General of Intelligence & Integrity (I&I) was assigned the additional task of 
vigilance against corrupt practices by FBR staff. 

Figure 4.16: Interface with Government and 
Corruption 

By inspected firms and recipients of gov. benefits

 

By industrial estates and total manufacturing

Source: Investment Climate Survey, 2007 . 
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F. Crime and Security 

143. Crime, but more so security, is a 
serious and growing issue in Pakistan’s 
investment climate. In FY07, a third of 
Pakistani firms perceived crime and security as 
a serious obstacle, compared with a quarter of 
firms in comparator countries (Figure 4.17). 
Only Brazil had a higher share of firms that 
considered crime a serious issue. Relative to 
other countries, crime and security losses are 
less widespread in Pakistan but more intense. A 
smaller percentage of firms are affected by 
crime and security-related expenses in Pakistan 
compared with other countries. However, 
among the affected firms, losses are higher in 
Pakistan than elsewhere. Consequently, the 
burden of crime and security, averaged over all 
firms, is roughly the same between Pakistan and 
the comparator countries.  

144. Expenses on security and losses due to 
crime, averaged over all firms, show a 
significant variation across firm-size and regions (Figure 4.18). Over 97 percent of large and 
medium Pakistani firms spend on security, compared with 40 percent of small firms. However, 
average expenditure per firm is roughly the same (around 1 percent of annual sales) for both 
groups. State-wise, close to 77 percent of firms in NWFP reported spending on security, with 
average expenses equaling 1.3 percent of annual sales. In contrast, only 35 percent of firms in 
Baluchistan spent on security but their expenses averaged a high of 2.2 percent. Industrial parks 
showed better performance with much lower theft losses than firms in the rest of the country.  

145. Concerns about security and risk-mitigating expenses appeared to outstrip the actual 
reported incidents of crime by firms. Even though only 10 percent of firms reported 
experiencing incidents of crime (theft, robbery, vandalism, or arson), almost half of them spent 
money on security Moreover, expenses on security far exceeded losses due to crime. Three 
observations are important in this respect. First, in Pakistan, official reporting of crime is far less 
prevalent than the incidents of crime themselves. Second, the potential threat of crime can 
exacerbate both security expenses and the intensity of the perception that (potential) crime is an 
obstacle. Third, the threat of security-related incidents in Pakistan, as opposed to other 
comparator countries, is by itself a growing problem that is joining and possibly surpassing 
crime as a concern for firms.  

G. The Functioning of Courts 

146. The functioning of the judiciary is a serious obstacle for over a third of Pakistani 
firms, compared with approximately a fifth of firms in comparator countries. The perception in 
Pakistan that the court system is an obstacle is actually higher than it is among other 

Figure 4.17: Crime and Security 

Source: Investment Climate Survey, 2007. 

 

Figure 4.18: Crime Losses & Security Expenses 

Source: Investment Climate Survey, 2007. 
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comparators, apart from Turkey where 41 percent of 
firms consider courts a major problem. An efficient 
court system is important to protect investments by 
firms and ensure that disputes between private agents, or 
between the government and private agents, are resolved 
without hindering business activity. This is especially so 
for the more formalized sectors where long-term 
investments are necessary (for example, the chemicals 
sector) and, by the same logic, particularly for larger 
firms. At the sub-national level, it is not surprising that 
almost two-thirds of firms in Sindh consider courts to be 
a serious obstacle to the investment climate. But the 
finding that only a quarter of firms in Punjab believe this 
to be so, compared to half the firms in NWFP and 
Baluchistan, indicates either a better functioning system 
in the state, or less need for courts, or that Punjab firms use a more informal system of dispute 
resolution and contract enforcement (Figure 4.19). 

147. Poor perception about the quality of the courts system translates into usage; most firms 
rarely use the courts to settle disputes. While use of a third party to settle a dispute is generally 
low to begin with (only 5 percent of Pakistani firms do so) (Figure 4.20), the number represents a 
70 percent decrease from four years ago. It is also a sixth of the number of firms that use third 
parties to settle disputes in Chile and only slightly higher than that of firms in Bangladesh (4 
percent), the only two comparator countries for which data is available. When third parties are 
used by Pakistani firms, only a few of the firms involved use the courts system—slightly less 
than a third (31 percent) of the 5 percent of firms. In contrast, the corresponding figure is as high 
as 70 percent in Chile and 65 percent in Bangladesh (Figure 4.20).  

Figure 4.20: Use of Courts for Disputes: Internationally  

By use of a third party to resolve disputes  By use of courts to solve disputes  

 
Source: Investment Climate Survey, 2007 and World Bank Enterprise Surveys. 
 

148. Court usage is much higher among relatively large Pakistani firms (Figure 4.21). Over 
three-quarters of large firms use courts when seeking third party intervention. Less than half of 
the firms of all sizes in Sindh do so, followed by Punjab where only a quarter of the firms use 
courts. Strikingly, in the city of Hub, about 63 percent of firms (not shown) used third party 
intervention but not a single one among these used the court system.  
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Figure 4.21: Use of Courts for Disputes: Nationally  

By use of a third party to resolve disputes  By use of courts to solve disputes  

Source: Investment Climate Survey, 2007 and World Bank Enterprise Surveys. 

 
149. By international standards, courts in Pakistan are faster at arriving at judgments but 
the enforcement of these decisions takes much longer. In our sample, a court decision was 
reached in 47 percent of the cases (firms) that went to court. The majority of these cases were in 
the cities of Karachi and Lahore. Compared with over 43 weeks in Bangladesh and 60 weeks in 
Chile, it takes 29 weeks in Pakistan to reach a decision (Figure 4.22). In contrast, enforcement of 
the decision takes 23 weeks in Pakistan but only 8 in Bangladesh and less than 14 in Chile. 
These findings suggest that while reforms at reducing court time are important, deeper 
institutional reforms for a more effective and timely enforcement of laws are perhaps more 
important.  

Figure 4.22: Quality of the Courts  

By time taken to reach a decision and enforce By perceptions about the quality of courts, percent of firms 

 

Source: Investment Climate Survey, 2007 and World Bank Enterprise Surveys. 

 
150. Pakistani firms perceive the quality of their courts system far more negatively than 
firms in other countries. Consistent with the findings above, firm-perceptions about court speed 
are reasonably good relative to the average among comparator countries (Bangladesh, Chile, 
Brazil), though much lower than Bangladesh’s 16 percent. However, in impartiality and 
affordability of courts and especially in the enforcement of court decisions, Pakistan lags far 
behind (Figure 4.23). Within Pakistan, with respect to the objective measures discussed above, 
perceptions about the quality of courts are typically better among firms located in industrial 
parks and among relatively larger firms.  
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Figure 4.23: Public-Private Dialogue 

By size 

 

By province By sector 

Source: Investment Climate Survey, 2007 and World Bank Enterprise Surveys. 

 

H Public-Private Dialogue  

151. Creating a good investment climate requires more than the removal of immediate 
constraints. It calls for a transformation in the relationship between business and government, to 
build confidence that improving the business environment will remain a central objective of future 
policy making. One-off regulatory reforms such as improvements in business registration, though 
beneficial in themselves, rarely have a long-lasting impact on the confidence of the private sector to 
invest in a country. Successful regulatory reform is therefore not just about cutting the immediate red 
tape (that is, tackling the ‘symptoms’) but about making a good investment climate an on-going 
objective in future policy making. This can be enhanced by public-private cooperation.  

152. The ICS provides some information on the extent of private-public dialogue in 
Pakistan. While 22 percent of all manufacturing firms are involved in policy discussions with 
the Government, much of this discussion is restricted to firms in the textiles and sports goods 
sectors (together 55 percent) and the relatively large firms (52 percent) (Figure 4.24). 
Interestingly, the relatively larger and richer cities, such as Lahore and Karachi, show lower 
participation than some of the other smaller cities. Not surprisingly, Punjab province leads the 
way with over a quarter of the firms saying they have had a dialogue with the Government. Only 
half this number (13 percent) of firms from NWFP reported doing so. These differences suggest 
considerable scope for improvement in the lagging cities and sectors.  

Figure 4.24: Agency Outreach 

By time By size of firm By province 

 
Source: Investment Climate Survey, 2007. 

 

I. Informality 

153. Badly designed and administered regulations impose major constraints to growth and 
productivity and create strong incentives for small businesses to remain in the informal economy. 
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Difficulty in obtaining licenses and permits to start or expand a business tends to prevent entry of new 
firms, reducing the level of competition and, therefore, firm efficiency. Informality refers to 
competition from the informal sector, that is, from competitors who manage to partially or totally avoid 
compliance with formal rules and regulations (for example, on taxation, labor, health and safety, etc.). 
These informal firms thus obtain an unfair competitive advantage over firms which comply with the 
full sets of rules and regulations. Informality tends to hurt businesses in the formal sector of small and 
medium size firms, as well as industries with low levels of initial sunk investment.  

154. The workforce reported for tax purposes shows some variation across countries and within 
Pakistan. At the national level, firms report about 75 percent of their workforce for tax purposes, one 
of the lowest with respect to comparable countries. The range of variation in the reported level of 
workforce within Pakistan (Figure 4.25) reveals significant variations across regions, with the states 
of Sindh and NWFP performing much better than the rest of the country. Also, as expected, larger 
firms and those located in industrial parks (92 percent) report higher levels of their workforce than 
their respective counterparts—68 percent for firms outside industrial parks (not shown).  

Figure 4.25: Percent of Workforce Reported for Tax Purposes 

By international comparison By province 

Source: Investment Climate Survey 2007. Source: Investment Climate Survey 2007. 

 
155. Despite an estimated large informal sector in the country, few firms in the ICS considered 
informality a serious problem. In Pakistan, the informal sector could be as large as 35-40 percent of 
the official economy. However, only 17 percent of firms surveyed considered it a serious problem. 
The findings for Pakistan are also counter-intuitive with regard to firm size and sectors, that is, while 
large firms suffer more than small firms from informality, the problem is much more severe for the 
medium firms (Figure 4.26). Normally, small firms compete much more intensely with the informal 
sector. Also, in Pakistan, sectors with high entry costs, such as chemicals, are more affected by 
informality than others (food, textiles) where entry costs are likely to be much lower (3.26). These 
results suggest that the conventional understanding of informality, at least in the context of a country 
like Pakistan, may not be of much help in understanding the consequences of informality. More 
careful research in this area is therefore necessary.  
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Source: Investment Climate Survey 2007. 
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J. The Way Forward 

156. Establishing a sound regulatory system, underpinned by non-distorting product market 
policies, will in time positively influence informal behaviors. Informal norms that determine 
implementation and enforcement of formal rules and regulations continuously interact. In a 
process of ‘adaptive expectations,’ the evolution of informal norms is continuously affected by 
changes in existing rules.54 This implies that Pakistan’s adoption of a formal regulatory 
framework that is typical of higher income countries, may be instrumental in accelerating the 
adaptation of informal norms to the formal rules 

157. Progress in the area of business regulation has had demonstrated effects on the 
perceptions and efficiency of the business community. However, the analysis shows that for the 
private sector to provide the engine of growth and thus underpin and sustain efforts toward 
macroeconomic stability, the policy framework needs to deepen regulatory reforms. This means 
increasing competition and fluidity and lowering the cost of doing business for all sectors. Four 
areas are of particular importance: tax administration and policy, business licensing, company 
registration, and corporate insolvency.  

158. In terms of business taxation, the success recorded and reflected in improved 
administration needs further deepening in order to improve collection performance. Building 
on the good progress since 2005 to remove red tape, improve tax payer facilitation and lower 
business interface, the FBR should complement the first phase of ‘outreach’ type reforms with 
efforts to increase the efficiency and integrity of collections. This would involve: (i) 
strengthening FBR as an organization, including its structure, governance, business processes, 
and automation strategy, and (ii) targeting non-compliance through aggressive pursuit of 
unregistered entities and non-filers.  

159. As a complement to more effective administration, the biases in the tax system need to 
removed to enable a more neutral application of the tax code across activities. In particular, the 
collection process needs to be buoyed with policy changes to: (i) reduce the complexities in the 
tax code, (ii) eliminate the exemptions and special treatment of the GST by introducing a VAT, 
and (iii) balance the tax incidence toward a more equal and wider coverage of the tax base, and 
away from the heavy reliance on formalized industry.  

160. To ease corporate entry, further streamlining of business licensing and property 
registration areas can be pursued through automation and business process engineering. In 
the earlier part of the decade, the time for business registration was cut by more than half from 
50 days to 24 days. But this has not changed since 2003 and the process remains a paper-based, 
manual system requiring personal appearance of the applicants. Based on a recent initiative to 
introduce a nationwide platform to electronically submit the registration forms and company 
reports required under the law, business process engineering can take place to enable further 
streamlining. For example, the automation efforts of SECP can be linked with that at FBR to 
automatically obtain tax IDs and register for sales tax. Further process engineering would require 
building up the capacities at other agencies, such as the provincial social security agencies and 
the Employees Old Age Benefits Institution (EOBI).  

                                                 
54  See North (1990). 
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161. Reform of some key business regulations requires an effort to encourage provincial 
authorities to engage in process analysis and re-engineering. While the primary driver behind 
tax, trade facilitation, labor inspection, insolvency, access to credit, and contract enforcement is 
at the national level, the key elements of some business regulation processes such as property 
registration and construction licensing are implemented at the provincial and district levels.55 
Therefore, the federal and provincial governments have requested from the World Bank an effort 
to analyze sub-national business regulation processes at the provincial and district levels, with a 
view toward streamlining, implementation and monitoring of results.  

162. The legal framework for companies requires a comprehensive revision, particularly of 
those aspects dealing with insolvency and liquidation. As insolvency has been and is being 
handled in a piecemeal fashion, the renewed interest and significant reform under way to 
modernize the Companies Act provides an opportunity to consolidate the various efforts and 
address aspects of insolvency in a separate law which applies to all entities. The insolvency law 
should: (i) provide reorganization options and process, including funding during the rescue 
process and flexibility during its implementation; (ii) protect the asset values of debtors and 
provide access to and monitoring by all creditors through a creditor’s committee; (iii) allow for 
automatic liquidation (without court order) in the event of a failed reorganization plan; (iv) 
incorporate and provide for cross border insolvency; and (v) provide for oversight of insolvency 
administrators. A complementary effort to build professional capacity is also urgently needed.  

163. Over the longer term, business entry, good resource allocation and firm level growth 
require efforts to strengthen property rights, enforce contracts and provide speedy resolution 
of corporate disputes. The role of the judiciary has been politicized recently and, as such, has 
distracted from earlier efforts to strengthen its capacity to deal with business-related issues such 
as competition law, insolvency, land ownership, and contract enforcement. With the heightened 
attention to the structural adjustment taking place, the judiciary’ role in a conducive investment 
climate needs to again take center stage. The provincial nature of the court system is a hindrance 
for national companies with operations in many parts of the country. Additionally, while 
commercial benches have been provided, procedures for business-related cases do not exist 
except in the case of specialized courts for banking and labor. Efforts to strengthen the judiciary 
are therefore of critical importance. In the short run this would require increasing the capacity of 
the profession, while over the longer run institutional reforms such as a federal commercial court 
may be considered. 

  

                                                 
55  The 2007 Doing Business South Asia report noted that individual cities in Pakistan could significantly improve 

their global Doing Business ranking by applying the best practices in business regulation found in other 
Pakistani cities. For example, a deeper analysis found that cities in the Punjab would jump five places if they 
adopted best Pakistan practice in licenses, and a further four to six places if they adopted best Pakistani 
practices in registering property. (World Bank, 2007, Doing Business in the Punjab, An Agenda for Sub-
National Reform). 
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V. ACHIEVING FLEXIBLE LABOR MARKETS AND ENHANCING SKILLS  

A. Labor Market Overview  

164. The key labor market i+sue is the lack of demand for and supply of skills and a 
legal/regulatory framework which limits market flexibility and hinders skill development. The 
strong impact of training and the positive returns on education, especially for higher productivity 
formal firms, indicates that labor skills are associated with the growth and competitiveness levels 
of a country—particularly for the labor intensive sectors dominating Pakistan’s industrial 
structure. Along with labor skills, efficient and effective ways of protecting workers also 
contribute significantly to global competitiveness. Finally, for the market to work, firms need to 
have flexibility in making their hiring and firing decisions. Pursuant to these goals, it is essential 
for labor market regulation to support high levels of efficiency, as its design and implementation 
have a direct impact on market fluidity, firm level compliance costs and incentives for firms and 
workers to invest in job training. Thus, despite the fact that firm managers in Pakistan did not 
report labor regulations and skills as major constraints, a careful examination of labor market 
aspects is critical to the overall investment climate. 

165. The heavy, interventionist approach to labor market regulation creates rigidities, 
high compliance costs and fosters unequal and unpredictable enforcement. The Doing 
Business 2009 labor market indicators reveal rigid regulations, particularly in hiring and the cost 
of firing labor, resulting in a relatively poor ranking for Pakistan on the global rigidity index—at 
136th in the world. The out-of-date and overly rigid labor market legislation has high levels of 
enforcement requirements, compliance cost issues, and leads to reliance on temporary labor and 
informal markets. Extensive analyses of the legislative and regulatory framework governing the 
labor market, supported by the on-the-ground experience of the IC survey and global indicators, 
underscore the assessment that Pakistan has a rigid but un-enforced labor market 

166. Despite the low skill levels and market rigidities that characterize the labor market in 
Pakistan, firms do not consider labor market issues a major obstacle to the investment climate. There 
is clear evidence that the market rewards higher levels of education, and that investment in labor skills 
is productivity enhancing. However, three-quarters of Pakistani firm managers do not consider labor 
market regulations to be an obstacle and more than half of all firms do not consider labor skills to be an 
obstacle. About a quarter of the firms concede that labor skills are a minor obstacle (Figure 5.1). 

Figure 5.1: Firm Perceptions of Labor Market Constraints to the Investment Climate  

Labor market regulation Labor skills 

Source: Investment Climate Survey, 2002 and 2007. 
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167. Consistent with firm perceptions, the estimated contribution of labor issues to average 
productivity is very small, but rises when looking at aggregate productivity. The labor market’s 
contribution to average productivity (the average or typical firm) is less than 2 percent of the 
investment climate’s total contribution to productivity (Figure 5.2). The only significant variable in 
the productivity equation is training programs, which make up around 1.5 percent of the total 
investment climate contribution, but more than 8 percent of the investment climate’s contribution to 
aggregate productivity. This fact that labor training contributes accounts for a higher amount of 
aggregate as compared to average productivity reflects the fact that the positive impact of training on 
productivity is, in Pakistan, associated with and concentrated in the larger market share firms.  

Figure 5.2: Contribution of Labor Market Variables to Productivity and Employment 

By average productivity By aggregate productivity By average employment 

  
Source: Investment Climate Survey, 2007. 

 
168. The labor force participation rate for females has been historically low but is rising 
as conditions for female employment improve. Recent labor force statistics show the 
participation rate for males at 87 percent, compared with 22 percent for females (Figure 5.3). 
Work conditions for women have improved gradually and female labor force participation rose 
from 17 percent in FY02 to 22 percent in FY06. As a result, while the unemployment rate for 
male workers was stable, it dropped significantly for females—from 15 percent in FY02 to 9 
percent in FY06 (Figure 5.4).  

Figure 5.3: Labor Force Participation Rates,  
FY02-06 

Figure 5.4: Unemployment Rate,  
FY01-06 

 
Source: Labor Force Survey (LFS) 2001/2002, LFS 2005/2006 
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169. The labor market is 
dominated by a large informal sector 
while participation by labor in the 
formal sector is very small. The 
informal sector, as defined at the 
worker level, consists of workers 
without contracts and benefits from 
employers. Based on this definition, 
the informal sector includes own-
account workers, unpaid family 
workers and casual wage workers. The formal sector only consists of employers and salaried 
workers and is very small in Pakistan. In urban areas, only 24 percent of working men and 19 
percent of working women are salaried workers (Table 5.1). In common with many developing 
countries, the formal sector is even smaller in rural areas.  

170. A large proportion of skilled production workers are salaried employees, but a 
substantial share of the labor force also work on temporary short term contracts. The IC 
survey shows that almost a third of Pakistani manufacturing firms hired temporary or seasonal 
workers. This is more than the 13 percent reported in India and the 28 percent in Sri Lanka, but 
lower than many other comparators (Figure 5.5). At the same time, contracts are shorter than 
those in international comparator countries—the average full-time seasonal or temporary worker 
in Pakistan is employed for just under five months, about the same length of time as in India and 
Bangladesh but less than in Sri Lanka (Figure 5.6).  

Figure 5.5: International Comparison of Incidence of Hiring Temporary Workers 

 
Source: Investment Climate Survey 2007. 
 

Figure 5.6: International Comparison of Average Length of Full-time Seasonal/Temporary Employment  

 
Source: Investment Climate Survey 2007. 
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Table 5.1: Employment Status 
  Urban  Rural  

  Men  Women Men  Women

Employer 0.01 0.00 0.00 0.00 

Own-account workers 0.26 0.18 0.37 0.17 

Unpaid family workers 0.29 0.41 0.27 0.49 

Salaried workers 0.24 0.19 0.18 0.14 

Casual wage workers 0.19 0.22 0.18 0.19 
Source: LFS 2005/06.
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B. Education and Skill Levels  

171. Relative to key comparators, Pakistan’s economy both uses and provides low levels of 
workers’ education and skills. With respect to several indicators—such as, average years of 
schooling, percentage of population without schooling, and skill indices—the picture in Pakistan 
is improving but remains bleak. The indicators, calculated at the beginning of the current decade, 
placed Pakistan at the low end among comparator countries—better only than Bangladesh in 
terms of average years of schooling but as poor as the latter in terms of percentage of population 
without schooling and in skills indices (Table 5.2). The 2007 IC survey recorded half of the total 
number of employees in firms surveyed as having less than three years of education. This figure 
is supported by the 2007 Labor Force Survey and is not inconsistent with the Barro-Lee 
indicators from the year 2000 which showed less than four years of average schooling for 
workers in the country as a whole.  

Table 5.2: Workers’ Education and Skills 
 Barro―Lee Education Indicators Harbison―Myers Skills Index 

 
Average years  
of schooling 

Percent of population 
without schooling 1998 1985 

 2000 1985 1960 2000 1985 1960 Rank of 98 score Rank if 98 score 

Pakistan 3.88 2.14 0.74 51.0 72.8 83.1 77 4.10 69 4.40 

Bangladesh 2.58 2.06 0.61 50.1 63.0 87.0 76 4.30 72 3.95 

Sri Lanka 6.87 5.88 3.94 14.0 11.9 37.1 58 10.15 52 9.10 

Singapore 7.05 6.10 4.30 16.4 28.2 46.2 29 23.05 37 14.08 

Malaysia 6.80 5.48 2.88 16.2 23.0 49.7 55 11.10 51 9.20 

Thailand 6.50 5.18 4.30 12.6 15.7 36.9 45 14.70 48 10.75 

China 6.35 4.94 - 18.0 31.5 - 59 9.75 67 5.15 

Philippines 8.21 6.65 4.24 31.0 8.3 25.6 32 21.60 23 21.25 

Turkey 5.29 3.69 1.92 20.8 39.1 59.2 49 14.70 50 9.80 

Indonesia 4.99 4.00 1.55 32.1 23.6 68.0 56 10.35 57 8.30 

India 5.06 3.64 1.68 43.9 61.6 72.2 69 8.10 60 7.10 

Mexico 7.23 5.20 2.76 9.7 22.2 40.1 51 12.95 40 13.15 

Peru 7.58 6.02 7.58 11.9 17.5 37.6 30 22.55 30 18.40 

Brazil 4.88 3.48 4.88 16.0 26.1 47.5 57 10.15 52 9.10 
Source: Barro-Lee indicators from Barro, Robert J. and Jong-Wha Lee; International Data on Educational Attainment, Harvard Center for International 
Development Working Paper no. 42. Harbison-Meyers Skills Index from UNIDO, Industrial Development Report, 2002/2003.  

 
172. The reported average education level of workers in manufacturing and services firms 
was very low, with services’ employees showing slightly higher education levels. In the 
manufacturing sector, about 71 percent of employees had zero to three years of education, and 
another 25 percent had four to six years of schooling. In other words, about 93 percent of 
employees in the manufacturing sector only had primary or less than primary education, with the 
level differing very little across industries. Within manufacturing, smaller firms showed less 
educated employees (two-thirds of employees had less than three years of schooling) compared 
with medium and large firms (Figure 5.7). The services sector revealed slightly higher education 
levels with 55 percent employees showing up to six years of education and 41 percent having 7-
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12 years of schooling. Reflecting 
this supply for labor as well as 
the demand based on Pakistan’s 
low skill-intensive, low-
technology areas, such as food-
processing and textile, skilled 
workers only account for only 
15 percent of the workforce, and 
reported to be even lower for 
smaller firms. 

173. Most firms do not 
consider inadequate worker 
skills an obstacle to the 
investment climate, with the exception of firms that already have a higher educated workforce. 
The perception that inadequately educated labor is less pervasive in Pakistan’s than in other 
countries around the world (Figure 5.8). This perception varied little across different 
manufacturing industries and different size firms. However, firms in Sindh province considered 
the lack of an educated work force a more severe obstacle to operations compared to firms in 
Punjab which considered it a less severe obstacle. At the same time, firm’s which make products 
requiring a higher educated workforce are more concerned about the availability of skills.56 In 
other words, the evidence shows that there are firms for which skills are a problem and these are 
those which manufacture/develop products that demand a more educated workforce. Firms 
making products which embody lower levels of education, demand lower skills. The finding 
again demonstrates the low-level equilibrium characterizing the Pakistan labor market that is 
now beginning to come under pressure with the rising need to compete globally. 

Figure 5.8: International Comparison of Perception of Inadequately Educated Workforce 

Source: Investment Climate Survey 2007. 

 

                                                 
56  Based on the econometric analysis of firm level data in 2007, the hypothesis that firms with a more educated 

workforce perceive the lack of skills in the workforce as a more sever obstacle is supported 
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Figure 5.7: Average Education Attainment of Workers in Pakistan

Source: Investment Climate Survey, 2007. 
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174. Despite this narrow demand for a higher educated workers, evidence shows that due 
the scarce supply of skilled workers, education progressively raises workers’ earnings. 
Analyses show that the returns to education progressively increase with higher levels of 
education and are compounded by increased experience. Further, while the average wage levels 
are lower for women, the premium on education is significantly higher for females than for 
males, implying a premium based on the scarcity of educated females workers.57 

175. Overall, compared with other countries, few Pakistani firms provide formal training, 
with such training being concentrated among large firms. The proportion of firms offering 
training is significantly lower in Pakistan than among comparator countries, apart from India. 
The proportion of firms offering training to workers is less than five percent for all of 
manufacturing and only slightly higher in the services sector. Within manufacturing, a third of 
large firms offer training to regular employees and 20 percent offer training to temporary 
workers—the numbers are comparable with Turkey and Sri Lanka. While a similar proportion of 
medium firms provide training to regular workers, few among them offer training to temporary 
workers. Among small firms, training is provided by less than 1 in 20 firms to permanent 
workers, and 1 in 100 firms to temporary workers (Figure 5.9). 

Figure 5.9: Provision of Training to Workers 

International comparison Type of firm 

 
Source: Investment Climate Survey, 2007. 

 
176. Manufacturing firms are more likely to offer training to production workers than 
non-production workers, while service firms train most of their workforce. Two-thirds of 
production workers in medium and large firms, and almost half the production workers in small 
firms, receive training. Large firms offer training to over half their non-production workers, 
medium firms to a third, and small firms to only five percent of their non-production employees. 
In the services sector, 80 percent of skilled workers and 70 percent of unskilled workers receive 
training, with less variance by firm size in the percentage of workers trained (Table 5.3).  

                                                 
57  For example, Aslam 2009 applies various methods in the Pakistan Integrated Household Survey (PIHS) 2001/2002 

data, finding that returns to an additional year of schooling range between 7 and 11 percent for men and 13 to 18 
percent for women. Kingdon and Soderdom expand the analysis to waged, self-employed and agricultural workers, 
finding that conditional on occupation, education consistently and substantially raises earnings.  
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Table 5.3: Percentage of Permanent Employees Trained  
 Small Medium Large Total 

 

  N Avg. N  Avg N Avg Total  Avg 

Manufacturing Sector         

  Production workers 10 44.8 12 67.7 42 70.0 64 62.0 

  Non-production workers 17 5.4 12 36.9 36 58.0 65 23.9 

Services Sector         

  Skilled workers 18 80.0 5 82.2 7 74.8 30 79.0 

  Unskilled workers 19 63.5 5 78.8 7 81.7 31 69.0 
Source: Investment Climate Survey 2007. 

 
177. Firms with a larger share of higher educated workers, tend to invest more in training 
programs. This is consistent with the hypothesis that firms require workers that can be trained in 
the use of new technologies. The results also show that the legal status of firms is correlated to 
their training provisions—sole proprietorships are less likely to invest in training relative to firms 
with other legal status. Consistent with the earlier analysis, small firms are less likely to provide 
training compared with medium-size and large firms. These firm-level factors determining the 
propensity to train are consistent across industries and provinces,58 underlying the fact that not 
only demand for skills, but action to invest in skills is associated with the higher market share, 
formalized firms that see a return to training in the form of higher productivity.  

C. Labor Regulations  

178. Pakistan’s labor market efficiency is low by international standards, with statutory 
requirements causing ‘hiring inflexibility’. Overly strict labor regulation can impair hiring and 
firing, stifle job creation and lead to higher unemployment. Labor legislation for minimum 
wages, social benefits and guarantees, employment contracts, and layoff regulations can impact 
the labor costs that employers face. On the hiring side, according to Doing Business 2010, 
Pakistan ranks poorly—worse than Philippines, South Africa, Turkey, Bangladesh, Chile, and 
Thailand. Antiquated regulations governing maximum hours, overtime rates, temporary 
contracts, and labor taxes59 impact bilateral market relationships and cause real wages to diverge 
from productivity levels, preventing efficient resource allocation and harming competitiveness. 
Legislation restricts fixed-term contracts in terms of content and length, allowing only jobs 
which justify fixed term to be contracted as such and limiting such contracts to a maximum 
duration of nine months (Figure 5.10). 

                                                 
58  The determinants of investment in training by firms are explored using a logit model with ICS data. Logit 

specifications are tested―including the firms’ legal status, education characteristics, size, and industry sectors. 
Workforce composition variables, such as share of productive workers, are also included.  

59  For example, currently labor legislation limits temporary contracts―prescribing 48 working and 12 weekly 
overtime hours, double wages for overtime, a month’s bonus per year, and 40 days of paid leave. It requires five 
different ‘labor welfare’ taxes from firms and enables various types of inspectors to harass establishments on a 
regular basis. 
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Figure 5.10: Labor Market Rigidities  
Hiring and firing difficulty Cost of hiring and firing 

Source: Doing Business, 2010 (DB 2009 for non-wage labor costs). Firing costs refer to a case where the worker spends 20 years in a firm whereas in Pakistan, 
the time is generally around 5-7 years, as estimated by the Ministry of Labor and Manpower.  

 
179. Regulations for firing employees are more flexible, but the high costs of firing and the 
mechanisms for adjudicating labor disputes favor temporary or informal employment. Pakistan 
ranks slightly better according to the Doing Business indicators, in the difficulty of firing index than 
in the difficulty of hiring index — it is in theory relatively easier to remove a redundant worker with 
or without cause in Pakistan compared to most other south Asian countries, including India, 
Bangladesh and Sri Lanka.  In practice, the cost of firing a worker with 20 year experience — higher 
than the norm for Pakistan, is 90 weeks of wages in Pakistan — higher than in India and many East 
Asian countries, including Thailand, Vietnam and Malaysia. In addition, the adjudication system 
involving inspectors, tribunals and authorities contributes to the uncertain and discretionary 
enforcement outcomes. As a result, firms are more reluctant to hire and invest in permanent workers 
in anticipation of problems if firms want to fire.  

180. The mandate of Pakistan labor laws, that formal sector firms provide certain forms of 
non-wage benefits, can potentially impose non-negligible costs to employers. These non-wage 
benefits include the Gratuity or Provident Fund, Provincial Social Security (ESSI), Employment Old 
Age Benefit (EOBI), group insurance, and Worker’s Profit Participation Fund (WPPF). Among 
them, ESSI is managed at the provincial level and EOBI is administered at the federal level. Two un-
mandated benefits include an education cess and “10C” bonus. Eligible firms are required to pay 5 
percent of payroll tax to EOBI, 7 percent of payroll tax to ESSI, implicitly 8.3 percent of payroll tax 
to Gratuity, and 8.3 percent to 10C bonus (if there is a profit). Firms are also required to purchase 
group insurance providing coverage up to Rs 200,000 per employee.  
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181. Despite the restrictive nature of the labor regulations, a high proportion of Pakistani 
firms do not perceive them to be an obstacle to operations; this perception is also higher than 
it is in comparator countries. Over 70 percent of Pakistani firms perceive labor regulation as no 
obstacle to their firms’ current operations, compared with 55 percent of firms in India, 44 percent 
in Bangladesh and 42 percent in Sri Lanka. Though the perception of labor market regulations 
varies somewhat by firm size, with most small firms perceiving them to be no or minor obstacle, 
and medium and large firms finding the regulations more severe, the view is consistent across 
types of manufacturing firms. Service industry firms generally perceive labor market regulations 
as a more severe obstacle than firms in the manufacturing sector (Figure 5.11).  

Figure 5.11: Perception of Labor Regulation as Obstacle to Current Operations 

By international comparison 

National comparison by firm size 

 
Source: Investment Climate Survey 2007. 

 
182. Deeper empirical investigation reveals that firms with more educated workers, on 
average, perceive labor regulations to be more binding on their operations. Firms with a labor 
force averaging four to six years of education perceive labor regulations as a more severe 
obstacle than other types of firms, after controlling for other factors.60 The finding is consistent 

                                                 
60  Regression analysis was conducted with ‘perception of labor regulation as an obstacle to current operation’ as a 

dependent variable. This variable was scaled from 0 to 4, with 0 as no obstacle and 4 as a very severe obstacle. 
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with earlier results describing that firms with a higher education labor profile also find labor 
skills more of an investment climate issue, compared with other firms in the economy.  

183. In contrast to the similar views across size groups, firms in different states have more 
variance in their perceptions of labor regulation as an obstacle to current operations. 
Compared to firms in Baluchistan and Sindh, firms in Punjab view labor regulations as a less 
severe obstacle. The perception varies insignificantly among different industries, except that the 
non-metallic minerals industry perceives labor regulations to be even less of an issue than the 
rest. Such differences imply that the enforcement of labor regulations, traditionally left to 
provincial level governments, varies across provinces. The differential impact of discretion 
applied at the provincial level by inspectors, labor tribunals and wage authorities in enforcing 
requirements and adjudicating, adds policy and governance dimensions to location-specific 
differences in the investment climate.  

184. The existence of favorable perceptions by firm managers regarding labor regulations 
reflects difficulties in the enforcement of a complex, rigid and antiquated labor code. 
However, the perceived low or no obstacle perception about labor regulation does not necessarily 
imply that labor market regulation is not an issue in Pakistan. One fundamental reason is the 
disparity between the current state of the labor code and it relation to the most policy recent 
statement, the Government’s Labor Policy 2002. While the 2002 labor policy is meant to cover a 
wide range of workers through a market friendly approach, the labor code, through its 
restrictions on firm autonomy and costly requirements, encourages firms to circumvent labor 
laws, often by often using contracted or piece-rate labor, commonly hired through 
intermediaries, on a very short-term basis. Such practices, while achieving flexibility and 
avoiding costs of complying with labor regulation, suppresses labor productivity and keeps 
Pakistan’s economy concentrated in low value-added activities. 

185. Though the provisions in the legislation are strict, legislative enforcement is 
relatively weak, discretionary and therefore open to abuse, with implications for labor market 
outcomes. The uneven and generally weak enforcement of labor laws is a likely reason why 
firms do not consider labor market regulation a critical barrier. Another is that it does not seem to 
be difficult to substituted unofficial payments for the cost of compliance with the law. Compared 
with other countries, 48 percent of Pakistani firms were inspected by labor department officials, 
a figure that was only higher than Bangladesh (45 percent) and Turkey (34 percent). Inspections 
were most frequent in large and medium-size firms (85 percent and 83 percent, respectively). 
Among the firms inspected, the average number of visits in the past 12 months was 2.9 in the 
manufacturing industry and 3.3 in the services industry. This is higher than that in Bangladesh 
(1.0) and India (1.6) but much lower than that in Sri-Lanka (7.0). Not only was the number of 
inspections limited, more than half of firms inspected were expected or were requested to make 
informal payments or gifts to the inspectors. This result is significantly higher than for all other 
comparator countries, except India (Figure 5.12). Thus the evidence is that labor regulations are 
non-binding for most, and for those who do face inspectors can become non-binding for a fee.  
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Figure 5.12: Labor Inspections 

 
Source: Investment Climate Survey, 2007. 

 
186. Similarly, despite the fact that benefits are mandated for workers, the benefit 
coverage of Pakistan’s labor force is limited. On average, a higher proportion of large firms 
provide benefits to their employees, ranging from 85.7 percent for Provident Fund, 89.8 percent 
for Provincial Social Security, 70.2 percent for group insurance, 88.6 percent for EOBI, and only 
56.4 percent for WPPF. A smaller percentage of medium-size firms and small firms provide 
various benefits (Table 5.4). Most firms, if they do provide benefits, do so for all regular 
employees. The incidence of partial coverage (covering some employees but not all employees) 
is very low. Evidence indicates that benefits are more likely to be provided by large- and 
medium-size firms and by public-listed and limited companies, by a factor of 7-9 times over sole 
proprietorships. Firms in the textiles and garment industries are less likely to provide mandated 
benefits, as are firms in Baluchistan.  

Table 5.4: Benefits Coverage 

In percent 
    Small Medium Large Mfg  Services

Gratuity or Provident fund 
Partial coverage 5.6 49.0 79.8 12.4 9.7 

100% coverage 11.8 51.5 85.7 19.2 11.7 

Provincial Social Security  
Partial coverage 28.9 78.3 82.6 35.6 27.0 

100% coverage 35.4 79.0 89.8 42.7 29.2 

Group Insurance 
Partial coverage 2.5 43.7 65.0 8.3 6.8 

100% coverage 7.8 44.2 70.2 14.0 8.7 

Employee Old Age Benefit(EOBI)  
Partial coverage 25.6 80.1 84.6 32.2 28.2 

100% coverage 32.0 85.7 88.6 39.2 30.2 

Workers Profit Participation Fund  
Partial coverage 3.7 25.5 47.9 7.1 8.1 

100% coverage 9.4 25.9 56.4 13.5 9.7 

Education Cess 
Partial coverage 2.3 12.8 60.9 6.0 7.1 

100% coverage 10.4 24.5 65.9 15.4 8.5 

10C Bonus 
Partial coverage 4.7 26.0 71.8 9.6 9.4 

100% coverage 11.4 31.0 76.6 16.8 12.7 
Source: The World Bank. Labor Market Study, 2006. 
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D. Hiring Practices  

187. The incidence of employing temporary workers is high in Pakistan. In the FY06-07 
period, 34 percent of medium-sized 
firms reported having hired at least one 
temporary worker, compared with 22 
percent of small firms and 30 percent of 
large firms. On average, more firms in 
the services sector hired temporary 
workers (27 percent) compared with 
firms in the manufacturing sector (22 
percent) (Figure 5.13). The high 
incidence of hiring temporary workers 
presumably reflects the strict labor 
market regulations that apply to 
permanent employees.  

188. One of the main reasons cited by firms for relying heavily on temporary workers was 
to avoid incurring costs associated with providing various benefits to permanent workers. 
Firms are legally required to provide social security benefits to temporary workers. However, 
many firms manage to circumvent this law by various means.61 This is further proved by other 
studies which show that temporary workers put in longer hours under poorer conditions and are 
denied health insurance coverage, accident compensation and other welfare measures.62  

189. Firms providing some or all mandated benefits to permanent workers are more likely 
to hire temporary workers. This association is tested in the following logistic regression. 
Specifically, firms providing some mandated benefits are 1.85 times more likely to hire 
temporary workers and firms providing all mandated benefits are 2.61 times more likely to hire 
temporary workers. The finding shows that if firms have to provide mandated benefits, they tend 
to hire temporary workers to reduce the higher incurred costs. Such practice may hamper 
employment growth in the long run.  

190. Firms with a more educated workforce are less likely to hire temporary workers, 
holding other factors constant. This is probably due to the fact that there is less substitution 
between temporary workers and regular workers if regular workers are more educated. After 
controlling for other factors, firm size is not a significant factor in determining firms’ hiring of 
temporary workers. Sole proprietorships are least likely to hire temporary workers. Firms in the 
garment industry are more likely to hire temporary workers while firms in the non-metallic 
industry are least likely to hire temporary workers. This practice also significantly varies by 
states. Compared with firms in Baluchistan, firms in Sindh province are 3.12 times more likely 
and firms in Punjab province are 5.6 times more likely to hire temporary workers.  

191. Most firms in Pakistan hire new employees through family or friends. About 53 
percent of firms in the manufacturing sector and about 79 percent of firms in the services sector 

                                                 
61  World Bank, 2006. 
62  Ilahi, Naqvi et al, 1995.  

Figure 5.13: Firms Hiring Temporary Workers  

Source: Investment Climate Survey, 2007. 
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hire new employees through family or friend networks (Figure 5.14). Other studies using labor 
force survey data, support this finding, and shows that a person’s employment status (formal or 
informal) is significantly associated with other family members’ employment status.63  

Figure 5.14: Firms Hiring Temporary Workers  

Source: Investment Climate Survey, 2007. 

 
192. Firms in the manufacturing sector also rely on ‘theykedars’ to find workers, mostly 
temporary workers. Firms report that the benefits of hiring through ‘Theykedars’ include: 
reduced costs of recruiting, reduced labor costs (lower wages and benefits), and lower 
compliance costs (of regulation) including time managers’ take to comply with regulations either 
officially or unofficially. This shows that informal channels of hiring employees are quite 
prevalent in Pakistan in order for firms to reduce the cost of hiring. The predominance of these 
channels increases labor market inefficiency and limits the mobility of workers. Moreover, 
limited mobility of the workers is due to firm specific skills and location close to home. Thus, 
more efforts should be focused on creating a more public, accessible and transparent job 
placement solution.  

E. The Way Forward 

193. Education and skills development of workers, and increasing the fluidity in labor 
markets, are the current goals of the GoP’s efforts. Pakistan’s antiquated and restrictive 
regulations governing maximum hours, overtime conditions, length of temporary contracts, 
remuneration rates, and welfare contributions impact bilateral market relationships and cause real 
wages to diverge from productivity levels, preventing efficient resource allocation and harming 
competitiveness. The discretionary approach of provincial inspectors, labor tribunals and wage 
authorities in enforcing requirements and adjudicating disputes adds considerable uncertainty to 
labor market outcomes. The result is that many, if not most firms circumvent labor laws to some 
degree, often by using contracted or piece-rate labor hired through intermediaries, on a very short 
term basis. Such practice, while avoiding costs of complying with labor regulation, suppresses 
labor productivity and keeps Pakistan’s economy concentrated in low value-added activities. 

                                                 
63  Hou, 2008. 
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194. Based on mutually reinforcing goals of quality employment generation, labor protection 
and improved competitiveness, a major labor code reform is underway. Considerable effort is being 
made to modernize the labor code following the principals specified in the Labor Policy of 2002, 
including: (i) bilateralism; (ii) consolidation of laws along functional lines; (iii) accessible and speedy 
justice for labor disputes; (iv) conforming with ILO conventions; (v) flexibility in hiring and firing; 
and (vi) improved labor welfare. Practically the entire set of laws and the hundreds of associated 
regulations, many predating independence, are being reviewed and consolidated into five principal 
laws covering: (i) industrial relations, (ii) employment conditions, (iii) occupational safety and 
health, (iv) labor welfare and social safety, and (iv) human resource development.  

195. The first major steps have been taken in terms of the legislative process, with a 
pipeline of major activities about to be launched. Parliament passed a new Industrial Relations 
Act (IRA) that was finalized and approved in November 2008. A draft Employment and Service 
Conditions Act (ESCA) has been created by consolidating 14 separate laws governing conditions 
of employment (including wages) for a number of sectors.64 In drafting the ESCA, the 
Government pursued an approach which: (i) consolidated existing texts; (ii) removed overlaps 
and inconsistencies; and (iii) adjusted some of the provisions to allow a greater degree of 
flexibility, particularly on the hiring side. ESCA has gone through one round of consultations 
and revision and will go through a second round in the coming months. The Occupational Safety 
and Health Act (OSHA) has been drafted, but not yet been presented to stakeholders for review. 
In all cases, the costs of hiring and firing should be continuously taken into account with an 
attempt to balance minimized costs with enforcement of the public interest.  

196. The enforcement of these combined federal laws will require complementary reforms 
– including (i) in the area of unemployment benefits and other safety net policies and (ii) in the 
inspection regime which ensures minimized red-tape, bureaucratic hassles and extra costs on 
businesses. Since the enforcement of the labor laws was traditionally left to the provinces, their 
application was uneven across the country, leading to policy differences in the investment 
climate in different parts of Pakistan. Therefore, the federal Government is planning to be 
proactive in developing and encouraging a unified approach to the provincial enforcement of 
labor laws―in part guided by two recently passed national policies: the Labor Inspection and 
Labor Protection policies of 2007.  

197. The labor inspection policy framework should support commitments under the Labor 
Policy 2002 and Labor Protection 2005 to reorganize and streamline the labor inspection 
services. This is especially important at the provincial level. The federal government and the 
provincial governments need to coordinate with each other to develop the capacity of provincial 
labor inspections and help them become more effective. Interventions are needed to develop the 
capacity of employers and workers to adjust to the new approaches for inspection.  At the federal 
level, the Ministry of Labor will be revitalizing the reform of labor inspection services, in line 
with the international labor standards.  
                                                 
64  The earlier laws include: (i) Children (Pledging of Labor ) Act, 1933; (ii) The Payment of Wages Act, 1936; (iii) The Employment 

(Record of Service) Act, 1951; (iv) Coal Mines (fixation of rate of wages) Ordinance, 1960; (v) The Minimum Wages Ordinance, 
1961; (vi) The West Pakistan Industrial and Commercial Employment (Standing Orders), 1968; (vii) The West Pakistan Shops and 
Establishments Ordinance, 1969; (viii) The Minimum Wages for Unskilled Worker Ordinance, 1963; (ix) The Workers Cost of 
Living (Relief) Act, 1973; and (x) The Employment of Children Act, 1994. The authorities also report that relevant portions of The 
Factories Act, 1934 (those covering employment conditions, wages, etc.) will be replaced, while the other portions of The Factories 
Act will be incorporated into the new Health and Safety Act under preparation.  
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198. Public policies are also needed to enhance governance and combat corruption during 
inspection. The ICS findings show that Pakistan has a high incidence of inspectors asking for 
gifts or informal payments during inspections. Incentives, both rewards and punishment, need to 
be in place to ensure the effectiveness of inspections. Empowering employers and workers is a 
bottom-up approach to increasing inspection transparency.  

199. Strengthening the public and private provision of the educational system is a 
fundamental necessity for promoting innovation and improving productivity. Positive returns 
to higher education, in terms of wages and productivity, imply that improving education should 
be a central element of a competitiveness strategy. Extensive interventions, many of them 
innovative ones, have been attempted, including school establishment grants, school 
management and teacher training programs, public and private partnerships in education 
provision, and conditional cash transfer programs for poor households.  

200. Providing incentives to increase firm training is important to promote innovations 
and enhance firm productivity. The ICS findings suggest that small firms need to be the primary 
target of these incentives. Small firms have limited capacity to offer training to their employees. 
Thus, it makes sense to increase the economies of scale and offer training through small firms in 
a collaborative way. This can be organized by non-governmental organizations (NGOs) or public 
private partnerships (PPPs), or solely by private organizations. However, proactive measures are 
needed to reach these small firms.  

201. Emphasis is needed to foster transferable skills through training programs. 
Transferable skills can promote workers’ flexibility and mobility across different sectors, and 
promote innovations. In most cases, workers at SMEs acquire firm specific skills from on the job 
training which are non-transferable in most cases. Given the common nature of transferable 
skills, collaborative training offered by third parties can increase the economies of scale. Public 
policy needs to endorse and facilitate the creation and delivery of these training programs.  In 
particular, the Ministry of Labor has prepared a Human Resource Development policy which is 
under consultation which aims to highlight the issues found in the education and training of the 
country’s labor force – recommending industry-academia linkages, facilitating on the job 
training and starting of an apprenticeship program.   

202. The collection and proper use of statistics can help to provide policy makers and 
analyst with useful information for decision making.  For example, a Labor Market Information 
System can be established, either as a government activity, or with some additional effort and 
cost, a public – private partnership whereby labor market information is collected and updated by 
the private sector for the benefit of the private sector, with government assistance in 
organization, facilitation and oversight.   
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VI. EXPANDING CORPORATE ACCESS TO FINANCE 

A. Overview of the Financial Sector  

203. Pakistan’s financial sector is dominated by banking activity, reflecting in part the 
country’s current stage of development as well as the Government’s recent focus on reforms. 
Financial sector development has focused primarily on fundamental reforms in banking, initiated in the 
early 1990s and accelerated during the early 2000s. Privatized and restructured banks, strengthened 
prudential regulations and supervision, reforms to strengthen loan recovery, and improved corporate 
governance have been the hallmarks of Pakistan’s financial sector development over the past decade. 
Banks now account for 95 percent of financial institution assets, as non-bank financial institutions 
involved in leasing, underwriting, venture capital, insurance, and pensions currently play a limited role 
in the financial sector. Government securities dominate the debt market and bank stocks dominate the 
equity market, accounting for 40 percent of the stock market’s capitalization.  

204. Since Pakistan’s banking sector has been one the fastest growing and most profitable 
in the region, the bulk of the sector has so far been cushioned against the macroeconomic 
stress. Banking assets rose three-fold during the first five years of the decade—from 47.2 percent 
of GDP in 2000 to 55.6 percent of GDP in 2005. In 2006, profitability was high with a return on 
banking assets of 2.6 percent and a return on equity of 25.4 percent. At the same time, capital 
adequacy rose from 11.1 percent at the end of 2003 to around 14 percent at the end of 2007.65 
Despite these aggregate strong numbers, there are in fact a number of weak banks in the system. 
Although the number of conventional commercial banks dropped from 41 to 29 in recent years, 
through mergers, acquisitions and closures, further consolidation is expected due to the yearly 
increases in capital required by the central bank. The banking sector seems to have weathered the 
downturn well by providing for impaired assets and becoming more conservative in its credit 
extension, particularly as fiscal financing have provided a high return, low risk alternative. 

205. Despite this strong picture of Pakistan’s financial sector, some new risks may be 
emerging. Corporate lending traditionally accounted for about 59 percent of bank loans but in 
recent years, consumer lending became the most rapidly growing component of bank portfolios. 
However, the recent macroeconomic instability is leading to increased defaults, particularly in 
consumer-lending, but also in the corporate sector. In particular, defaults in the textiles sector 
have increased recently, and non-performing loans (NPLs) also rose in FY08―from under 6 
percent of assets at the end of FY06 to almost 7 percent. In addition, while some of the NPLs 
certainly stem from forces which are cyclical in nature, banks are also heavily exposed to new 
and more complex risks stemming from large exposures and new business practices.   

B. The Importance of Finance to Competitiveness  

206. Access to credit for working capital and investment finance can have a positive 
impact on productivity and employment growth. The economic estimate of the investment 
climate’s contribution to productivity shows that external finance plays an important role in 
growth. In particular, access to bank finance is positively and significantly associated with 

                                                 
65  As a result of the introduction of Basel II principles, capital adequacy declined to 12.4 percent at the end of 

FY08, as opposed to the 14 percent ration which would have been recorded in the absence of Basel II. 
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average productivity, while financing from internal funds, family and friends, and informal 
sources is negatively associated with growth. As a result, finance accounts for 17 percent of both 
average and aggregate firm productivity in Pakistan, though through somewhat different 
variables (Figure 6.1).66 Specifically, working capital finance from banks contributes less than 2 
percent to average productivity but rises to 7.4 percent in the aggregate, while financing by 
internal funds contributes 8.4 to average productivity but falls to 4.3 percent in the aggregate. 
This distinction implies that the positive productivity impact of formalized finance (banks) is 
more prevalent in higher market share firms, while the negative impact of more informal 
methods of finance is associated with smaller market share firms.  

Figure 6.1: Contribution of Finance Variables to Productivity and Employment 

By average productivity By aggregate productivity By average employment 

 
Source: Investment Climate Survey, 2007. 

 
207. Financial sector reforms have had a 
significant positive impact during the 2000 
decade but Pakistani firms still find it more 
problematic to access finance compared to 
firms in other countries. Between 2002 and 
2006, the percentage of firms citing access to 
finance as a ‘severe’ obstacle to their operations 
fell from over 31 percent to just 6 percent, and 
the percentage of firms that viewed finance as 
‘no’ obstacle increased from over 17 percent to 
36 percent. Still, even as the severity of finance 
as an obstacle has lessened considerably, over a 
third of firms in Pakistan continue to rank 
access to financial services as a ‘major obstacle’ 
(as opposed to a severe one), surpassed only by 
Brazil and Bangladesh among comparator 
countries (Figure 6.2).  

  

                                                 
66  In a sample from Eastern Europe, firms that gained access to bank credit for investment and working capital 

from 2002-05 registered 9 percent higher growth in employment and a 36 percent growth in revenue. The 
employment effect was even bigger for small firms of less than 20 employees. 
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C. Financial Market Depth at the Firm Level  

208. The financial market in Pakistan is relatively 
shallow67 as firms rely on retained earnings to finance 
their working capital and investment needs. Domestic 
credit to the private sector amounts to 29 percent of GDP, 
less than in 11 out of 13 comparator countries in terms of 
financial depth—including India, Bangladesh and Sri 
Lanka. Only Indonesia and the Philippines have more 
shallow financial systems (Figure 6.3). Retained earnings 
being the predominant form of finance in Pakistan is not 
dissimilar to other middle and low-income countries. 
Pakistan’s firms rely less on banks and on trade credit than 
firms in comparator countries, ranking behind only Egypt in 
share of working capital financed from both retained 
earnings and commercial banks (Figure 6.4). Compared to 
other South Asian countries, 6.5 percent of working capital 
needs are financed by commercial banks (32 percent, 21 
percent and 16 percent in Bangladesh, Sri Lanka, and India 
respectively). The pattern of funding from retained earnings 
is robust across regions and industries, ranging from 88 
percent in NWFP to 78 percent in Sindh.  

Figure 6.4: Sources of Working Capital Finance 

Retained earnings Commercial banks  

Source: Investment Climate Survey, 2007. 

 
209. Trade credit plays a smaller role in working capital financing relative to comparator 
countries, particularly given Pakistani firms’ reliance on internal funds. Though higher than India 
and Bangladesh, trade credit as a share of working capital finance is still lower in Pakistan than in many 
other countries like South Africa, Thailand, Chile, and Malaysia. In the latter countries, trade credit 
plays a significant role in allowing firms to manage liquidity constraints over short-time horizons, 
particularly in the absence of access to overdraft facilities or credit lines. However, large Pakistani 

                                                 
67  Financial depth measures the overall availability of financial resources for the economy and for firms. In 

essence, depth is an aggregate measure which captures total financial resources for the economy, as well as for 
an average firm. Measures of depth included in this report are private credit/GDP (overall depth), and the 
percentage of firm financing needs that are met with external sources of finance. 
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firms, that are often the main source of supplier financing, cite lack of legal enforcement and 
incomplete credit information as key barriers to supplier credit (Figure 6.5).  
 

Figure 6.5: Trade Credit as a Source of Working Capital  

Share of working capital financed by trade credit Reasons stated by Pakistan firms for zero credit sales  

 

Source: Investment Climate Survey, 2007. 

 
210. Investment is also primarily self-financed—three-quarters of investment is financed 
from retained earnings and only 15 percent from commercial banks. Perhaps even more so 
than in the case of working capital finance, access to commercial sources of investment funds is 
important as firms upgrade technology, infrastructure, and machinery in order to increase 
productivity. As with working capital, Pakistan’s firms rely less on external sources of 
investment relative to global comparators (Figure 6.6).  

Figure 6.6: Sources of Investment Finance  

Domestic sources of investment finance  Share of investment finance from commercial banks 

 

 
Source: Investment Climate Survey, 2007. 

 
211. Financing patterns do not differ much across provinces but do so significantly 
among firms across sectors. For example, the metals and machinery sector relies the most on 
internal funds to finance investments, borrows primarily from state-owned banks, and has the 
highest share of loan rejections. In contrast, the chemicals, sporting goods, and food sectors are 
better able to secure commercial bank financing relative to other sectors (Figure 6.7).  

0 5 10 15 20 25 30 35

Egypt

Bangladesh

Vietnam

India

Pakistan

Sri Lanka

Philippines

South Africa

Thailand

Brazil

Chile

Malaysia

Percentage working capital financing

0.0

0.2

0.4

0.6

0.8

1.0

Small Medium Large

P
er

ce
n

ta
g

e

Cash Flow No experience

No confidence in law No credit worthiness info

0

20

40

60

80

100

Internal
Funds

Commercial
Banks

State
Banks/Gvt

Non-Bank Inst Other

P
e

rc
e

n
ta

g
e

0

20

40

60

Egyp
t

Philip
pines

Bra
zil

Pakis
ta

n

Sri 
Lank

a

South
 A

fri
ca

Vietn
am

In
dia

Banglades
h

Chile

M
alay

sia

Tha
ila

nd

P
e

rc
e

n
ta

g
e



 

94 

Figure 6.7: Financing Patterns by Manufacturing and Services Sectors 
Financing the purchase of fixed assets 

 

Financial institution granting a loan Applying for loans/line of credits 

Source: Investment Climate Survey, 2007.  

 

D. Financial Sector Outreach for Manufacturing and Services  

212. In addition to low levels of financial depth, the economy exhibits limited financial 
sector outreach to households as well as firms. Evidence of this underperformance by the 
financial sector comes from the recent pronouncement by the State Bank of Pakistan that only 17 
percent of the population holds bank accounts and less than 4 percent are borrowers in the 
system.68 In terms of per capita loan accounts—combining consumer and firm loans to proxy the 
overall use of credit services—Pakistan has 22 loan accounts per capita, compared to 55 in 
Bangladesh, 50 in Brazil and 247 in Thailand.69 The number of bank branches and ATMs is low 
geographically, relative to comparator countries and even lower in a demographic sense (Figure 
6.8). Data from the country suggests that fewer Pakistani firms have or use a line of 
credit/overdraft compared to firms in other countries in the region (30 percent in Pakistan, 
compared with 60 percent in Sri Lanka and 70 percent in Bangladesh) and around the globe 
(Figure 6.9).  

Figure 6.8: Outreach by Banks’ Branches and ATMs  

By branch penetration By ATM penetration 

 
Source: Pakistan Economic Survey, 2007/08. 

  

                                                 
68  Speech by Dr. Shamshad Akhtar, Governor of the State Bank of Pakistan, July 1, 2008. 
69  Data taken from ‘Reaching Out’ database.  
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213. Efforts to increase financing to SMEs 
have had some effect but lending is still highly 
concentrated in terms of types and number of 
borrowers. The State Bank of Pakistan established a 
separate SME department in 2005, drafted separate 
prudential regulations for SMEs, relaxed collateral 
requirements, and directed banks to establish 
departments for handling SME financing. The 
number of borrowers in the sector now exceeds 
185,000, compared with 67,000 SME borrowers in 
2002. Still, as a percentage of bank lending, loans to 
SMEs fell from 17.5 to 16.2 percent between 2004 
and 2007 (Table 6.1). Portfolios are also skewed 
toward a few borrowers: 0.4 percent of borrowers 
account for 65 percent of credit, with 5 million 
borrowers accounting for the remaining one-third.70  

214. Small and medium firms show 
significantly lower rates of usage of all types of 
banking products as compared to large firms. The 
pattern is consistent whether in terms of use of 
banking products or in terms of reliance on credit 
from commercial banks (Figure 6.10). Still, a lower 
level of observed use of financial services does not, 
in itself, indicate a problem of access. On the 
borrower’s side, exclusion may be the result of low 
levels of financial literacy, a response to systematic 
discrimination in the past, or maybe just a question 
of lower demand. On the lender’s side, creditors face 
macroeconomic, market and individual borrower 
risks which may rationally make lending to smaller 
firms more difficult. Well-known problems of 

                                                 
70  Access to Finance in Pakistan, 2008.  

Figure 6.9: Measures of Financial Outreach Across Countries  

By loan accounts per capita  By overdraft facility or line of credit 

Source: Reaching Out Database, 2007. 
 

Table 6.1: Bank Lending to Sectors 

Sectors 2004 2005 2006 2007 

 Corporate  53.9 52.7 53.3 56.3 

 SMEs  17.5 17.7 17.0 16.2 

 Agriculture  7.4 6.8 5.9 5.6 

 Consumer  9.4 12.4 13.5 13.8 

 Commodity  7.5 6.9 7.2 5.5 

 Staff Loans  2.5 2.1 2.0 1.9 

 Other  1.8 1.5 1.1 0.8 

Source: The World Bank, Access to Finance, 2008. 

 

Figure 6.10: Measures of Financial Outreach 
Across Countries 

Accessing Various Types of Banking Products 

Accessing Working Capital from Commercial 
Banks 

Source: Investment Climate Survey, 2007. 
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adverse selection, moral hazard, and contract 
enforcement are more prevalent among smaller 
firms—this, in itself, may lead to loans being 
denied as a matter of prudent underwriting 
criteria.  

215. Information from the firms in 
Pakistan suggests that low usage of financial 
and credit products by Pakistani firms may be 
a result of low demand. Six percent of small 
firms and 12 percent of medium-sized firms 
applied for loans or lines of credit, compared 
with 30 percent of large firms, in FY07. Small 
firms were only marginally more likely to have 
their loan applications rejected compared to 
large firms (Figure 6.11). Interestingly, firm 
investment patterns were consistent with loan 
application and use patterns. Ten and 30 percent 
of small and medium-sized firms, respectively, 
purchased fixed assets, while 50 percent of 
large firms made similar investments in fixed 
assets. 

216. The predominant reason cited by firms for opting out of the formal credit market was 
low demand; the pattern largely held across firm size. Almost two-thirds of firms reported lack 
of need as their main reason for not applying for loans. However, about a quarter of the firms 
pointed to the high interest rates as being a deterrent to borrowing from the formal credit market. 
Given the environment of easy financing and low interest rates that existed at the time of the 
survey, this response from the firms is a sign of the ineffective demand for credit. As might be 
expected, small and medium-sized firms were more likely to point to interest rates as the reason 
for not applying for loans, as compared to large firms (Figure 6.12). 

Figure 6.12: Main Reasons for not Applying for Loans or Lines of Credit 

Percent of respondents 

 Small Medium Large 

No Need 56 72 63 

Procedures 5 0 3 

Interest Rates 26 20 13 

Collateral 5 0 4 

Loan Size/Term 0 0 2 

Expect Rejection 1 1 0 

Source: Investment Climate Survey, 2007. 
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E. Cost and Terms of Borrowing 

217. In addition to financial sector outreach and depth, it is important to examine the 
terms and conditions associated with credit products. Overly-burdensome underwriting 
requirements or loan products that are inconsistent with firms’ needs may be among the factors 
driving financial exclusion or low credit use. For example, very high collateral requirements 
would affect both depth and outreach by limiting loan amounts for all firms and by excluding 
some firms that may not have sufficient collateral to fulfill financing contracts.  

218. While high interest rates appears to deter some firms from participating in the credit 
markets, lending rates are relatively low in real terms as are processing fees. In addition to 
nominal interest rates, loan costs are also embedded in processing fees. Recent data from the 
Getting Finance indicators suggest that processing fees for business start-up loans in Pakistan are 
relatively low compared to neighboring countries (Figure 6.13). 

Figure 6.13: Cost of Borrowing  

Lending interest rates  Processing fees for start-up loans 

 
Source: World Bank, Getting Finance Indicators, 2008. 

 
219. The terms of loans in Pakistan are, on average, much shorter compared to credit 
product terms offered in neighboring countries, while the loan size is larger. Although more 
than half of all loans have tenures of less than one year, the average loan size, relative to per 
capita income in Pakistan, is substantially higher than what is observed in other emerging market 
economies (Figure 6.14). The shorter duration and larger loans underscore the riskiness in the 
banking environment, which itself is reflected in the less prevalent lending to smaller clients.  

Figure 6.14: Loan Duration and Size 

By duration of loan term  By loan/income ratio  
 

  

Source: Reaching Out Database, 2007, Investment Climate Survey, 2007. 
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220. Firms in Pakistan face higher and more ubiquitous collateral requirements 
compared to global competitors, which can impact financial access and depth. Ninety percent 
of firms are required to provide collaterals as security for their loans, compared to 70 percent in 
India and Bangladesh. In addition, the value of the collaterals, relative to the loan size, is also 
higher in Pakistan (134.5 percent) compared to India (129.7 percent), Sri Lanka (106 percent), 
and Bangladesh (94.6 percent)―as well as Philippines, Malaysia, Thailand, Chile, Brazil, and 
Egypt (Figure 6.14). Collateral requirements are a cross-cutting issue for all firms—with SMEs 
and various sectors facing similar collateral requirements. 

221. Studies have shown that it is not necessarily the value of collateral required to secure 
a loan that reduces access, but rather the type of collateral that is acceptable to a bank. 
Restrictions on the use of movable property as collateral preclude firms from leveraging their 
assets in a productive manner. In general, banks usually require immovable property such as land 
or buildings to secure a loan (Figure 6.15), while most firms’ property and assets are vested in 
movable property such as machinery, inventory, or accounts receivable. In Pakistan, SMEs are 
generally much less likely to use movable property as security, compared to large firms. One 
reason for this may lie in the restrictive policy environment that only allows firms registered in 
the companies registry to secure loans using movable property—putting SMEs at a disadvantage.  

Figure 6.15: Collateral Usage in Lending 

Collateral as percent of loan Type of collateral required for a loan 

Source: Investment Climate Survey, 2007. 

 
222. Indications are that while fees and interest rates are relatively competitive in 
Pakistan, the actual process of obtaining a loan can nonetheless be cumbersome. It takes, on 
average, more than 11 days for a loan application to be processed (Figure 6.16). The efficiency 
of loan processing is important to firms that may have short-term cash-flow needs, or need to 
exploit opportunities with limited time horizons; longer processing time leads to individual firms 
being more financially constrained. Longer 
processing is also associated with more firms 
reporting access to finance as a major constraint. 
Banks’ processing times are usually long in low-
income countries because they have fewer 
automated systems to evaluate business applications 
requiring careful scrutiny, relying instead on more 
face-to-face screening as well as other relatively 
labor-intensive evaluation mechanisms. This is 
particularly the case for loans for start-up businesses.  
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F. The Institutional Environment for Lending  

223. Inadequate regulations regarding risk concentration allows banks to focus lending to 
large groups at the expense of diversification and outreach to a wider set of borrowers. The 
current prudential regulation allows single party and single group exposure of banks to be up to 
35 and 50 percent of total equity respectively. This allowable concentration of lending is much 
higher than institutional norms which cap single party and group exposure at 25 percent of 
capital as the maximum allowable concentration. Moreover, given the prevalent but opaque 
nature of conglomerates in Pakistan, and the nature of bank lending, the 50 percent concentration 
to groups is reportedly being used fully by many if not most banks. In other words, reducing the 
concentration to international norms will not be easy for banks as it requires a combination of 
capital injection and diversification of lending, both of which are necessary for the increased 
outreach of commercial banks and are needed to strengthen productivity.  

224. With rising financial sector risk, demands for effective supervision by the State Bank 
of Pakistan (SBP) and Securities and Exchange Commission of Pakistan (SECP) are rising. 
As SBP is responsible of overseeing banks and SECP is responsible for non-bank financial 
institutions, the rising complexity of financial institutions and the growing opaqueness in the 
jurisdiction of supervisory authorities means that regulatory arbitrage is becoming a greater risk. 
In addition to growing jurisdictional confusion, the demands on the SBP and SECP to intervene 
in order to protect the public interest are rising faster than the associated powers and capacity of 
the regulators. In the case of SBP, its power to effectively supervise conglomerates and intervene 
in problem banks is weak. On the other hand, SECP’s rapidly increasing portfolio risks 
outstripping its operational and human capacity. In recent years, SECP’s role in supervising the 
stock market, as well as the insurance and pension industries, has demonstrated a need for 
strengthened independence and technical capacity.  

225. The lack of clear jurisdictional lines for certain types of non-bank institutions creates 
possibilities of regulatory arbitrage.  There is a need for better supervision capabilities for large 
conglomerate groups whereby banking and non-bank regulators need strengthened legal powers to 
intervene and stronger institutional independence to do so, particularly in these cases.  While the 
regulators have tried to fill the gaps on their own in the form of Memorandum of Understanding in 
March 2009 and establish a joint task force to minimize the risk of contagion and regulatory 
arbitrage.  However, in the near term, there is a need to reform the banking laws to clarify these 
jurisdictional lines such that institutional strengthening can be designed along clear lines or 
responsibility.  Progress in this institutional dimension of the financial sector oversight would seem 
to be a pre-requisite to further privatization of the insurance and pension system which would be the 
next phase of financial sector deepening to consider for Pakistan’s policy makers.   

226. Strong creditors’ rights, a functioning credit information system, and well-defined 
property rights mean more finance for entrepreneurs. Financial depth, outreach, loan features, 
and exclusion are influenced by the underlying institutional environment governing credit 
markets. Empirical evidence has strongly linked both depth and access to the strength and 
transparency of property rights (including creditors’ rights), as well as the system of credit 
information. The degree to which creditors can credibly enforce contracts and the availability of 
information on current and prospective borrowers both play important roles in reducing credit 
risks for banks. Better legal protections enable lenders to offer entrepreneurs money at better 
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terms, and creditors’ rights are associated with higher ratios of private credit to GDP. Clear 
property and titling systems mean that collateral pledged by firms is more credible to banks.  

227. Legal protection for creditors is associated with higher share of bank borrowing in 
firms’ financing structure and increased access to commercial bank lending by a wider range of 
firms. Collateralized, or secured, loans are the most common lending contract in the formal 
financial sector. In developing and industrial countries alike, systems of secured transactions—that 
is, transactions in which the parties agree to secure an obligation with an enforceable security 
interest in property—are associated with longer-term lending and lower interest rates as loan 
contracts can be more easily enforced.71 Besides a lender, the party accepting the security of 
collateral could be a business selling goods on credit or any other party needing a guarantee—such 
as a government contracting agency seeking a performance bond from a road construction firm.  

228. Firm level data from around the world highlights the mismatch between the assets that firms 
hold and the assets that most banks accept as collateral. The value of movable property generally makes 
up three-quarters of banks’ total asset portfolios yet, on average, banks predominantly accept only land 
and buildings as their main form of collateral (Figure 6.17).72 Creditor laws, if formulated and 
implemented correctly, expand credit to the private sector by broadening the range of assets acceptable as 
collateral to banks to include equipment, accounts receivable, and/or inventory.  

Figure 6.17: Mismatch Between Firm Assets and Collateral Requirements  

By composition of assets held by firm  By composition of assets banks accept as collateral 

  
Source: World Bank Group Enterprise Surveys, average from 60 countries, 2001-2005. 

 
229. In a key measure reflecting the strength of legal rights, Pakistan ranks favorably 
compared to some countries in South Asia, but lags behind Bangladesh and India. The Doing 
Business Legal Rights Index measures the legal rights of borrowers and lenders, and describes how 
well collateral and bankruptcy laws facilitate lending (Figure 6.18). However, the index does not 
cover all four pillars of a movable collateral regime—creation, priority, publicity, and enforcement—
each of which have weaknesses in Pakistan, leading to restricted access to secured credit to corporate 
borrowers.73 First, the general description of debts and obligations is not permitted in collateral 

                                                 
71  See Djankov et al (2007); Qian and Strahan (2005); Jappelli and Pagano (2002), and; La Porta and others (1997).  
72  The State Bank of Pakistan reports that data on classification of advances by securities pledged for the banking 

system of Pakistan indicate that 30-35 percent of bank loans are collateralized by real estate and fixed assets.  
73  Creation is the process by which a security interest is valid and enforceable. Priority determines who has 

priority in receiving the proceeds from sale of the collateral and what rights other parties have in the property 
offered as collateral. Publicity is the manner in which security interests are made public, while enforcement 
addresses how the property is repossessed in the event of default.  
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agreements in Pakistan, which raises barriers to the 
finance of inventories and accounts receivable and 
causes prohibitively high costs of creating a 
security interest since movable property is difficult 
to identify with precision. Second, the system of 
filing or registration of a notice of security interest 
to publicly establish priority is largely manual and 
human resource intensive, taking about seven days 
and forgoing the possibility of creditors 
electronically searching a computerized database. 
Third, the basic rules and system for establishing a 
priority or ranking among those who might have 
claim against the collateral, is unclear (Table 6.2).  

Table 6.2: Composition of Legal Rights Index for Pakistan 
Can any business use movable assets as collateral while keeping possession of the assets; and can any 
financial institution accept such assets as collateral? 

Yes 

Does the law allow businesses to grant a non possessory security right in a single category of revolving 
movable assets, without requiring a specific description of the secured assets? 

Yes 

Does the law allow businesses to grant a non possessory security right in substantially all of its assets, 
without requiring a specific description of the secured assets? 

Yes 

May a security right extend to future or after-acquired assets, and may it extend automatically to the 
products, proceeds or replacements of the original assets? 

Yes 

Is a general description of debts and obligations permitted in collateral agreements, so that all types 
of obligations and debts can be secured by stating a maximum amount rather than a specific amount 
between the parties? 

No 

Is there a collateral registry that is unified geographically and by asset type, as well as indexed by the 
grantor's name of a security right? 

No 

Do secured creditors have absolute priority to their collaterals outside bankruptcy procedures? No 

Do secured creditors have absolute priority to their collaterals in bankruptcy procedures? No 

During reorganization, are secured creditors' claims exempt from automatic stays on enforcement? Yes 

Does the law authorize parties to agree on out-of-court enforcements? Yes 
Source: Doing Business, 2009.  

 
230. Pakistan’s record of contract enforcement is slightly better than countries in South 
Asia, but much worse than comparators in Asia and Latin America. Strong judicial systems are 
associated with greater amount of external financing being used by local firms with contract 
enforcement playing a crucial role. Banks and suppliers tend to restrict lending in response to 
uncertainty about a lender’s ability to enforce a credit contract in the court. The effect of this 
perception is strong in Pakistan as banks concentrate lending to large formalized groups, based 
on ongoing relationships. In Pakistan, 47 procedures are required to enforce a contract―13 more 
than in Vietnam, 7 more than in Sri Lanka, and 6 more than in Bangladesh. Moreover, while the 
time taken to enforce a contract in Pakistan is 1.5 times faster than in Bangladesh, it still takes 
almost 1000 days to enforce a contract in Pakistan, compared to around 300 and 475 respectively 
in Vietnam and Thailand (Figure 6.19). High costs pose another obstacle to efficient contract 
enforcement. The cost of enforcing a contract in Pakistan is over 23 percent of the claim, which 

Figure 6.18: Doing Business Legal Rights Index 

Source: Doing Business, 2010. 
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is 3.4 percent less than the mean for the South Asian region. Conversely, in Thailand and Brazil 
it costs 14.3 and 16.5 percent of a claim, respectively, to enforce a contract. In Bangladesh, 
however, the cost can be as high as 63.3 percent of the claim.  

Figure 6.19: Contract Enforcement  

By number of procedures to enforce By number of days to enforce 

Source: Doing Business, 2010.  

 
231. Credit information sharing improves banks’ knowledge of applicants, permitting 
more accurate prediction of repayment probability and increasing borrower repayment 
incentives. Private and public registries play a key role in distributing information on 
creditworthiness of borrowers and their payment performance, thereby reducing information 
asymmetries and lowering financial constraints faced by firms and individual borrowers. 
Empirical evidence links credit information and financial access by showing that credit registries 
are associated with a higher ratio of private credit to GDP.74 Moreover, as is the case in Pakistan, 
public credit registries typically distribute positive information and miss some voluntary 
information which private credit bureaus reflect the fact that banks may only be inclined to share 
negative information voluntarily. Public and private registries are thus complements, not 
substitutes.75  

232. Pakistan’s credit information index has remained at 4 out of 6 over the past four 
years, higher than Bangladesh, the same as India and one point less than Sri Lanka. Data on 
firms and individuals is distributed by private credit bureaus as well the public credit registry. 
While both positive and negative data is distributed by the private credit bureau, only negative 
information is dispensed by the public registry. Neither the private credit bureau nor the public 
credit registry disseminates credit information from retailers, trade creditors or utility companies. 
Furthermore, the private credit bureau is the only agency that distributes more than two years of 
historical credit information. Both the private credit bureau and the public credit registry 
dispense data on all loans below one percent of income per capita and it is not guaranteed by law 
that borrowers can inspect their data in the largest credit registry.76  

                                                 
74  Djankov et al (2007); Djankov, McLiesh and Shleifer (2006). 
75  Private registries are commonly created by marker players to share information among lenders, while public 

registries are often administered by central banks to improve bank supervision. 
76  Doing Business, 2008.  
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233. Coverage in Pakistan’s credit information has increased in recent years but still 
remains very low. The number of adults covered by the public registry has increased from 0.2 
percent in 2005 to 4.9 percent in 2009, while the number of people covered in the private registry 
has risen from 0.4 percent to 1.5 percent. However, public registry coverage in Pakistan is about 
8 percent as compared with Vietnam, Brazil and Chile which cover 13, 20 and 28 percent of the 
adult population, respectively. Pakistan’s private registry coverage is also significantly lower 
than that of Brazil, Chile and Thailand (Figure 6.20). 

Figure 6.20: Public and Private Bureau Credit Information Coverage Across Countries and Over Time 

By percent of adults across countries  By percent of adults, over time in Pakistan 

 

Source: Doing Business, 2010. 

 
234. Sound property rights that allow firms and households to acquire property and clear 
titles, lead to higher levels of economic efficiency, productivity and growth. In the absence of 
secure property rights, entrepreneurs are likely to forego or limit investment opportunities to 
fixed assets rather than intangible ones, since it is easier to secure returns from fixed assets. 
Thus, sound property rights also play a significant role in firms’ asset allocation and 
consequently growth, particularly of new firms.77 Registering and transferring real property, 
when property rights are not clearly defined, prevents firms from offering as collateral, land, 
buildings or movable property because of lack of clear titles or a missing system of publicity 
about liens against their property. At the same time, title transfer can be a complex process 
ranging from document collection and preparation to due diligence. 

235. The process of registering property in Pakistan is officially better than it is in other 
South Asian countries, but still takes longer than in good practice countries. Like India, it 
takes six procedures and around 50 days to register property in Pakistan. In Bangladesh, property 
registration process requires eight procedures and 245 days (Figure 6.21). However, in Thailand, 
Greece and Chile, the property registration process can be finished in 2, 22 and 31 days 
respectively. In Pakistan, Execution and registration of deeds before the registration authorities 
can take up to 38 days. The cost of registering property in Pakistan is about six percent of the 
total value of the property, compared to eight percent in Bangladesh and India and 4 percent in 
Sri Lanka. Yet, the average cost to register property for all the South Asian countries is 4.8 
percent of the value of property. 

                                                 
77  Claessens and Leaven, 2002.  
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Figure 6.21: Time and Cost of Registering Property 

By time, number of days By cost, percent of property value 

Source: Doing Business, 2010. 

 
236.  Small firms are more likely to fail at acquiring new land or buildings compared to 
large and medium firms. Difficulties in acquiring property and securing titles and construction 
permits means that firms are less competitive 
and less able to expand production and 
employment. This can contribute to financing 
gaps because not only do firms have lower asset 
values that can be used to secure loan contracts, 
but also because firms are less productive, 
rendering them less credit-worthy. For instance, 
out of about 60 percent of small firms that tried 
to acquire new assets in 2006, only 20 percent 
successfully completed the acquisitions. In the 
case of large firms, over 73 percent successfully 
acquired new assets compared to only 13 
percent that failed to do so (Figure 6.22).  

237. Based on survey responses, existing firms did not appear to have a problem in 
obtaining clear titles over property; however, this may be reflective of a bias in selecting 
successful firms. Over 95 percent of all Pakistani firms surveyed said they had clear titles for 
their land. However, access to land markets and the use of land as loan collateral was fraught 
with difficulties. Though Doing Business indicators show the time and cost dimensions of the 
property registration processes in Pakistan to be around the global average and less than the 
regional average,78 these figures fail to capture the considerable uncertainty involved in 
obtaining, leveraging and developing land.  

238. The process of obtaining titles appears to be grounded in informal payments, 
particularly for small Pakistani firms. All firms, across size, are expected to make gifts and/or 
informal payments to obtain titles. For the medium firms, gifts and/or informal payments are 
anticipated in about 17 percent of the cases. Also, bribes are often expected from firms that are 
applying for construction-related permits. From small firms, informal gifts/payments are 

                                                 
78  The average for South Asian countries is 6 steps, 56 days and a cost of 6 percent of property value.  
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anticipated in about 71 percent of cases, compared to 44 percent for medium firms and 48 
percent for large firms (Figure 6.23).  

Figure 6.23: Land Title Ownership and Property Registration 

Land title ownership Requirement of informal gift  

Source: Investment Climate Survey, 2007. 

 
239. Land market issues are complex involving a multitude of public agencies at the 
federal, provincial and state level which own, manage, tax, and regulate commercial land. In 
addition, most land is held by the public sector. For transactions which do occur in the private 
sector, the inherent weaknesses in the system of registering prevent certainty of property rights. 
These weaknesses include: the multiple agencies involved in land registration, complex and 
opaque record-keeping, and sales transactions taking place without valid conveyance documents. 
The legal inadequacies and procedural deficiencies prevent indisputable land titles and are one of 
the primary causes of the case backlog in the courts. Moreover, without clear property rights or 
original sale deeds, lenders will not consider property as collateral or loan security. The resulting 
‘dead capital’ hinders leveraged investment, firm level entry and efficient resource allocation. 

240. The federal and provincial governments have countered issues of access to land and 
site development by making plots on government-owned land in industrial estates available to 
firms. A survey of the 35 principal industrial estates across the country revealed a stock of more 
than 17,000 plots, two-thirds of which had been allotted. The survey also revealed the low 
occupancy rate for most estates, apart from 100 percent occupancy in Sindh Industrial Town and 
Estate (SITE) in Sindh, and Raiwind and Kot Lakhpat in Punjab. The reasons for the mixed 
success of industrial estates in Pakistan are said to be: (i) inappropriate selection of location, (ii) 
poor quality of infrastructure and support services, (iii) insufficient land in prime business 
locations, (iv) rigid government rules regarding eligibility of investment, and (v) inadequate 
stakeholder participation in estate management. 79 

G. The Way Forward  

241. Reflecting the shallow and narrow financial market in terms of sources and 
products, a range of reforms is necessary to increase access to working and investment 
finance. While three-quarters of banking assets have been privatized, the limited depth and 
outreach of the financial sector reflects the weak institutional environment and financial 

                                                 
79  Ministry of Industry, Production and Special Initiatives, A Prosperous Pakistan, 2005 
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infrastructure for lending in Pakistan. As a result, firms rely on internal funds for finance, in lieu 
of bank credit and other financial products such as trade credit and leasing.  

242. Prudential regulations, particularly those on single party and single group exposure, 
should be amended to be consistent with international norms. As the central bank is increasing 
the capital requirements, there is opportunity to unwind the concentrated positions of banks in a 
gradual manner. However, an early signal that banks will need to diversity lending for safety and 
soundness reasons will provide the needed push for banks to seek out a new client base. 

243. Jurisdictional clarity for bank and non-bank regulators needs attention, as does the 
capacity for all to better supervise banks and non-banks, as a prerequisite to deeper markets. 
Revisions to the legal and regulatory framework for prudential oversight are urgently needed to: 
(i) enable better supervision of conglomerates and subsidiaries, (ii) facilitate intervention and 
corrective action in the case of problem banks, (iii) strengthen independence, particularly for 
SECP, and (iv) clarify jurisdictional uncertainties for non-bank deposit taking institutions. At the 
same time, strengthened capacity is needed in both regulators to take on the more complex areas 
of risk currently emerging in Pakistan. In the near term, clear banking and non-banking laws are 
needed so institutional strengthening can be designed.  Progress in this may be a pre-requisite for 
privatization of the insurance and pension system as the next phase of financial sector deepening.   

244. Strengthening property rights, particularly in registering property and the acquisition 
of construction permits, would mean enterprises can increase productivity and employment. 
As a first step, empowering a centralized land registry system at the provincial level to determine 
titles would go far in this regard. For example, the provincial Excise and Taxation Department 
has the most complete and accurate record for urban properties in the province and is best suited 
to carry out this function. Moreover, a system of compulsory registration of all property-related 
documents that includes deeds, sale agreements, gifts, and powers of attorney can provide the 
platform on which a system of registering titles can be built. Related to this would be legal action 
that declares ‘benaami’ transactions unlawful and non-binding.  

245. Reconciliation and strengthening of the supervisory role of the SBP and the SECP is 
needed to ensure the sector’s safety and soundness. Clarity is needed regarding supervisory 
jurisdiction over non-bank financial institutions, to avoid regulatory arbitrage and support 
development of the sector. Secondly, SBP’s powers need to be strengthened particularly in the 
area of consolidated supervision of conglomerates, groups and otherwise, connected companies.  

246. Reforming collateral systems would allow firms of all sizes to better exploit their 
productive assets to secure credit. In addition, it would likely foster intra-firm credit, as 
enterprises could make loans against receivables and inventories. To do so, a new comprehensive 
secured transaction law governing creation, priority, publicity, and enforcement of security 
interests in movable property is needed to address impediments and amend conflicting current 
laws.  

247. A national internet-based filing archive of security interests in movable collaterals 
should be established, which would replace the current registry system. The new system would 
separate title registration from filing notice of security interests, and could be operated either by 
the Government or by private operators. However, developing a filing archive for security 
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interests (commonly referred to as a registry for movable property) will not improve the 
collateral problems without the accompanying legal reforms described above.  

248. Strengthening the enforcement of contracts is paramount to increasing financial 
access―by fostering arms-length transactions between firms and between lenders and firms. 
As a backing to the system of secured transactions, the legal and judicial process for enforcing 
loan contracts should be strengthened. It should include revamping of the system of banking 
courts to facilitate accelerated pace of loan recovery. Such reorientation would require training of 
judicial officers in the new secured transaction system and increasing logistical support to help in 
the disposal of the case backlog.  

249. The expansion of credit information can have an important stimulating effect on 
credit, particularly for borrowers currently excluded from the system. Consideration should be 
given to integrate the credit information from the public credit bureau into the private credit 
bureau. This would need to be complemented with a program to strengthen consumer protection 
to ensure some basic rights, such as the right to receive a copy of credit files for a reasonable fee. 
A non-judicial dispute resolution mechanism should also be established.  

250. Efforts to expand the range of financial products available to firms would do much 
towards alleviating financing constraints, particularly towards helping firms meet working 
capital requirements. Providing broad support to the leasing and trade finance industry in 
Pakistan would increase the availability of finance to firms that are not able to provide their 
banks with immovable collaterals. Technical assistance, focusing on addressing constraints to the 
leasing industry through policy and regulatory work, advocacy and awareness-raising, and 
capacity building to commercial and retail banks to set up leasing operations, is recommended.  

251. Finally, access by corporate to access non-bank sources of finance requires long 
term capacity and policy efforts. In particular, areas being considered are aimed at (i) deepening 
government bond markets, (ii) rationalizing provincial and federal taxation on financial 
instruments, (iii) addressing distortions in the National Saving Scheme, and (iv) strengthening 
private and public credit rating through improved corporate transparency. Improving outreach to 
individuals would eventually have a multiplier effect on enterprise finance as access to financial 
services would smooth consumption and accumulate savings. 
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VII. ABSORBING TECHNOLOGY AND FOSTERING CORPORATE INNOVATION 

A. Technology and Global Competitiveness  

252. The technology intensity of products and services today has increased significantly, 
making technology a key factor of competitiveness in the global economic environment. 
Technology has created a process of dynamic competitiveness whereby the changing economic 
landscape is influenced less by endowments and resources, and more from shrinking economic 
distances and progress in information processing. Increased competition, shortened product life 
cycles and the heightened role of differentiated products have resulted in the need for higher 
rates of technology absorption and faster innovation – both at the product as well as at the 
process level as access to global value chains calls for new organizational methods and product 
development processes.  New products and rising firm-level productivity now requires firms to 
adopt existing technologies or create new ones to adapt to changing business environment and 
requires firms have access to skills, improved infrastructure and innovative production systems.  

253. A dynamic and competitive environment is 
an essential element of a market which encourages 
upgrading of technology and improvement in 
quality. Competition encourages firms to constantly 
innovate and upgrade their products and processes to 
remain competitive in the market.  Pakistan ranks 
92nd in the competitive index out of 131 countries 
included in the Global Competitive index and in 
terms of technological readiness and innovation, 
Pakistan’s ranks low compared to other comparator 
countries (Figure 7.1).  

254. In Pakistan, the positive impact of improved technology on productivity is coming 
through large market share firms. The breakdown of the estimates of the IC’s contribution to 
aggregate and average productivity presented in Chapter 1, shows that the significant variables 
affecting technology absorption and innovation include: process innovation, new equipment and 
foreign direct investment (FDI). Moreover, these innovation variables account for almost a fifth 
of the IC effects at the aggregate level but only 6 percent of the impact on the average 
productivity of the Pakistani firm (Figure 7.2). The distinction between average and aggregate 

Figure 7.1: Technology Readiness Component of 
Global Competitiveness Index  

Source: Global Competitiveness Report, WEF, 2008. 

Figure 7.2: The Contribution of Innovation Variables to Productivity and Employment 

By average productivity 

 

By aggregate productivity By average employment 

Source: Investment Climate Survey 2007. 
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productivity, for all three technology variables, underscores our conclusion that the impact of the 
technology variables on productivity in Pakistan is coming through the large market share firms.  

255. Technological advancement is critical for maintaining competitive advantage in traditional 
sectors and for attaining greater competitiveness in a fast-changing world economy. Pakistan’s 
competitive edge is concentrated in a few products such as textiles. The contribution of the textile 
sector to total exports, employment, foreign exchange earnings, investment and value added makes it 
the single largest manufacturing sector of Pakistan. It employs close to 40 percent of the total 
manufacturing labor force, and has been contributing around 60 percent to total merchandise exports. 
Its competitors such as Turkey, Indonesia and Korea have invested heavily in the latest water jet 
weaving technology which has helped them capture and sustain the market share in the global exports.   

256. The positive impact of competitive pressures on innovation, technology absorption and 
productivity has been studied quite extensively. Using a dataset from a survey of nearly 4,000 
firms in 24 transition countries (BEEP Surveys), “find evidence of the importance of a minimum 
of rivalry in both absorption and growth: the presence of at least a few competitors is effective 
both directly and through improving the efficiency with which the rents from market power in 
product markets are utilized to undertake innovation.”80 The World Bank Russia ICA also finds a 
positive and significant association between firms that face competitive pressure and those that 
invest in R&D to undertake innovative activity. 

257. However, in Pakistan, domestic competition cannot be seen to have been associated 
with higher innovation. Most of the firms surveyed (77 percent) suggested that they faced 
intense domestic competition but the majority (70 percent) of these were small firms. It was 
interesting to note that while foreign competition did not have significant externalities, in terms 
of possibly being associated with a larger degree of innovation and technology absorption, 
domestic competition did show these associations. Of the 6 percent of total firms that introduced 
new products in the last 3 years, 5 percent faced intense domestic competition. A similar 
association was found among firms that introduced new processes. 

258. Innovation as defined here is a complex process involving the creation, absorption, 
adaptation and/or application of new ideas by risk-taking firms for commercial purposes. It 
can originate from sources at home or abroad―through research and development, by firms, 
applied research, military, and/or academia. For countries at Pakistan’s early stage of 
technological development, opportunities abound for the absorption of existing and proven 
technologies through foreign sources―such as FDI, professional and technical services from 
abroad, imports of capital goods, licensing of products, and even exporting. The challenge is to 
foster an investment climate which not only attracts these knowledge flows but also encourages 
firms to react quickly by capitalizing on their commercial application.  

259. On the institutional front, the innovation system is led by the Ministry of Science and 
Technology (MoST), in conjunction with the HEC and the Ministry of Information Technology and 
Telecommunications (IT&T). Further, the Pakistan Council for Science and Technology (PCST) 
advises the Government on various science and technology policies and plans, suggesting measures to 
develop and encourage the application of research and development. The PCST conducts reviews of 

                                                 
80  Carlin, Schaffer, and Seabright (2004, p. 20), 
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the various science and technology and R&D organizations, and provides inputs to the National 
Commission for Science and Technology (NCST) which is headed by the Prime Minister of Pakistan. 

260. The number of firms innovating by introducing 
new products or upgrading existing product lines is low 
with most activity concentrated in large firms and in the 
province of Sindh. Only six percent of Pakistani 
manufacturing firms had introduced new or significantly 
improved products in the past three years, as compared to 
Chile, the most innovative country in the sample where 70 
percent of the firms are innovating (Figure 7.3). 
Innovative activity in Pakistan is concentrated in Sindh 
where 83 percent of the innovating firms are located. 
Further, 66 percent of these firms employ skilled 
managerial staff, underscoring the importance of human 
resources in innovative activity. Smaller firms in Pakistan 
are less innovative than large and medium size firms 
(Table 7.1), despite the fact that the survival of small 
firms depends on their building niche markets by 
developing new and/or improved products. 

B.  Technology Absorption in Pakistan 

261. Technology affects firms’ 
competitiveness―through their ability to research and 
develop innovations and to implement these innovations 
with the available worker skills. A major element of 
Pakistan’s vision and long-term strategy for business is to 
see firms adopt technology to facilitate the diversification 
of the economy and raise the returns to investment in 
human capital. Improving firm competitiveness in the 
global market to a large extent depends on their ability to 
adopt new technologies to address the changing business 
environment. Purchase of new hard and soft technologies 
is the most straightforward channel for technology 
adoption.  

262. In this context, one needs to distinguish between 
two methods of innovation—between ideas that are ‘new-
to-the-world’ and ideas that are ‘new-to-the-firm.’ New 
ideas themselves may take any number of 
forms―including new products and processes, new 
organizational techniques, new markets, and new sources 
of supply.81 Innovation, the exploitation of new ideas, 

                                                 
81  Frenz, M. and Oughton, C. (2005), ‘Innovation in the UK Regions and Devolved Administrations: A Review of 

the Literature.’  

Figure 7.3: Share of Firms that 
Introduced New Technologies in the 

Last Three Years 

Introduced a new technology (process) 

Introduced a new product  

Source: Investment Climate Survey, 2007 and World Bank 
Enterprise Surveys. 
Note: 2006 data used for Pakistan, various ICS data used for 
all other countries. 

 

Table 7.1: Innovative Activity by Firm 
Size 

 Small Medium Large 

Product 5% 17% 22% 

Process 5% 17% 35% 

Source: Investment Climate Survey 2007. 
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allows for improvements in products and processes and leads to the efficient working of the 
economy. It is important to distinguish between input and output measures of innovation. Private 
sector enterprise research and development, gross expenditure on research and development, and 
industry-science agreements are all measures of inputs to the innovation process. The introduction 
of new or significantly improved products is a measure of the output from the innovation process. 
Patents are often considered a proxy for cutting-edge (‘new-to-the-world’) innovation. 

263. For the most part, firms in Pakistan acquire technology through imported and 
domestic purchases of machinery and 
equipment, and by employing key 
domestic personnel. The majority of firms 
(78 percent) finance new technology with 
internal funds and 21 percent of them use 
bank loans to do so. Retained earnings are 
the most important source of internally 
financing new technology. Among the 
various means of acquiring new 
technology (Table 7.2), the most dominant 
is the purchase of new machinery and 
equipment, particularly from abroad (52 
percent), emphasizing the role of trade and 
FDI as foreign sources of innovation and 
technology absorption. 

264. Information and Communication Technology plays an important role facilitating 
innovation and technology absorption. Information and communication technologies allow for 
faster and more efficient use of human and physical capital and increase the probability that 
firms innovate. Besides innovation, the use of ICT also gives firms new opportunities for trade 
and diversification. The National IT Policy of 2000 states that physical infrastructure and technical 
skills are prerequisites for ICT development in the country. The policy outlines strategies for 
creating this technology enabling environment, including a focus on human resource development 
in the local IT industry through the establishment of four new IT universities; infrastructure 
development, including the development of incubators and industrial parks; software and hardware 
development; and legislation that promotes IT usage.  However, the IT Policy needs updating and 
requires integration to explore synergies with the Telecommunications Policy to have a true ICT 
Policy.  As well, it then needs development into an Action plan to have its implementation started, 
funded and monitored.  

265. Advances in the deregulation of the telecommunication industry has gone far to boost 
technology absorption in Pakistan. The telecom infrastructure in Pakistan is being modernized to 
offer broadband access as the primary source of internet access to universities, banks and other 
financial institutions to create an investor-friendly environment. However, the majority of PC-
internet connections (97 percent) use dial-up (Figure 7.4). Broadband access is still very low in 
Pakistan as compared to other countries. Another current and major obstacle facing the ICT sector 
in the country is the inadequate supply of low cost electrical power. The plan recommended that the 
Government invest in various fiscal incentives to promote the use of IT in industry and progressively 
deregulate the telecom industry for telecom services to become affordable and competitively priced. 

Table 7.2: Means of Acquiring New Technology  

Embodied in new machinery or equipment―foreign  51.65 

Embodied in new machinery or equipment―domestic 17.03 

By hiring key personnel―domestic 13.19 

Developed or adapted within the establishment locally 5.49 

By hiring key personnel―foreign 3.85 

Developed w/equipment supplier―domestic 2.75 

Transferred from parent company―foreign 1.65 

Other―domestic 1.65 

Other―foreign 1.10 

Developed w/equipment supplier―foreign 1.10 

Licensing or turnkey operations from abroad 0.55 
Source: Investment Climate Survey 2007. 
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The latter part was successfully achieved in 2004 and has 
led to a surge in mobile phone access among consumers. 
The IT and Telecom Division was created in 2000 to act 
as the coordinating and apex body for the implementation 
of the IT policy under the purview of MoST. 

266. The ICS analysis shows that firms in Pakistan 
have not as yet fully embraced ICT use in their daily 
business activities. For present day firms, ICT use can 
have a significant positive impact on production costs and 
time. Internet and web use can provide access to 
potentially larger markets for various enterprises, besides 
reducing transaction costs to a great extent. However, only 
26 percent of manufacturing firms sampled in Pakistan 
used email regularly to correspond with suppliers and 
clients. Pakistan lags far behind countries like South 
Africa and Chile where as many as 98 and 92 percent of 
the firms respectively use email for daily business correspondence (Figure 7.5). Websites are another 
popular means of business communication in most developed countries. Here again, Pakistan trails 
behind with only 18 percent of firms using their websites to communicate with suppliers and clients, 
as compared to South Africa and Chile where 71 and 68 percent of the firms respectively use 
websites as the main source of business communication.  

Figure 7.5: Electronic Ways to Communicate with Customers and Suppliers  

By share of firms that use email regularly By share of firms that use their own website 

 
Source: Investment Climate Survey 2007 and World Bank Enterprise Surveys.  
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267. Besides inadequate power supply 
and broadband access, lack of worker skills 
has played a vital role in determining the 
low degree of technology adoption by 
Pakistani firms. The IC survey asked firms 
to state reasons for not using either email or 
websites for business communication. The 
most important reason given by firms was that none of their clients and/or suppliers used the 
internet. The second most important reason given was that they lacked skilled and experienced 
staff that could use the internet (Table 7.3).  

C. Own Resources for Innovation and Technology  

268. Studies show that technological change and innovation, when driven by research and 
development, are important sources of productivity growth and increased welfare. Research 
suggests, suggest that there is a high correlation between those countries that have shown 
significant economic improvement and countries that have made substantial investment in 
R&D.82 There are various sources of technological adoption and innovation. These include 
domestic sources such as R&D expenditure, having or acquiring a skilled and trained labor force, 
and adopting technology from abroad through trade, FDI and licensing. 

269. R&D investments are important for both innovation and technology absorption. While 
R&D is a basic input for innovation, since it potentially leads to the introduction of new and/or 
improved products, it is also vital to developing the technological absorptive capacities in firms. 83 
From 2000 to 2005, R&D investment in Pakistan increased from 0.13 percent of GDP to 0.44 
percent. While this shows a steady increase in R&D investment, it is still lower than in most 
comparator countries (Figure 7.6) with the exception of Thailand and Sri Lanka. Pakistan’s low 
patenting performance can be attributed to a large extent to its low level of R&D investments. 
Countries typically invest more in R&D 
as they develop their industrial base since 
the opportunity costs of investing in R&D 
become lower and their private returns 
become higher. Many highly-innovative 
countries like Israel and Finland invested 
more in R&D than other countries with 
similar (low) income levels as them, 
especially during the early stages when 
they were catching up with more 
technologically advanced countries.  

270. In Pakistan, the Government has been the main investor in R&D. While both public and 
private R&D expenditure are complementary, private sector R&D investments are likely to lead to 
more commercially viable innovations because the latter will only invest in R&D to respond to 

                                                 
82  Systems of Innovation: Growth, Competitiveness and Employment, Charles Edquist and Maureen McKelvey, 

June 2000. 
83  Cohen and Levinthal, 1990. 

Own Website for Business Correspondence in Pakistan 

Lack of skilled or experienced staff 29.1% 

Other Reasons 19.1% 

Cost of software/hardware and maintenance 1.67% 

Unavailability of internet connection 1.48% 
Source: Investment Climate Survey 2007. 

Figure 7.6: R&D Expenditure as a Percentage of GDP, 2005 

 
Source: World Development Indicators, 2008. 
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market incentives. Until 2003, 100 percent of R&D 
expenditure in Pakistan was by the Government. 
(UNESCO, 2008). In 2005, this share declined to 87 
percent. However, there is currently no business 
expenditure on R&D in Pakistan (Figure 7.7). The 
contrast is striking when compared with innovative 
economies like Finland where close to 70 percent of 
R&D expenditure is from the business sector. Pakistan 
clearly lags behind the other comparator countries in the 
sample, all of which show higher levels of R&D 
expenditure by business: Malaysia (71 percent), Turkey 
and Chile (46 percent each), South Africa (44 percent), 
Brazil (39 percent), and India (20 percent).  

271. Patents granted by the United States Patent and Trademark Office (USPTO) to firms, are 
useful standardized indicators reflecting the production of globally applicable innovation. Having 
access to and using a legal framework for the protection of intellectual property rights is an important 
element of the investment climate. Pakistani firms do not apply for patent protection in the US. The low 
demand for patent protection in Pakistan stems not only from the industrial structure being dominated 
by small firms making low-technology traditional products, but also from the fact that local patenting is 
more relevant to Pakistani inventors than patents granted by the USPTO (Figure 7.8).  

Figure 7.8: Patents Granted by the USPTO 

 
Source: USPTO; World Bank WDI database, 2008. 

 
272. Skilled workers, science and technology personnel and researchers, to a large extent, 
define the absorptive capacity of a country.  At present, in Pakistan, technical education is being 
imparted by 57 technical colleges and over 700 vocational technical institutions. However, 
unfortunately, most of these institutes teach little that is relevant for the industry (Vision 2030 
document). The Government acknowledges that the number of inadequately trained graduates is 
low due to the lack of linkages between education and industry and poorly trained teachers 
drawing low salaries.  
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273. Further, Pakistan dedicates a low share of researchers to R&D. In this respect, it lags 
behind all the other comparator countries, with only 80 researchers in R&D per million people, as 
compared to 833 researchers per million in Chile and 536 researchers per million in Turkey (Figure 
7.9). With a view to increasing technical and skilled manpower, the ministry has introduced 
scholarship programs to train teachers and researchers overseas in the fields of industrial electronics, 
engineering, precision mechanics, and 
CAD/CAM technology. The key to 
making the transition from a low-tech 
economy dominated by traditional industry 
to a high-tech, innovative country lies in 
increasing the educational attainments of 
the workforce. The private sector would 
also be required to invest in training and 
upgrading the skills of its employees in 
order to remain competitive in this 
dynamic environment. 

274. Amongst provinces, Punjab stands out in recognizing the need for more industry-
relevant education and experience among graduates. The Government of Punjab has 
established a Technical Education and Vocational Training Authority (TEVTA). However, 
technical institutions are still not equipped with up-to-date training materials and equipment, 
requiring investments in these universities and technical training institutes.  

D. Technology Sources from Trade, FDI and Licensing 

275. Empirical multi-country studies show that international trade mediates flows of 
knowledge, allowing firms and industries to acquire technology that expands their productive 
capabilities. This often occurs in ways that show up in conventional productivity measures. Trading 
with countries that export more advanced technology goods usually facilitates the acquisition of new 
technical competencies on the part of importers. By purchasing imported inputs and capital goods, 
firms in less developed countries acquire use of the technology embodied in these goods, a process 
referred to as technology transfer. Trade, FDI, licensing, and standards represent four important 
channels of adoption of technology from abroad. As a technological follower, Pakistani firms should 
seek to acquire foreign technology through these sources of technology adoption.  

276. Trade openness exposes local firms to global best practices technology and management 
techniques, and also increases the competitive pressure on them. Adopting technologies from abroad 
and adapting them to local needs is also less costly, less risky and quicker than developing entirely new 
technologies domestically. Facing competition from foreign firms, which are often more efficient in 
production and offer higher quality products than many domestic incumbents, increases the competitive 
pressure on local industries. This increased pressure, in turn, implies that domestic firms make greater 
efforts to improve productive efficiency and alter their product mix so as to better compete with the 
new entrants. The significant, positive impact of openness to international trade on conventionally 
measured productivity growth, as found in the aggregate country-level studies mentioned above, has 
been confirmed at the firm level in ECA (Europe and Central Asian) countries.84  

                                                 
84  Branstetter, Goldberg and Kuriakose, in ‘Globalization and Technology Absorption in Europe and Central Asia’, 2008. 

Figure 7.9: Researchers in R&D, 2005 

 
Source: UNESCO database, 2008. 
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277. The purchase of foreign capital goods is a major source of acquisition of newer, more 
effective technologies. Trading with countries that are able to export advanced technology goods can 
facilitate the acquisition of new technical competencies on the part of importers. By purchasing 
imported inputs and capital goods, firms in less developed countries acquire the use of the technologies 
embodied in these goods. Conversely, one may posit that participation in export markets enables firms 
to become more productive, a phenomenon referred to as “learning through exporting, ”85  

278. The impact of trade liberalization on Pakistan’s exports has been positive but limited. 
Pakistan’s exports are concentrated in the low technology garments sector; this is reflected in the 
fact that the largest share of manufactured exports comprises low technology textile products. As 
of 2007, approximately 58 percent of Pakistan’s US$ 17.1 billion exports could be attributed to 
textiles and textile products. Four of the top five exports from Pakistan are textiles and apparel 
clothing products. Agricultural products such as rice, fruits and vegetables constitute the second 
largest segment of exports, accounting for approximately 11 percent of exports. The remaining 
exports are fragmented across a broad range of products including petroleum, chemicals and 
machinery. Pakistan’s competitive edge is concentrated in a few products which are low-end 
technology products. The trade policy for the country needs to aim at diversification of exports, 
enhancing competitiveness, and stepping up trade facilitation efforts. 

Box 7.1: Technology in Textiles 

To a large extent, all segments of the textile sector―from cotton cultivation to manufacturing of garments―lack 
modern technology. This is important because the contribution of the textile sector to total exports, employment, 
foreign exchange earnings, investment, and value-added makes it the single largest manufacturing sector in Pakistan. 
The sector employs close to 40 percent of the total manufacturing labor force and has been contributing between 60-70 
percent to total merchandise exports. The major markets for its exports are the US and the UAE. 

The technology deployed in cotton ginning in Pakistan is outdated and based on local manufacturing by semi-literate 
mechanics. The weaving of synthetic fabric is done mostly on low technology power looms that do not have the 
dexterity for producing high quality fabrics or handling complex processes.  

Competitors such as Turkey, Indonesia and Korea have invested heavily in the latest water-jet weaving technology, 
which has helped them capture and sustain market shares in global exports. Modern air-jet and projectile looms are 
equipped with Computer Aided Manufacturing (CAM) capabilities that enable machines to handle complex fabric 
construction without compromising quality. Higher quality exports from Pakistan would require better technology 
and skilled workers who could work these technologies. The country’s apparel sector, on the other hand, has been 
unable to exploit its potential in the international market due to scarce skills in apparel designing and stitching. a/  

Pakistan’s exports of leather to European countries have been declining due to a shift of the tanning industry to 
China, Korea and other Asian countries. According to official estimates, the cost of production of leather goods is 
very high in Pakistan (compared to its competitors like China and India), particularly the cost of inputs like utilities 
and taxes, making the products uncompetitive in the international market. 

With Pakistan facing increasing competition from technologically more advanced competitors in the textile sector, it is 
necessary for the country to diversify its exports into other growing sectors. The World Bank (2006)b/ suggests that if the 
quality of the investment environment in Pakistan were to match that of Shanghai, the average productivity of textile firms in 
Karachi would improve by 81 percent, the rate of return to capital would increase by 36 percent, and wages would rise by 23 
percent. The increased profitability would encourage more investment and further improvements in competitiveness. 
___________ 
a/ Industrial Vision Document. 
b/ World Bank, Pakistan: Growth and Export Competitiveness, 2006. 
 

                                                 
85  Ibid.  
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279. High-technology represents an 
increasing but very low share of Pakistan’s 
total manufacturing exports. The share of high-
technology products in Pakistan’s total 
manufacturing exports has been lower than that 
of all comparator countries except Egypt 
(Figure 7.10). This share continues to be the 
smallest, with low technology goods making the 
bulk (more than 75 percent) of the exports, 
followed by medium technology goods and 
finally high technology goods. Pakistan’s 
imports, however, have a 20 percent component 
involving machinery and equipment, a possible 
source of technology transfer.  

280. FDI acts as a channel for technology 
transfer when investors introduce product and 
process technologies from their home 
countries to their domestic subsidiaries. Not 
only can a multinational corporation introduce 
technology within the subsidiary, but spillovers, 
including backward and forward linkages, also 
transmit technology to domestically-owned 
firms. The potential spillover effects of FDI 
activities would include encouraging a commercial culture among scientists and engineers and 
firms in the host country, as well as more industry-science collaborations. There is a close 
connection between FDI and trade. Multinationals have played particularly significant roles in 
expanding international trade in successful developing countries such as China. Local firms 
benefit from the international exposure to best practice technologies that come directly or 
indirectly through the intermediation of foreign firms.  

281. Transnational corporations could help countries develop their R&D systems by facilitating 
access to global supply and distribution chains. What is required in the host country is an ability to 
absorb these new technologies, adapting them to local conditions and applying them to alternative uses. 
It is for these reasons that the participation of developing countries in the globalization of R&D has so 
far been uneven. Some developing countries that have good infrastructure facilities, highly trained 
workforces, reasonable intellectual property protection, and appealing domestic markets have attracted 
significant FDI in R&D86 These countries have benefited from the opportunities provided by the 
increasing demand of multinationals for inexpensive talent and new developing markets. These 
developing countries have also formulated policies to maximize the degree of technology spillovers 
from FDI and enhance their absorptive capacity by encouraging local firms to engage in R&D.  

282. Net FDI inflows, as a percentage of GDP, to Pakistan have been increasing steadily 
but are lower than those in other comparator countries There has been a dramatic growth of 
FDI in Pakistan over the last five years, with a significant growth witnessed in 2006 (Figure 

                                                 
86  Pearce, 1999. 

Figure 7.10: Pakistan’s Export Orientation  

Exports of goods and services as a percentage of GDP 

Source: UN COMTRADE, 2008. 

High-tech exports as share of total manufacturing 
exports 

Source: World Development Indicators, 2008. 
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7.11). The main drivers have been the telecommunications (mobile phones) sector as well as the 
financial services sector which accounted for 37 percent and 18 percent of total FDI respectively. 
According to the State Bank of Pakistan, there also seems to be a fairly high rate of reinvested 
earnings by these sectors in their companies, indicating long term approaches to market 
development. The telecommunications sector reinvested more than 27 percent of its earnings and 
the financial sector reinvested more than 41 percent of its earnings. However, investor 
confidence needs to be strengthened in the present economic and political scenario. Recent 
events could hamper the confidence that foreign investors may have developed in Pakistan.  

Figure 7.11: Foreign Direct Investment as Percent of GDP  

By percentage of GDP, international comparisons  By manufacturing exports yearly flows, 2002-2006 

Source: World Development Indicators, 2008. 

 
283. Alliances and joint ventures are another means of transferring technology through FDI, 
since they involve local partners. The joint ventures that have actually transferred technology or 
produced new technologies have had both parties gain substantially from the collaborations. Only 
0.6 percent of the firms sampled in the Pakistani manufacturing sector had joint ventures with 
foreign partners. This is the lowest proportion of joint ventures in the countries sampled. India had 
nearly nine times more foreign joint ventures than Pakistan (Table 7.4). For Pakistan, in particular, 
collaboration with foreign apparel manufacturers would help bring in new technology and shorten 
the learning curve for the apparel industry. The country, however, currently faces a major 
challenge as it is being viewed as a risky destination. There are other IC obstacles as well, such as 
Pakistani labor legislation that does not allow for flexible hiring and firing, which could influence 
the decisions of multinational firms to invest in a new destination.  

Table 7.4: Joint Ventures in Manufacturing Firms: Comparative Analysis 

 Brazil Pakistan Egypt India 
Philippines, 
South Africa 

Thailand, 
Turkey 

Share of manufacturing firms which agreed 
to have joint ventures with foreign partners 
in the past three years ( by percent) 

4.2 0.6 2.2 8.9 
5.7  
8.7 

2.5  
7.6 

Source: Investment Climate Survey 2007 and World Bank Enterprise Surveys. 

 
Table 7.5: Use of Foreign Licensed Technologies  

 Small Medium Large 

Using foreign technology license 1% 12% 17% 
Source: Investment Climate Survey 2007. 
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284. Licensing is the fourth technology 
transfer mechanism but not a very accessible 
one for firms in developing countries, with the 
exception of large domestic firms. Smaller firms 
usually do not have the means to identify and 
negotiate collaborative agreements with foreign 
suppliers. In Pakistan, as in other countries, 
licensing is a more accessible technology transfer 
mechanism for large firms (Table 7.5). Only 1 
percent of small firms use technology licensed 
from foreign-owned companies. The total share 
of firms in Pakistan that use technology licensed 
from a foreign-owned company is a mere 3 
percent (Figure 7.12), lowest among the 
comparator countries, trailing behind the leader 
Thailand (48 percent). Since licensing occurs 
when a technology is still protected by a patent, 
licensing is an indication of the use of relatively 
advanced technology. However, there are 
limitations to licensing as a mode of technology 
transfer. Licensing only embodies the codified 
part of a technology and may not have the 
desired effect on technological capabilities 
without a prior accumulation of tacit knowledge 
by the recipient firm. Receipts from international 
licensing agreements are contractual transfers of 
technology to other countries, and represent a 
certain measure of the prevalence of innovation 
in Pakistan, of the country’s ability to 
commercialize its technology abroad and of the 
value placed on Pakistani technology in global 
markets. The receipts in the case of Pakistan are 
negligible. Licensing and royalty payments from 
Pakistan are higher, although very low by 
international comparisons (Figure 7.13).  

E. Standards and Quality Certification 

285. The use of standards is an avenue for 
technological progress by promoting quality 
enhancing competition and diffusing technology. 
Standards and a supporting quality infrastructure 
also play an important role in trade by providing 
information on new products and processes and 
facilitating profitable networks by allowing 
participants to benefit from interacting with each 
other.  As standards “stipulate what can or cannot 

Figure 7.12: Licensing for Technology Transfer 

Share of firms using a technology licensed from a 
foreign-owned company 

 

Source: Investment Climate Survey 2007 and World Bank 
Enterprise Surveys. 
 

Licensing and royalty payments per capita (USD) 
manufacturing exports  

Source: World Development Indicators, 2008. 
 

Figure 7.13: Share of Firms That Have Obtained 
ISO Certification 

 
Source: Investment Climate Survey 2007  
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be exchanged and define the procedures that must be followed for exchange to take place”87 
complying with standards requirements in foreign markets is a critical factor in determining market 
access.   Therefore, standards serve high-quality markets and provide firms an incentive to adopt 
them in order to gain access to these markets. 

286. Pakistani firms are far behind in obtaining quality certification. The share of Pakistani firms 
that have obtained ISO certifications is a mere 9 percent (Figure 7.13), far behind Turkey where 44 
percent of the firms have obtained ISO certifications. The proportion, in Pakistan, is slightly higher in 
the services sector where 14 percent of the firms in the sample had obtained ISO certification. Small 
firms are much less likely to obtain ISO certifications in Pakistan with only 3 percent (Table 7.6) of 
small firms having done so, compared with 34 percent of medium-sized and 71 percent of large firms. 
Firms need to be encouraged to adopt quality certification in order to adopt new technologies and 
innovate. Adopting quality standards can 
help firms integrate in market segments in 
which there is more demand for 
innovation. Policies to support innovation 
and quality reinforce each other and are 
complementary. 

287. The Ministry of Science and Technology is establishing the National Quality System 
including an infrastructure of metrology, standards, testing and quality - (MSTQ). In addition, the 
conformity assessment process requires fulfillment of certain voluntary and mandatory standards. The 
technology wing in the Ministry of Science and Technology is responsible for the development of the 
National Quality System, consisting of the following pieces:  

 The Pakistan Standard and Quality Control Authority (PSQCA), is the national 
standardization body responsible for development, promotion and conformity 
assessment  of standards which (i) promote industrial efficiency and development,  
(ii) ensure public health, safety and consumer protection, (iii) facilitates trade and 
furthers international cooperation. PSQCA has published about 25,000 standards, 
including 78 items – of which 20 are food – to include as compulsory certification.  

 The Pakistan National Accreditation Council (PNAC) is responsible for Quality 
Management System which accredits for ISO-9000 and 14000 (for Environmental 
Management System), tests, calibrates and accredits medical and non-medical 
laboratories, and accredits product certification guidelines to international 
accreditation standards.88  PNAC also conducts training programs on MSTQ  

 The National Physical and Standards Laboratory (NPSL) in Islamabad maintains 
national reference standards of measurements and materials in conformity with 
International Standards and is responsible for their dissemination in the country.  In 
theory, the NPSL is responsible for calibration and should act as “National Metrology 

                                                 
87  Brenton, 2004. 
88  PNAC has recently achieved the peer evaluation (MRA) status without any non-conformance which reflects 

that PNAC has maintained its international status and now PNAC accredited labs are internationally acceptable 

Table 7.6: Firms have Obtained an ISO Certification (%) 

 Small Medium Large 

Obtained Quality Certification 3 34 71 
Source: Investment Climate Survey 2007. 
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Institute (NMI), like other countries with a developed quality infrastructure.  In the 
case of Pakistan, the PNAC conducts calibration as well as accreditation. 

 The National Quality Policy and Plan (NQPP) along a National Quality Award 
Scheme (NQAS) helps industries to decrease the rate of rejection which currently 
stands at more than a quarter;  The NQAS provides training facilities to private 
industries to help them improve quality of productivity and efficiency.  The NQPP 
would also encourage organizations to get ISO certification as firms lag in achieving 
this quality certification. 

288. Pakistan has for some time focused on a comprehensive program for strengthening its 
MSTQ infrastructure and recently has revived earlier efforts. The National Quality Policy & 
Plan, approved by the Pakistan Cabinet in November, 2004, aimed at strengthening the national 
quality infrastructure.  More recently, MoST has conducted countrywide training programs for 
auditors and consultants in ISO-9000 and ISO-14000 quality systems. Industries and institutions 
are being given special incentives to go in for ISO certification. While there are various 
laboratories that have been set up to provide calibration testing services, for the future, the 
National Physical Standards laboratory is being upgraded to a National Metrology Center.  

F. Science-Industry Collaboration 

289. The Government’s assessment is that local industry does not benefit from institutional R&D 
due to the lack of synergies and linkages between industries, R&D and academia.89 Industry-science 
linkages are one of the important elements of knowledge flows in an economy. Firms stand to gain as 
they would be able to use the research to innovate in their products and processes, and researchers also 
get increased access to funds for research activity, laboratories and equipment. Surveying more than 
100 academic scientists in the US, Lee (2000) found that the most important reasons for them to 
collaborate with industry were: (i) to secure funds for research assistants and laboratory equipment; (ii) 
to gain insights into their own academic research; (iii) to test the application of their theories; and (iv) to 
supplement funds for their own academic research.  

290. In order to encourage industry-science collaboration, there should be incentives for both 
industry and researchers to collaborate. The incentives for researchers to engage in IP 
(intellectual property) activities are low in Pakistan. The present legal agreements between the 
universities and their academic faculties do not facilitate consultations with the business sector and 
the generation and transfer of IP between the industry and research sectors. Researchers may also 
find the administrative process of identifying potential matches in the industry and managing these 
projects time consuming and a waste of their research time. Academics need to be encouraged to 
consult with industry and the financial benefits resulting from any patents should be split between 
industry and the academics to incentivize the latter. The Technology Based Industrial Vision and 
Strategy for Pakistan’s Socio economic Development document suggests the need for programs 
that facilitate the mobility of scientists and engineers between universities, research institutions and 
industry. These would require funding schemes that would finance projects jointly submitted by 
industry and research units. Further, there are proposals that allow R&D institutes to patent their 
output and charge licensing fees for technology that can be used by industry. MoST plans to set up 

                                                 
89  Government of Pakistan, Medium Term Development Framework for Science and Technology, 2006.  
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special centers for R&D support facilities in the existing industrial estates, with the aim of 
strengthening linkages between industry, academia and R&D institutions. 

291. There is a program in Pakistan that aims at fostering cooperation between academia 
and industry. HEC-CSF is an applied Research Support Program which is a joint program of the 
Higher Education Commission (HEC) and Competitiveness Support Fund (CSF). This program 
focuses on industrial sectors where the country is already a major contributor to world trade, on 
sectors where there is a high potential for international trade with plenty of competition, and 
sectors that need development for both local and international consumption. The strategy is aimed 
at fostering greater autonomy and creativity among researchers, and providing firms with incentives 
to encourage them to set up in house R&D centers and continuously train their workers with a view 
to improve the competitiveness of the industrial exports from Pakistan. Results in terms of increased 
science- industry collaboration however have not been evident in the recent years. 

292. Diaspora programs are an effective way of encouraging cooperation between domestic 
industry and Pakistani researchers and other experts working abroad. The HEC has initiated 
various programs to encourage researchers to return to Pakistan or collaborate with domestic 
industry and research institutes.  More attention and effort is needed in this regard as the potential is 
high and the opportunity is available, particularly under the current country circumstances.  

G. Public Intervention to Encourage Technology-based Entrepreneurship  

293. With SMEs playing a large role in the Pakistan economy, there is a specific need for 
prudent public intervention to overcome market and coordination failures associated with 
technological progress. The Economic Census of Pakistan in 2005 stated that 99 percent of the 
business enterprises in Pakistan were SMEs. As these enterprises are an important source of 
employment, they are often considered a priority in developing countries. The Economic Census 
suggests that SMEs account for approximately 78 percent of industrial employment and 35 percent 
of its value-added. Their ability to generate employment and to diversify economic activity can 
make a significant contribution to trade, exports and employment generation. Recognizing the role 
that SMEs play in Pakistan, the GoP set up the Small & Medium Enterprise Development 
Authority (SMEDA) in October 1998. This institution became the focal point for implementing 
policies formulated to stimulate growth and investment, and providing and facilitating the resource 
base and business support services for SMEs in Pakistan.  

294. Penetration of agency support in Pakistan is low, especially among smaller firms. A number 
of organizations in Pakistan are working towards bringing the Government and private firms closer to 
each other through public-private dialogue and agency support. Among others, these organizations 
include the Federation of Pakistan Chambers of Commerce & Industry (FPCCI), Pakistan Business 
Council, SMEDA, Export Promotion Board (EPB), and Board of Investment (BoI). The 2006 ICS 
reveals that the reach of these (and other public agencies)90 is low, with only 7 percent, 11 percent and 8 
percent of firms benefiting from programs sponsored by SMEDA, EPB and BoI respectively (Figure 
7.14). The outreach is restricted to large firms and firms in Sindh province (almost overwhelmingly in 
the city of Karachi). Further, among the firms that benefited from one or more public agency, less than 

                                                 
90  Firms were also asked in the 2006 Pakistan ICS if they benefited from any other Government agency. Less than 

0.6 percent of the firms in the full sample and 1.4 percent in Karachi answered in the affirmative. 
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1 percent considered the agency to have been supportive of their needs. A careful examination of the 
functioning of the various agencies is needed to improve their quality of service and outreach. 

 
295. The Government has set up the Pakistan Enterprise Competitiveness Support Fund (CSF), 
with the objective of supporting adoption of innovative strategies and technologies. The Fund has a 
number of financial instruments―such as equity financing, credit guarantees and matching 
grants―to enable firms to buy technology. The ADB is financing a Business Development Fund to 
provide assistance for marketing, training, R&D, and technology acquisition and upgradation. 

296. The number of SMEs that have graduated to becoming large firms is negligible.91 The ICS 
data shows that the mean age of the SME firms is 60 years. This leads us to question the reason for 
the preponderance of SMEs that are unable to graduate to becoming large firms, a natural course of 
growth and development. The ADB suggests that credit rationing is a major binding constraint for 
SME firms in Pakistan and could be a major constraint for their growth. There are both supply and 
demand side constraints responsible for the credit rationing. Weak and poorly enforced creditor 
rights due to high per unit costs of SME lending, and low confidence in the credit-worthiness of 
SMEs lead to the supply side constraints. Long loan disbursement procedures and collateral 
requirements lead to demand side constraints (ADB, 2005). Other reasons cited are the 
underdeveloped physical and social infrastructure that the SMEs have to rely on since they do not 
possess the ability to develop any alternatives, and the low skill base in Pakistan.  

H. Technology Commercialization and Bridging Institutions  

297. Science and technology parks can play a vital role as intermediaries between science and 
industry. The location of a firm in a science and technology park will accelerate the diffusion of new 
technologies (Siegel et al. 2003). They argue that the proximity between firms and universities in 
science and technology parks promotes the natural exchange of ideas through both formal and 
informal networks. Formal methods include licensing of technologies and informal methods include 
meetings between academic and industrial personnel, and job mobility of scientists and researchers. 
The science and technology parks serve a dual role―companies will work with the parks to access 
university expertise, access IP, and exchange ideas and personnel. The parks act as intermediaries to 
the universities and as intermediaries to facilitate deals with industry. For the researchers and 
academics, they provide a space to create spin-off companies, together with the necessary supportive 
services. Seeing such companies develop is usually the best incentive for other university staff to 
                                                 
91  Unleashing the potential of the SME sector with a focus on Productivity Improvements, Shahab Khawaja 

Figure 7.14: Agency Outreach  

By time 

 

By size of firm By province 

Source: Investment Climate Survey 2007. 
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create their own businesses. The parks are also meant to play a vital role in IP management and 
transfer of IP from the university faculties to industry, and commercializing the universities’ IP. 

298. The institutions that are considered technology parks92 in Pakistan function more as 
incubators than science and technology parks, given the services they provide. However, these 
industrial parks seem to have had a positive 
influence on firm level innovative activity. 
Among the firms surveyed in the ICS sample, 
28 percent were located in industrial parks. A 
large proportion of the more innovative firms 
were also located in these industrial parks 
(Figure 7.15). 
 
299. In order to build an SME sector with 
the latest technological developments, the 
Government is setting up Technology Incubation Centers (TIC). These TICs would act as bridging 
institutes between science and industry and provide technology transfer services, akin to Technology 
Transfer Offices in other countries. Other initiatives to facilitate technology transfer and innovation 
among SMEs include technology parks and hi-tech townships established by the Government.  

300. Institutions such as technology transfer units, technology parks and incubators 
facilitate the commercialization of research. These efforts can provide products and processes 
that are better suited to local conditions and contribute to training local technical staff. 
Technology parks can address critical elements of infrastructure, such as reliable uninterrupted 
power supply and low cost quality office space, which play an important role in the industry. The 
Pakistan Software Export Board (PSEB) has developed an IT park program which provides land 
concessions to private contractors to build and operate the IT parks for given periods of time; 
however the current political turmoil has impeded the progress of this program. 

301. The Government has established the Scientific and Technological Development 
Corporation (STEDEC) to facilitate commercialization of the research undertaken in R&D 
organizations in Pakistan. This institution provides finances in the form of soft loans, with a 
comfortably long period of recovery, for the commercialization of projects conducted by R&D 
organizations. Another such scheme has been launched by MoST, under the name ‘Contractual 
Research’. It funds private entrepreneurs for initiatives that are innovative and can be 
successfully commercialized.  

302. The lack of availability of early-stage risk capital (or venture capital) is a constraint to 
nurturing local industry. The main source of financing available is traditional banks that have 
collateral requirements. This, often, restricts entrepreneurs from borrowing. The National IT 

                                                 
92  The International Association of Science Parks (IASP) defines a ‘science and technology park’ as: “an 

organization managed by specialized professionals, whose main aim is to increase the wealth of its community 
by promoting the culture of innovation and the competitiveness of its associated businesses and knowledge-
based institutions. To enable these goals to be met, a Science Park stimulates and manages the flow of 
knowledge and technology amongst universities, R&D institutions, companies and markets; it facilitates the 
creation and growth of innovation-based companies through incubation and spin-off processes; and provides 
other value-added services together with high quality space and facilities.” 

Figure 7.15: Proportion of Firms Undertaking 
Innovative Activity Located in Industrial Parks 

 
Source: Investment Climate Survey 2007. 
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policy does mention the Government’s initiative in setting up a venture capital fund which will 
be channeled initially into existing IT companies to boost their export marketing capabilities and 
software development efforts. The CSF is also supporting the Securities & Exchange 
Commission of Pakistan in its efforts to improve the legal framework surrounding the venture 
capital industry. Some of the policies that hinder the growth of the venture capital industry in 
Pakistan (CSF, 2008) include regulations that do not allow insurance companies and pension 
funds to invest in high risk sectors such as the venture capital industry. Further, the minimum 
capital requirement to set up a fund management company in Pakistan is US$ 4,200,000, 
compared to US$ 100,000 internationally. Also, there are no 'business angel' networks that can 
act as a matching facility for funds and entrepreneurs. 

I. The Way Forward  

303. On the policy front, the Government can play a vital role in creating incentives for 
firms to invest in more technologies. These initiatives would include creating the necessary 
physical infrastructure in transportation and communication, building research capacity, raising 
quality standards for higher education and research institutes, creating stronger intellectual 
property rights laws and a sound judicial system to enforce them, and promoting an efficient 
regulatory environment. These policies need to be part of an overarching science and technology 
policy which gives the economy a clear strategic focus to strengthen the overall incentive regime 
for firms to conduct innovations. A major challenge for most developing countries today is their 
inadequate science and technology base which needs to be upgraded to attract private sector 
R&D, both domestic and foreign. Only long term and strategic technology policies by their 
governments can help decrease the technology divide that these countries face. The globalized 
economies today provide further opportunities for developing countries to tap into knowledge 
networks and specialize in niche areas in the value chain.  

304. In general, a conducive investment climate is needed to stimulate innovative 
activities. The fundamentals which underpin an innovative economy and encourage absorption of 
technology produced at home or abroad, include a competitive business environment with free 
entry, flexible and open markets, speedy and orderly exit, robust contract enforcement, sound 
infrastructure―particularly power and telecommunications, access to finance―particularly risk 
capital, and an educated and technically competent labor force. For foreign investment though, the 
primary pre-requisite is a stable macro, political and security environment. More flexible labor 
legislation that does allows for more flexible hiring and firing, could influence the decisions of 
multinational firms to invest in Pakistan. 

305. A science and technological policy to ensure appropriate institutional infrastructure 
and financing of innovation activities may be considered. The Government may consider 
developing an integrated national strategy for research and innovation, developed under the 
guidance of a consultative council representing Government, research and industry at a high 
political level. The National IT Policy and Action Plan did propose to seek legislative approval of 
changes to statutes that would encourage the use of e-commerce which remains very low amongst 
Pakistani firms.  

306. In addition, efforts for narrowing the technology gap require that considerable 
resources be directed towards infrastructure development and increasing the currently low 
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penetration of the broadband network. Though efforts have to be made to accelerate penetration 
of broadband internet services, policies to encourage and attract investments in the IT sector 
have not been able to overcome nationwide investment climate constraints.93 Establishing IT 
hubs (IT economic zones) in major cities to mitigate investment climate constraints in limited 
contained areas could help encourage further investments from both domestic and foreign 
investors and increase the penetration of broadband networks.  

307. While the regulatory framework for electronic data protection, intellectual property 
rights (IPR) and cyber crimes exists in Pakistan, enforcement needs strengthening.  Corporate 
surveys indicate that the protection of IPR is usually mentioned by multinational companies as 
among the top criteria in taking an R&D investment decision abroad. Pakistan may be able to 
establish a niche in the global market through stronger enforcement of IPR than other regional 
countries.  

308. The major challenge to raise technical skills should be addressed through directed 
programs at Diaspora and investments in polytechnic institutions. It is obvious that in the long 
run, improvements in the science and engineering dimensions of education is a necessary 
government priority in almost all countries of the world. Pakistan is no exception. In the shorter 
run: (i) effective partnerships may be developed with twinning academic institutions abroad, (ii) 
input and two-way exchanges can be developed between academic institutions and the private 
sector, and (iii) various Diaspora programs may be targeted specifically at expatriate IT experts 
and technical educationists to transfer knowledge through interactions with the academia, the 
scientific community, Government, and even industry.  

309. The transfer of knowledge to commercial application remains a major challenge for 
Pakistan’s industry; this may be addressed through the science and technology policy. There is a 
need to orient scientific research towards the needs of industry. Programs to encourage research 
partnerships and facilitate mobility between research and industry can help promote commercialization 
of academic research. Specific examples include: (i) Industry managers on governing boards of the 
academic institutions can strengthen linkages. (ii) Patenting activity placed on par with publishing 
papers for academic career advancement would facilitate this process. (iii) Examining Korea and 
Japan’s experience in cost sharing with industry for specific R&D research, which has led to 50-70 
percent of their R&D costs being met by the industry, could help in this respect.  

310. Bridging institutions like incubators, science and technology parks and technology 
transfer centers can be focal points for public private partnerships to directly facilitate local 
innovation. In addition to physical infrastructure, bridging institutions may incorporate a range 
of ‘soft’ services―such as advisory, mentoring, training, and business consultancy in areas of 
production methods, quality systems, business development, export marketing, and access to 
loan finance, etc. to be provided to companies in business incubators.  

311. Quality certification by a recognized accreditation agency would help to promote 
technology-related exports. The PNAC needs to be strengthened to attain international recognition 

                                                 
93  The favourable tax policies include 0 percent income tax on software exports until 2016; 0 percent income tax 

for software firms; 0 percent sales tax on computer hardware and software; and 0 percent custom duties on IT 
equipment. Other incentives include 100 percent repatriation of profits for IT companies and 100 percent 
allowance of foreign equity in the IT sector. 
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by seeking partnerships and joint ventures with reputed accreditation agencies around the world to 
build capacity, raise its stature and increase credibility of the bodies accredited by PNAC. Further, 
there is a need to have a separate metrology institute that does calibration and the PNAC should only 
be an accreditation agency. 

312. Rationalization of the R&D subsidy is necessary. The fund is targeted more as an export 
support than for any activity related to R&D. While many countries have fiscal incentives for firms 
to invest in R&D and adopt new technologies, literature on tax incentives in developed countries has 
found more mixed results in the majority of the cases analyzed. The main reason for these findings is 
that, in comparison with the availability and quality of appropriately skilled labor, the provision of 
fiscal or financial incentives is of limited relevance for R&D investments (UNCTAD).  

313. Venture capital is crucial to financing start-up technology-based businesses in their 
initial loss-making phases. The Government may consider the creation of privately-managed 
venture capital fund seed and venture capital funds to bridge the gap between research and 
technology commercialization and encourage a ‘business angel’ network.  

314. Technology adoption schemes financed through matching grants can be powerful 
ways of kick-starting innovation. The schemes can help finance consultancy or training services 
to advise domestic firms, and help large firms understand and negotiate technology licensing 
agreements. For smaller firms, technical assistance could be provided to help raise quality 
standards and organizational processes for outsourcing.  

 


