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Pekisan was one of the few developing countries that had achieved an average growth
rate of over 5 percent over a four decade period ending 1990. Consequently, the incidence of
poverty had declined from 40 percent to 18 percent by the end of 1980s. But the 1990s proved
to be a lost decade for Pakistan, Growth in per capita income dropped to dightly over 1 percent.
Poverty resurfaced and about one third of the population now lives below the poverty live of $1
per day. Socid indicators are worse than other countries with comparable income.  The country
was turned into one of the heavily indebted countries and was declared as one of the mogt
corrupt country in 1996. The chalenge facing the government which assumed power in October
1999 was to put the economy back to its pre 1990 track.

The drategy for economic reviva pursued since December 1999 was therefore designed
to include four key eements (1) redtoration of macroeconomic Stability and Pekistan's
relationship with the internationd financid indtitutions (IFs), (2) dructurd reforms to remove
digortions (3) improving economic governance and reviving key nationd inditutions, and (4)
poverty aleviation. Why have these four e ements been chosen as part of the Strategy?

The man condderation was to include these dements which come to grips with the
legacy of the 1990s, maximize achievement of the drategic objective i.e. economic reviva and
promote synerges and mutudly reinforcing complementarities.  The interconnection between
economic growth, poverty reduction, sructurd reforms and improved governance is fairly
strong in case of Pakistan.

Macroeconomic dability and the consequent rgpid economic growth will hep reduce
poverty in conjunction with investment in socid sectors, targeted interventions and socid safety
nets. Structurd reforms are needed to strengthen the underpinning of macroeconomic policies
and to remove microeconomic distortions affecting key sectors of the economy thus paving the
way for accderating economic growth. Improved governance affects the quality of growth by
dlowing redization of higher returns on invessment and is dso conducive for poverty reduction
through better delivery of socia services to the poor. Poverty reduction, as we know by now,
can be achieved with rapid economic growth, structurd reforms and improved governance.

The implementation of the above drategy has had a mixed record for a variety of
reesons.  Fird, the economy was confronted with severad exogenous shocks such as the
continuation of economic sanctions and impogtion of further sanctions after the suspension of
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democracy, an unprecedented drought, synchronized globa recession, September 11 and
asociated hodtilities in Afghanistan, and more recently, the border tenson between India and
Pakistan following the December 13 atack on the Indian Parliament. Secondly, the capacity of
date inditutions to deliver public goods and services and execute policies and programs has
been sioudy impared over time.  This has extended the time lag between policy
pronouncement and implementation. Thirdly, measures introduced such as the actions taken by
the Nationa Accountability Bureau (NAB) agang loan defaulters, tax evaders, corrupt officids
and businessmen, the tax survey to document the economy, and other efforts to create a leve
playing fidd for dl economic agents have themsaves dtered the rules of the game under which
the private sector used to operate in Pakistan.

Despite the above difficulties and snags, a dgnificant progress has been achieved on dl
the four dements mentioned above.

M acr oeconomic stability

Macroeconomic Sability has been achieved through a reduction in the fiscd deficit,
aurplus on the current account balance of payments, lowering of inflation and the beginning of a
decline in debt/GDP ratio.  This gability has been brought about partialy though the support of
international  financid inditutions and Paris Club bilaterd creditors, which ggnificantly eased
the external payments position —amajor and congistent risk to the economy since 1998.

Despite this stability, GDP growth during the 1999-2001 period has remained stagnant
and per capita incomes have bardy inched upwards. In 1999-2000, decline in large scde
manufecturing was the man contributory factor to duggish growth, while the following year
negetive agriculture sector growth due to a severe drought brought aggregate growth down to
2.6 from 3.9 percent. The current year was moving smoothly until September 11, the aftermath
of which has again dowed down the growth rate.

Inflation, on the other hand, has come down to below the 5 percent level from an average
of 10 percent recorded between 1990-98. This price dtability has come on the back of prudent
fiscd management and a tight monetary policy. The fiscd deficit was successfully  reduced
from the higtorical average of 7 percent of GDP to 5.2 percent in 2000-01. Tax revenues have
grown by 28 percent, from Rs 308 hillion ($5 billion) to Rs 394 billion (6.6 billion) during the
last two years representing a net addition of Rs 86 hillion (1.5 hillion). In the preceding three
years (1996-99), the incrementa tax collected was only Rs 40 hillion. Consequently, the tax-
GDP ratio has risen from 10.6 percent to 11.3 percent.

Monetary policy has been reasonably tight during the last two years with money supply
growth a about 9 percent. Credit to the private sector had picked up in 2000-01 risng amost
four fold compared to the previous year, but has dowed down in the firsd sx months of the
current fiscd year. By limiting government borrowing to a managegble lend the SBP's discount



rate and T-hill rate have been brought down sgnificantly. The benefit has been passed on inform
of reduced cost of borrowing to the Government and to borrowers under the Export Finance
Scheme.

Pakisan's achievements in the external sector have been better than expected improving
the capacity of the economy to absorb externad shocks. Liberdization of payment regime and
dreamlining of FDI and private cepita flows have vadly contributed to this improvement.
Liberdization of externd payment regime and dreamlining of foreign direct invesment have
vadly contributed to this improvements. Foreign exchange reserves which used to hover around
USS$ 1 hillion (3 to 4 weeks imports) in 1999 have risen to US$ 5.3 hillion in March 2002 (5-6
months imports).  This is an unprecedented achievement for a country which touched 3 months
imports coverage only once in the last ten years and the average leve of reserves has been
aufficient to cover only 4 weeks imports. Since October 1999, a policy of building reserves by
purchasng excess supply of foreign exchange from the kerb market has been the main channd
of mobilizing Pakistani worker's remittances from oversess. Until September 11, 2001 there
was a premium over and above the exchange rate prevailing in the Inter-bank market, and inter-
bank markets has resulted in a increase of US$ 1.7 hillion with reserves standing at US$ 3.3
billion by September 11, 2001. This obviated the need for contracting short-term commercid
loans to make externd payments and accumulate reserves. Since September 11, a number of
developments have accelerated the process of reserve building. These include, the lifting of
economic sanctions by the US, European countries and Japan, grant assstance from the US and
Japan, approva of he PRGF by IMF, sustainable debt relief from bilatera creditors, and a rise
in workers remittances through the banking syssem. These measures enabled reserves to touch
USS$ 4.8 hillion by the end-December 2001. This higher level was attained despite payments of
about $ 2 billion on debt servicing during the first six months.

Pakisan has successfully shifted from a fixed and managed exchange rate to a free
floating regime. This policy of flexible exchange rae has begun to pay dividends after initid
hiccups. Pakistan has successfully shifted from a fixed and managed exchange rate to a free
floating regime.  This flexible exchange rae policy has begun to pay divided after initid
hiccups. The Rupee-Dollar parity, the key indicator of exchange rate movements, remaned
sable between July 2001 and September 11, 2001 after witnessing a steep depreciation of 18.5
percent over the preceding twelve month period. This sharp fal was inevitable as the exchange
rate had been dmost frozen between May 1999 and May 2000, and should be viewed as a
market correction of the cumulative over vauation of the Rupee that had taken place over a two
year period. In the trandtion to a free floating exchange rate, an added complication to
exchange rate management was gSpeculative pressures and depreciation expectations.  The
volaility in exchange rae movements was managed by usng moneay policy insruments.
This, coupled with the build up of reserves, led to some dability in the exchange markets till
September 11, 201 when the Rupee began its appreciation againgt the US Dallar. Although the
exchange rate has moved up to a higher levd, the fluctuations in the inter-bank and kerb markets
have been reatively subdued, while the premium in the kerb market has narrowed sgnificantly



from an average of 4 to 5 percent, to less than 1 percent. This narrowing down of the kerb
premium and the drict controls over the Hundi/Hawaa busness in UAE and the US have led to
higher inflows of workers remittances through the banking channds during July — February
period this year, remittances doubled to US$ 1.4 hillion, compared to US$ 780 million in the
same period last year.

Till 1999, Pakistan's exports had been stagnant a around US$ 8 hillion. Since then, the
rate of increase has been 15 percent and 2000-2001 registered exports of about US$ 9.2 hillion.
Consequently, the export-GDP ratio touched 15 percent in 2000-2001, compared to 13.1 percent
for the decade of 1990s. However, the fisca year 2001-2002 has seen a set kack due to the
combined effects of a recesson-hit world economy, and the aftermath of September 11. It is,
therefore, unlikely that the export target of US$ 10 billion set for end-June 2002 will be
achieved dthough the increase in volume of exports paticularly textiles has been subgtantia
(over 20 percent in some items).

One factor behind the improvement in current account baance is that imports have not
been showing their historicadl growth peattern.  The import-GDP ratio has declined to 15.6
percent from a high of 18 percent in the early 1990s. In the current fiscd year, the decline is
even more perceptible as petroleum prices have shown a sgnificant downward trend. As a
consequence of this development, the trade deficit has narrowed to 1.7 percent of GDP (down
from 4.9 percent in the early 1990s) and the current account deficit to 1.9 percent of GDP in
2000-01 (compared to 4.5 percent during the 1990s). The target for the current fisca year had
been set at 0.9 percent; the outcome of the first sx month has been congstent with this target.

Foreign private investment has suffered during the last two years, and is not expected to
return to the trend exhibited in the second haf of 1990s. Large outflows of portfolio investment
have been the mgor reason for these shortfdls, dthough foreign direct invesment has begun to
swing upwards in the current fisca year.

Pekigan has benefited from debt rescheduling during the last two years as a direct
consequence of the resumption of relations with the IFIs. For the first time, Pakistan was able to
complete a Stand-By Arrangement with the IMF without any ddays or interruptions, and has
now entered into a three-year PRGF. As a consequence, the Paris Club has agreed to restructure
bilatera debt on an exceptiond bass. These favorable developments in the external sector have
led to Moody’ s upgrading Pakistan’s crediit rating.

To sum up, Pakistan has succeeded in securing stability in its externd sector by restructure its
debt, reducing current account deficit and building up reserves. Presdent Monetary and flexible
exchange rate policies adong with liberdization of current account transactions inflows of
foreign direct invesment and private capitd have enabled the country to underpin this stability.
At the same time direct controls on contracts short term debt by private and public sectors have



insulated the country just like China and India form sudden and abrupt shocks of reversd in
investor sentiment.

Structural reforms

Macroeconomic dabilizetion measures have been accompanied by wide ranging
dructurd reforms which are amed a removing microeconomic distortions and improving
efficiency of resource use. These reforms have been initiated across a broad spectrum but
capacity condraints have been an inhibiting factor in ther implementation. Diagnosing the
problems, formulation of policy options and drategies, and the find delineation of measures to
be taken have been completed in dmost dl sectors. However, the absence of strong
commitment a the implementation stage, conflict of interest with vested groups and a lack of
gppropriate technica know-how at criticd levels have not dlowed the benefits of these reforms
to be fully redized. It will take a few years of continuous hard work and monitoring before
tangible results can be produced. However, the following four areas of dtructurd reforms have
seen some progress. (a) tax adminigration and policy (b) trade and tariff reform () deregulation
and privatization, and (d) the financia sector.

Tax adminigration and policy

Pakigtan's persstent fiscd deficits can be harnessed if a robust and buoyant tax base can
be developed. This requires deep rooted reforms to widen the tax base, strengthen tax
adminigration, promote sdf assessment, diminate whitener schemes, reduce multiplicity  of
taxes and tackle the culture of tax evasion and corruption. A task force was formed to examine
these issues and has come up with recommendations to smplify assessment processes, promote
intensve use of technology, diminate contact between tax payer and tax collector, reorganize
the Centra Board of Revenue (CBR) and restructure the service terms and conditions of revenue
officids. These recommendations have been accepted and will be implemented over the next 3
years. Additiondly, a new Income Tax Ordinance has been introduced in 2001 which alows for
universal  df-assessment, uniform tax rates, removad of nonadjustable withholding taxes,
eimination of exemptions and detalled audit. Moreover, the tax survey and documentation
drive during 1999-2000 has dlowed CBR to bring in an additiond 134,000 income tax payers
adong with 30,000 new sdes tax payers. It has aso profiled 600,000 tax payers which will help
enhance the effectiveness of tax assessment, and help detect tax evason and under reporting.
CBR reforms are dso on the forefront of the conditiondities agreed to with the IMF and other
[Fls.

Trade and tariff reforms

Pekigan has made ggnificant efforts in liberdizing its trade regime during the 1990s.
The maximum tariff rate has declined from 225 percent in 1990-91 to 30 percent in 2000-01; the
average tariff rate stands a just 11 percent compared to 65 percent a decade ago. A further 5
percent reduction of the maximum tariff will take effect from Jduly 1, 2002, while the number of
duty dabs will dso be reduced to 4. Additionaly, quantitative import redtrictions have aready




been diminated except those redating to security, hedth, public moras, rdigious and culturd
concerns.  The number of datutory orders that exempt certain industries from import duties will
be phased out by June 2004. Duties on 4,000 items were reduced in the 2001-02 budget. These
measures ae amed a bringing down the effective rates of protection, diminating the anti-
export bias and promoting competitive and efficient indugtries. A number of laws have dso
been promulgated to bring the trade regime in conformity with WTO regulations. These include
anti-dumping and countervailing measures and intellectua property rights.

A comprehensve range of export finance facilities and guarantee schemes are being
provided to facilitate pre-shipment and trade financing to local exporters. The export finance
rate has been pegged to the T-hill rate thereby diminating the subsdy implicit in the previoudy
administered rate.

The unilaterd reforms undertaken by Pakigan will have pay-off if mgor trading partners
liberalize market access to Pakistani goods and services. European Union has dready taken
action in this respect but the response from the United States for entry of Pakigtani textile
products has not been very encouraging.
Privatization and Deregulation

Public sector corporations have been a constant source of burden on the budget & well
as quas-fiscd accounts. As much as one third of the fiscd deficit can be directly attributed to
the losses of public corporations. In addition, nationadized commercid banks have been
carying a large exposure to these corporations. The present Government has publicly
announced the time table for privatization of these entities and has aso promulgated a law under
which privatization will take place. This Sep was necessary to ensure transparency, provide an
inditutional and legd framework, avoid unnecessary delays and litigations, and outline the
process through which the transactions will be carried out.

Progress has been dow so far for a variety of reasons but the recent 10 percent sde of
Nationd Bank of Pakigtan through public offerings on the stock exchanges has given a fillip to
the efforts of the Privatization Commisson. Key public sector units which will be offered to
drategic invesors include the nationdized commercid banks, Pekisan Teecommunications
Company Ltd., power digtribution companies, and oil and gas fidlds'companies.

The public enterprises which are not currently on the privatization agenda (Pakistan Sted
Mills PIA and Pekigan Ralways etc) are undergoing subgtantid downsizing and financid
restructuring to make them operationaly viable and reduce their budgetary (quas-fiscd) impact.

As Pakigan embarks on the process of creating competitive markets and diminating
direct or implicit consumer and producer subsidies, a number of deps have been taken to
deregulate prices and trading in various sectors. The mogt far-reaching reform has taken place
in the oil and gas sector. Imports and pricing of petroleum products have been deregulated and
the private sector is now free to import and fix prices. An automatic price adjustment formula



for consumer prices of petroleum products linked with internationa prices has been adopted. In
addition to reforms in the primary freight pool, price distortions in naturd gas have dso been
eliminated and anew pricing framework has been put in place.

The government has freed up agricultural prices by moving towards market based
pricing. With a view towards dlowing farmers to receive internationa prices for their produce,
al redrictions on the import and export of agricultur commodities have been removed. Wheet
procurement and trade, which was until recently an exclusve monopoly of the dae, has been
opened up to the private sector. Exports of wheat and wheat products have aso been dlowed to
the private sector.

The business community in genera, and SMEs in particular, believe tha the burden of
government intervention in their day to day operations is dill too much. The government has
therefore condtituted a Deregulation Commisson headed by a leading busnessman to get rid of
these irritants and further free up the economy.

Financial Sector and Capital markets

The draegy for financid sector reforms is amed a developing a market oriented,
private sector dominated financid sector performing efficdent intermediation. The regulatory
and supervison functions of the State Bank have been dgnificantly srengthened and drict
enforcement of prudentid regulations have led to widespread recapitdization and a consequent
improvement in the banking sysem. The naiondized commercid banks (NCBs) have
undertaken mgor redructuring by downszing ther daff and cdosng down unprofitable
branches. It is envisaged that a least 50 percent of the surplus staff will be diminated, while
more than hdf of non-profitable branches will be closed. The ratio of gross non-performing
loans (NOLs) tota advances in Pakistan, prudentid regulatiions have been upgraded and require
a loan to be classfied as NPL when debt service payments become overdue after 90 days has
adso declined dgnificantly for the commercid banks and for NCBs in particular. Provisons now
cover dmogt 55 percent of these gross NPLs thus reducing the risk to the banking system. These
changes dong with improved corporate governance have been made possble by the introduction
of professona management and private sector boards. NCBs account for dmost 50 percent of
the assets of the banking system. Two out of the three remaining NCBs are expected to be
privatized by the end of 2002 and thus ending the three decade domination of public sector
banks on the financia sector of the country.

The second dement of financia sector reforms is a redtructuring of Development
Financid Inditutions (DFs) through mergers and acquistion, closure, liquidation and
reorganization. The largest DFI of the country, the Nationd Development Finance Corporation
has been closed and its assets and ligbilities taken over by NBP. At present only four DFIs are
working in the aess of SMEs, agriculture, housng finance while dl others have been
liquidated, merged or shut down. DFlIs account for a large proportion of bad debts and this
restructuring will help clean up the non-bank financid inditutions.



As publidy-owned DFIs providing subsdized credit are being phased out, new
ingruments of supplying long term cepitd & market-based interest rates are being developed. A
benchmark has been established in the form of the Pakistan Investment Board (PIB) by the State
Bank which holds regular auctions for terures of 5 to 10 year government paper. A burgeoning
corporate bond market has begun to emerge bringing together long term inditutiona investors
and borrowers interested in long term sources of financing.

The fourth ingredient of these reforms is setting up an asset management company, the
Corporate and Industria Restructuring Corporation (CIRC) which will ded exclusvely with the
problem of non-performing loans of NCBs and DFIs. The CIRC will dso help revive some sick
indugrid units which ae likdy to become viable as a result of financid restructuring,
rehabilitation and a change in ownership. Some of these units have dready been sold at discount
through public auction and the processis likely to accelerate in coming months.

The fifth pillar of the financia sector reform drategy is to promote a network of
inditutions a the didrict, provincdad and nationd levd for micro credit financing. The firg
inditution — Khushdi Bank formed by some foreign and domestic banks in collaboration with
the Adan Devedopment Bank has dready darted operations in 30 didtricts of the country.
Another micro finance bank has been established in the private sector by the Aga Khan Network
and the International Finance Corporation. The regulatory framework and capitd requirements
for these MFIs have been relaxed in order to attract capable NGOs and other private sector
entities with a proven track record in credit divery

In the area of capitd market development effective regulations for risk management have been
introduced for members of dock exchanges, the capability of the Securities and Exchange
Commisson (SECP) has been drengthened and the T+3 system has been launched whereby dl
transactions will be settled on the third day. Other notable ingredients of the capitd market
reforms are operationdization of the Nationd Clearing and Settlement System, a new code of
conduct for stock brokers, rasng the net capita requirements for brokers, issuing rules aganst
ingder trading, regulaiory changes to provide for essy mergers, acquisitions, teke over and
liquidation of public listed companies.

The over dl hedth of the financia sector has improved as consequence of the reforms
undertaken since 1997 and this is evident by the capital adequacy, aset qudity, profitability and
liquidity indicators. However, intermediation cogs are ill quite and competitive pressures are
il week.

I mproving economic gover nance and reviving key national ingtitutions

Pekigan’'s man problem in achieving sudained macroeconomic  dability, trend
economic growth rates, and ddivering public services to the poor has been due to wesk
governance and decline of inditutional capacity particularly in the 1990s. Therefore, the agenda



for improving governance is based on (1) devolution (2) improved public financid management
and accountability (3) fighting corruption (4) civil service, judicid and police reforms.

Devalution The cornerstone of the governance agenda is the devolution plan which transfers
powers and responghilities, including those relaied to socid services from the federa and
provincid governments to locd levels. The development effort a the loca levd will be driven
by priorities set by elected locd representatives as opposed to bureaucrats gtting in provincid
and federd capitas. Devolution of power will thus drengthen governance by increasing
decentrdization, transparency, accountability of adminidrative operaions and peopl€'s
participation in their locd affars.

This devolution plan is amed a enhancing public sector efficiency through three
principd channds fird, the decentrdized system will become a surrogate for competition,
bringing to the public sector some of the benefits of the private sector. Second, individuas who
are directly respongble to the people for their actions, and have ownership over the outcome
will have gronger incentives to perform better.  Third, when the cost of providing a service is
borne by the locd jurisdiction, the service will be provided more efficently as locds will
demand value for money.

The purpose of the devolution plan is to provide a network of broad-based grass root
level inditutions that undertake developmenta ectivities One of the man ams of the plan
would be to facilitate capecity building of these inditutions for the provison of socid services
such as hedth, education, family planning, sanitation and clean drinking water. Moreover, such
indtitutions would aso undertake operation, maintenance, and income generaion activities
This will enable locd governments to effect credible development and service ddivery a the
digrict, tehgl, and union tier. To involve people more activey in community development,
grassoots organizations like Village Councils and Citizen Community Boards will be
introduced. These schemes will imply that the functioning and ddivery of services is being
monitored directly by stakeholders.

The dffective functioning of local government dructures will depend not only on
adminidrative devolution of powers but dso avalability of adequate financid resources. For
this purpose, digrict budgets have been prepared in a framework of fiscd devolution, which
would operate through the mechanism of a provincid finance award. This will provide adequate
resources to new governments to meet their obligations of providing basic services. Second, a
lump sum provison of Rs3 hillion has been provided this year to meet the trangtion codts of
Setting up basic infrastructure expenditures of the new governments.

The devolution plan is an ambitious attempt to dismantle a 150 year old sysem of
adminigration.  Naturdly, there are going to be teething problems in its initid sages and
tensons between the old adminigraion which has lost power and the newly dected
representatives are bound to occur. But there are serious concerns about capacity building,
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training of new adminigtrators and business processes. There is clearly an opportunity to set up
a modern wdl functioning sysem and avoid the pitfals of the old sysem. However this entalls
caeful planning, system desgn and resource dlocation. Despite these resurvaion, this system
provides the best hope for a more democratic and accountable system of governance.

Financid Management and Trangparency: Other essentid ingredients for improving economic
governance are sgparating policy and regulatory functions which were higtoricaly combined
within the Minidry. The regulatory sructures are now independent of the Minisry and enjoy
quas-judiciad powers. The Chairman and the Board members enjoy security of tenure and
cahnot be arbitrarily removed. They ae not answerable to any executive authority and hold
public hearings and consultations with stakeholders.  Regulatory agencies dong these lines have
been st up for economic activities such as banking, finance, aviation, telecommunications,
power, oil, gas etic. The qudity and independence of the verdicts announced by some of these
agencies have a balance between the interests of service providers and the consumers.

Moreover, as mentioned earlier, easy access to information is criticd for eiminating
corruption and improving economic governance, while enabling grester participation of al
stakeholders. Public access to information on landholdings, projects, government decisons, and
any other rdevant area of public interest is vitd. Therefore, appropriate lega cover will be
given to access public information; the Freedom of Information Act is under discusson and will
be enacted soon.

Financid decentralization will make more resources available to dected members and
functionaries.  Though the modus operandi for this is being worked out, fiscal decentralization
will require a drengthening of budgeting and auditing functions a dl leves in order to sem
leskages from the sysem. The government has promulgated legidation edablishing the
autonomy of the Auditor General, adopting a modern charter of accounts under accepted
international dandards, and  modernization of overdl accounting  sysems  through
computerization. Ad-hoc Public Account Committees have been set up at both the federd and
provincid leves to take appropriate follow-up action on audit reports. A National Procurement
Authority is being established and a new procurement law will be promulgated to improve the
process of acquiring goods and services by various government ministries and agencies.

Anti-Corruption _measures The Nationd Accountability Bureau (NAB) has been functioning
quite effectively for the last two years as the main anti-corruption agency. A large number of
high government officids, politicians and businessmen have been sentenced to prison, subjected
to heavy fines and disgudified from holding public office for 21 years. Mgor loan and tax
defaulters were aso investigated, prosecuted and forced to repay their overdue loans and taxes;
about Rs 30 billion ($500 million) has been recovered from these defaulters so far.

Severd anti — corruption agencies exist a the Federd and the Provincid government
level but they have been ineffective. The successful example of the NAB can be used to build
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up a drong legd and inditutiond framework for detecting corrupt practices, investigating and
prosecuting those indicted. The deterrent effect of this process will help curb widespread
practices.

Civil Service, Judicdd and Police reforms:  Civil savice reforms amed a  improving
recruitment, training, performance management, career progresson, right szing of minigtries
and attached depatments and improving compensation for government employees ae the
foundation for building drong inditutions in the country. In the firg ingtance, to depoliticize
recruitment, promotions and career development, the independence and responshilities of the
Federd Public Service Commission (FPSC) have been enhanced and its scope of work extended
to dl posts from Grades 11 to 21. The FPSC is now fully incharge of merit-based recruitment
and promotions.  The Civil Service Act has been amended to reflect performance based career
progresson and enable the government to retire civil servants who are inefficient and/or corrupt.
The public sector educational training infradructure is aso being restructured to strengthen
kill-based training of civil servants at dl levels.

The recommendations of the Rightszing and Redructuring Committee are being
implemented; surplus daff is being readjusted, performance benchmarks revamped and
sructures of federd, provincia and loca governments reconstructed.

The reforms in some of the most important federd inditutions — the Central Board of
Revenue (CBR), Securities and Exchange Commisson (SECP), the State Bank of Pakistan
(SBP) and Pekistan Ralways — are dready beginning to take firm hold. Implementation of
reforms has aready led to the dimination of 40,000 (out of 135,000) positions and 23,000 ghost
pensioners.

Reforms in access to judice will ded with delays in the provison of judice case
management, automation, and court formation sysems.  In addition, human resources,
management information systems and the infragtructure supporting judicid system will be
revamped and upgraded. Smal Causes Courts will be established to provide rdief to the poor
who have smdl dams.

Extensve police reforms will separate the law and order, investigation, and prosecution
functions of the Police and promote functionad specidization. The setting up of Public Safety
Commissons a the federd, provincd and didrict leves will inditutiondize the accountability
of Pakigan's police force to the public. An independent complaint authority againgt police
exceses will be st up. To improve the overdl performance of the police, enhancing efficiency,
logigtics, communication, mobility and training will be given greater emphasis.

Mog of these reforms have just passed the design stage and will take consstent and
grenuous follow up work and commitment of the exiging incumbents to implement these far —
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reaching changes in these main organs of the Executive and Legidative branches of the
government.

Poverty reduction

The poverty reduction drategy under implementation since December 1999 is based on
macroeconomic  dabilization, improved governance, reviva of economic growth, targeted
interventions, social sector development and socia safety nets.

This drategy has been fully aticulated and spdled out in detal in the Government's
Interim Poverty Reduction Strategy (IPRSP). This drategy has been developed through
intensve dtakeholder dialogue and has been endorsed by Pekistan's development partners. A
review of the firs two dements of this Srategy has dready been presented in an earlier section
of this paper. This section will focus on the revival of economic growth, targeted nterventions
to reduce poverty, socia sector development and socia safety nets.

Revivd of economic growth

Pakistan's growth rate in the past five years has averaged about 3.6 percent per annum
(population growth rate is 2.2 percent) which has been inadequate to reduce the incidence of
poverty in the country. Therefore, a key dement of the poverty reduction Srategy is reviving
economic growth.  Towards this end, the government has identified four mgor arees
agriculture, smdl and medium enterprises (SMEs), ol and gas sector, and information
technology. With rdativey lower invesment, these sectors are likdy to generate higher
employment opportunities and thus have direct impact on poverty reduction.

One-fourth of Pakigan's GDP is derived from the agriculture sector. It employs 44
percent of country’s workforce and contributes substantially to export earnings. Therefore, what
happens to agriculture has a substantid impact not only on overdl economic growth, but aso
the levd of poverty in the country. Agriculture dso contributes indirectly to economic growth
as a provider of raw materids, and as a market for indudria products. The emphasis on
agricultural sector development is on improvements in the productivity of smdl farmers and the
cregtion of employment opportunities for landless peasants.  This increased productivity could
adso gem the tide of rurd-urban migration, which can help in dleviging urban poverty. To
increese agricultural  output severa messures including better utilization of exising water
resources through improved cand irrigation and maintenance, conservation and augmentation of
water, promoting water efficent cultivation methods through enhanced avalability of
equipment and better extenson work, corporatization of agriculture, deregulating agriculturad
commodities pricess, on fam wae management, and severd initiatives on  livestock
development and agro-based indudtries are at various stages of design and implementation.
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Along with agriculture, the SME sector employs the magority of the population in
income generding activities both in the urban and rurd areas. As SMEs ae rdativedy more
labour-intensve they create reaivey more jobs incomes and hence play a mgor role in
reducing poverty. Also beng more innovetive and flexible, they aso encourage persond
savings, contribute to exports, and creste new indudries.  Government policy ams to provide
support to these inditutions for assigting in the financing, technicad know how and marketing
problems being faced by these busnesses. This inditutiond support is being provided by Smal
and Medium Enterprise Development Authority (SMEDA) and SME Bank but their outreach
remains limited. Private sector groups have to be involved while the regulatory environment has
to be st right.

Information technology aso has mgor potentid of creating jobs for the educated
unemployed. Telecommunications connectivity and large scae training have been identified as
the main vehides through which an expanson in I.T. sector is envisaged. But the base with
which the IT sector is expanding is so smdl that it will take severd years before the momentum
is fet on the economy.

As a consequence of favorable government policies, the oil and gas sectors have
atracted foreign investment in exploration, transmisson and digtribution of gas in the country.
Gas deveopment is amed a subgtituting imported furnace oil for power, cement sectors and
thus save valuable foreign exchange for the country.

The above policy measures have not yet made any vishble impact as thar implementation
Is dill a an early stage, but once these measures are put in full effect, equitable growth will
follow that will reduce poverty.

Poverty targeted Interventions

Economic growth is a necessary but not sufficient condition for poverty reduction.
Where poverty is endemic, high economic growth must be accompanied by direct poverty
dleviation measures Towards this end, poverty targeted intervention programs conssting of
severd mgor dements are being introduced. These dements include (i) integrated smal public
works programme in both urban and rura aeas (Khushad Pekisan Program), and the (ii)
development of microfinance sector to help improve credit access of the poor.

Khushd Peakisan Program:  This program is amed a generating economic activity through
public works in the country. The provinces, in close collaboration with the loca authorities and
communities, have completed a Rs 20 hillion (US$ 330 million) program covering the two year
period (January 2000 to December 2001) with the result that 0.5 million job opportunities have
been created, dong with essentid infrastructure in rurd and low income urban areas.  The
program has resulted in condruction of fam to market roads, rehabilitating water supply
schemes, reparing exising schools, smal rurd roads dreets, drains, and sform channels in
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villages. Moreover, the scheme will be directed towards lining watercourses, de-slting cands,
and providing civic amenities in towns, municipal committees, and metropolitan corporations.

Micro Finance Sector development: The role of Microfinance in poverty dleviaion and
employment generation has been widdy accepted. The government has therefore established
the micro credit bank (Khushai Bank) as a protype ingitution for providing credit access to
poor households. This bank is reaching out to the poor digtricts and has begun providing loans
to small and medium enterprises and salf-employed micro enterprises.

Socid Sector development
The third key dement of the poverty reduction drategy is to develop Pekistan's socid
sectors, particularly education, hedlth, population and women devel opment.

Education Sector Reforms

Pakistan's poor educationa outcomes have become a mgor condraining influence on its
quest for integration in the globa economy. High raes of illiteracy, paticulaly among the
femae population, low educationd atanment of labor force and lack of qudified technicd and
stientific manpower have aso put a brake on economic growth. The education sector reforms in
the past have faled to ddiver results. Thus the gpproach and mode of implementation have to
change.

The drategic thrust of education sector reforms (ESR) this time around congsts of (a)
achieving universal primary education and adult literacy from 51 percent to 59 percent by 2004,
(b) improving the qudity of education, and (c) a renewed focus on technica and vocationd
education.

ESR recognizes tha development of partnerships between the private and public sector
and NGOs will be criticd for the implementation of this dtrategy. The proposed package of
incentives for private sector, particularly in the rurd areas and urban dums, indicates provison
of land free of cost and or a concessond raes in rurd areas, nonrcommercid utility rates,
liberd grant of charters, exemption of custom duties on import of educationd equipment and
exemption of 50 percent income tax to private sector inditutions for facuty, management and
support staff etc.  Compulsory primary education is being combined with an incentive package
to meet the needs of poor students by providing free text books, uniforms, sipends, nutrition
and vouchers.

The most important dructurd change envissged is through devolution and
decentrdization of service ddivery from provinces to didrict governments and beow. The
Operationd respongbility will be exercised by the tiers of the government a the didtrict, tehsl
and union levds. All new teachers will be gppointed through a sdection process involving a
competency test. The program of pre-sarvice and in-service training has been revitdized for



15

both new and existing teachers. Additionaly, education budgets have been increased and ron-
sdary expenditures are being expanded and protected. Private sector and non-governmenta
organizations ae geting involved in both finahcing and ddivering primary education, text
books, schools uniforms, supplies and mantenance of buildings  The primary school
curriculum is being revamped dong with the text books, while the monopoly of the regiond
Text Book Boards has been abolished.

The involvement of the privele sector and community organizations have
renewed the hopes for a vigorous and dynamic expanson in the quaity and outreach. But the
posshility of excluson of the poor remans quite strong and public sector has to ensure that the
access to the poor is not hindered.

Health Sector reforms

Pakigan has an extendve hedth deivery sysem which is a mix of public and private
facilities didributed dl over the country. The hedth daus of the nation is characterized by a
population growth rate of over 2 percent, infant mortdity of 90 per thousand live births and
maternd mortdity rate of 450 per 100,000 live births. The new hedth policy follows a ‘hedth
for dl’ gpproach based on accesshility, affordability and acceptability of hedth services by the
generd population. The hedth drategy places greater focus on a continuous shift from curdive
svices to preventive hedth services by improving the primay hedth care system.
Improvements in hedth daus ae teking place manly through maternd and child hedth,
communicable and infectious dissese control and dimination of nutrient deficiencies  The
budget for the Expanded Program of Immunization has been increased and coverage is being
expanded in rurd aess as wdl as in the femde population. A sound tuberculosis control
program, HIV/AIDS program, and anti-maaria program are dso under implementation.

The shift of public expenditures from tertiary to primary and secondary hedth care and
devolving and decentraizing financid and adminidrative powers to locd tiers form the crux of
the hedth sector reforms.  This new gpproach provides a clear Sgnd that preventive rather than
curative hedth care will be given priority in alocation of expenditures as wel as the rura aress
of the country. Women Hedth projects and Family Hedth Workers Programs have been quite
successful in their outreech and intensity. These projects are being expanded and the numbers
of FHWs will be further increased.  Public-private partnership has turned some of the
underutilized fecilities a the secondary leve into functioning entities and this modd is beng
replicated.

The reative success of the exiging hedth programs during the last five years provides
some indication that the hedth outcomes have a better chance of improvement provided the
delivery of services modd in useis cortinuoudy refined, upgraded and adapted.

Water Supply and Sanitation
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Poor access to water supply and sanitation are often associated with poor hedth
outcomes. At present only 63 percent of the country’s population has access to safe drinking
water, whereas proper sanitation facilities are avalable to only 39 percent of the totd
population. The government is planning to increase water supply facilities from 63 percent to
68 percent in 2003-04, and sanitation facilities to 44 percent. Condruction of drinking water
supply and sanitation facilities is dready receving the utmost importance under the Khushd
Pakistan program. At locd leves, attention is being given to develop capacity in terms of the
design, management, maintenance and operation of these schemes so that benefits are sustained.
Community based gpproaches which have been successful in the NWFP and AXK will be
examined for adoption in other areas. In addition, the newly dected city governments are
paying atention to solid waste manegement problems faced by citizens in large metropolitan
arees.

Urban centers such as Karachi and Quetta face serious shortages both due to inadequate
generation but aso poor inditutiond mechanisms for transmisson and didribution private
provison of water supply should be conddered careful congderation dthough it is virulently
opposed by some civil society organizations.

Socia Safety Nets

The implementation of socid protection drategy is taking place through a vaiety of
messures.  Fire, the Government has launched direct cashtrandfer programs for poor families
through medica assdance and educationa <ipends from the Bait-ul-Maal (a public wdfare
program). The Food Support Program covers 1.2 million of the poorest households with
monthly income of up to Rs 2,000 per family. An dlocation of Rs 25 hillion was spent in
2000-01 on this program. A system of needs-testing has been adopted for the identification of
beneficiaries by linking the program with the zakat system.

The Zakat program that targets widows, orphans and the disabled has been strengthened.
About 2 million beneficiaries recelve assstance from the Zaka Fund., of which 0.5 million
recelve assgtance on a regular bass. It is envisaged that an additiond 1.5 million will be added
to the lig of Zaka recipients through rehabilitation schemes which will provide loans of Rs
10,000 to Rs 50,000 each for gtarting up smal busness. An dlocation of Rs 5 hillion has been
made for these schemes in addition to the normd stipends to Mustahgeen (the needy) out of the
Zakat Fund. It is edtimated that Zakat contributes 10-15 percent to the government’s poverty
reduction program.

The school feeding program for femae students (Tawana Pakistan program) which was
successtully piloted in a few didricts will be replicated throughout the country. This program
will help address the manutrition of femae students which was resulting in low enrolment, high
absentedsm/dropout rate and low cognitive achievement. It is edtimated tha community
mobilization will srengthen the ownership of this program and lead to a 30 percent decrease in
the dropout rate.
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The Employees Old-age Bendfits Inditutions (EOBI) and provincid socid security
indtitutions provide pendon and medicd care benefits to private sector employees.  About
183,000 beneficiaries receive penson benefits of gpproximatdy Rs 0.9 billion annudly through
these inditutions. Sindh and Punjab provide medicd cae benefits to about 700,000
beneficiaries and their dependents at an annua cost of Rs 1.4 hillion. Smilarly, the Workers
Whdfare Fund provides socid security support to workers and their families.

The above safety nets are financed and managed by public sector inditutions and
organizations.  The vast bulk of socia protection in Pekistan is provided by private
philanthropists and charities. It is estimated that Rs 76 billion are funneled by the private sector
to assist the poor through a widespread network of individud, family and organized donations.

Chalenges facing the economy

It must be conceded that the pace of implementation of these reforms is uneven and
highly varigble. For example, reforms reating to fiscd trangparency, financid —sector,
accountability, liberdization of prices exchange rate and deregulation of the oil and gas sector,
have moved ahead quite swiftly. However, the progress on CBR, privatization of state-owned
enterprises, education and hedth sectors, civil service, judiciary and police are 4ill in ealy
dages and have not made any perceptible impact. Law enforcement agencies, revenue
collecting officids and ingpectors of various government departments have not yet mended ther
ways and their harassment and extortion has not receded.

Despite efforts to Sabilize the economy, bring about structurd changes and creste a
transparent, predictable environment for businesses, economic growth has fatered, investment
(both domedtic and foreign) has remained duggish, unemployment has risen and there haan't
been any appreciable reduction in the incidence of poverty. The recessonary conditions in the
economy have not yet given way to buoyancy.

A number of hypotheses can be offered to explan this duggishness. Fird, there has
been no new invesment in the economy for the past Sx years or s0. As a result, the investment
to GDP rdio has been on a secular decline limiting the extent to which exising capacity
utilization can contribute to GDP growth. In paticular, the condgently declining trend of
public invesment retio over the past 10 years has given rise to congestion, shortages, lack of
relidbility and increasing codts of infrastructure services in the country. As public investment is
complementary to private investment, the competitiveness of industry has gradudly eroded. In
addition, Pekistan’'s human development indicators were dready low in reation to other
developing countries of comparable income.  Under investment in educaion, hedth, water
supply and other socid services has further exacerbated the dtuation.  These physicd
infrastructure  deficiencies and wesk human development indicators have retarded growth
generating impulses in the economy. Additiondly, heavy externd and domestic indebtedness
has squeezed fiscal space and made it difficult © increase public expenditures. The fisca pace
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that was expected through debt rescheduling and bilateral grant assstance has shrunk because of
lower tax revenue collection.

Second, the gradua decay of inditutions and politicization and lack of professondism
among public servants have impared the cgpacity for sustained implementation of government
policies, programs, projects and the deivery of public services.  Poor governance and
mafeasance by the dite of public inditutions have spawned a culture in which wasteful
expenditures, leakages of resources and low efficiency are the norms. Sound policies, improved
governance and macroeconomic stability have created conducive but not sufficient conditions to
turn the economy around. Redtructuring takes a lot of time and energy, and in the short term,
economic growth remains low.

Third, the country has faced a series of large exogenous shocks beginning with the
nuclear testing in May 1998, the Kargil criss of June/duly 1999, change in the government in
October 1999, severe drought in the year 2000, the terrorist attack of September 11, 2001 and
the conflict in Afghanidan, tenson with India following the December 13 atack on the Indian
Parliament, a deepening of the globa recesson and continued water shortages have played a
magor role in condraining the economy. It is only in the recent months that external sector
position has begun to ease. Workers remittances through officid channels have dmost doubled
in the firg 9x months and have (to some extent) neutrdlized the decline in exports.  Similarly, a
decline in the petroleum import price has helped narrow the trade deficit. Additionaly, debt
redructuring by the Paris Club, exchange rate dability, comfortable foreign exchange reserves,
lower domedtic interest rates, further liberdization of the foreign exchange regime, remova of
economic sanctions and a ratings upgrade have improved Peakistan's creditworthiness and have
reduced country risk. This should make it possble for foreign investors to consder Pakistan as
a sarious dedination for investment. The public pronouncements by the President that economic
reforms will continue unabated after the dections should remove the dement of politicd
uncertainty.  Normaly, the sequence is that domedtic investors teke the lead and foreign
investors follow. However, in Pakisan's case, for some reason the psychologica barrier of
domedtic investors is crossed when foreign investors show up. Is it possble therefore that
resumption of foreign invesment will pave the way for higher growth and employment
expanson in the country?

The agenda of unfinished reforms to capitdize on pogtive externd sector developments
is dill quite arduous. Firg the onrgoing restructuring of the tax adminigration and the CBR
have to be completed expeditioudy to enhance the scope for larger revenue collection and
replace the exiding highly abitrary and discretionary tax collection environment.  Pekistan's
fiscd badances will remain under severe drain until this restructuring is accomplished.  Second,
the multiplicity of taxes a the federd, provincid and locd government levels, dong with the
various labor levies imposed on the indudrial sector, have to be dreamlined. The harassment
and extortion by low leve functionaries of a host of government agencies is dso inimicd to the
growth of organized busness. The frequent resort to the informal sector is in fact an escape
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vave for the smdl busnesses to avoid these government functionaries. Third, the legd and
judicid sygem is out-of-sync with the requirements of modern business practices, contract
enforcement and dispute resolution mechanisms are dow, cumbersome and expendve; training
of judges and commercid and banking laws is dmost non-exigent; while, case management is
wesk and infradructure faciliies are inadequate.  Additiondly, exising judicid, business,
banking and tax laws have to be dmplified. Fourth, the privatization process has to be
accelerated to promote efficiency of resource use, to avoid a continued drain on fiscd resources
and to improve the delivery of essentid public services. It is estimated that roughly 1.5 percent
of GDP will be saved annudly if large loss making public enterprises and utility companies such
as the KESC and WAPDA are transferred to the private sector.  Fifth, the civil service and
police have to be overhauled through merit based recruitment, professond training,
performance linked career promotion, better incentives, easy procedures for disciplinary action
and severance.  Organizationa dtructure, business processes and dtaffing levels have to be
reviewed and over manning and excessve layering eiminaged.  Provincd and didrict
governments have been given functiond, adminidrative and financid autonomy in the red
sense rather than in a pefunctory manner.  Sixth, public investment in infragtructure facilities,
education, hedth and other socid sectors has to be stepped up within the limits of managesble
fiscd deficits to clear the backlog and cater to emerging needs of the economy. More important
than the levd of invesment are the cogt effectiveness and operationd efficiency which are
critica success factors. Public — private community patnership has proved to be a
demondirably successful modd and needs to be gpplied caefully in Pakigan.  Unlike
macroeconomic Stabilization, relaive price changes, exchange rate and interest rate adjustments,
the chdlenges facing the economy are much more complex and time consuming. There are no
quick fixes or short cut solutions, a lot of patience and perseverance is required before tangible
results start becoming visble.

Findly Pekisan's economic managers are faced with another serious dilemma The
popular expectation is tha if governance has improved, policies are moving in the right
direction, the country’s credit worthiness has been upgraded, why is it that economic growth and
buoyancy are dill proving dusve?. The truth of the matter is that dysfunctiond inditutions will
teke time to turn around, invesment — output relationship is adways lagged and change in
investor sentiment and confidence requires more than just economic condderations.  The
dructurd reforms under way have themsdves digplaced the exiging equilibrium, generated
tensons and uncertainties associated with the ongoing trangtion, and forced economic agents to
adopt a wait-and-see attitude.  Moreover, the externad environment has not been paticularly
conducive either. This disconnect between popular expectations and ground redities poses the
greatest rik to the continuation of the reform agenda It is quite conceivable that a more
populist regime could adopt policies that might provide a short term boost to the economy but
put country back on an unsudaingble path. The commitment of Presdent Musharraf to ensure
the sustainability and continuity of economic reforms in the post October 2002 period is criticd
and assumes the grestest importance.



TABLE |

Pakistan: Macro economic Indicators

Output, Prices and Incomes:

(growth rates)
Red GDP (factor cost)
Per Capita Income
Agriculture
Large Scale Mfg.
Consumer Prices

Savings and |nvestment
(percent of GDP)

Gross Capitd formation
Gross Nationa Savings

Public Finance
(percentage of GDP)

Budgetary Revenue
Budgetary Expenditure
Fiscal balance
Primary balance

Net Public Debt

Externa Sector
(percent of GDP)

Merchandise Exports
Merchandise Imports

Current account balance
(officd trandfers

Total Externa Debt

Debt Service

(in weeks of next

imports)

Gross Reserves (USS hillion)

year

1997/98  1998/99 1999/00 2000/01 2001/02
4.3 4.2 3.9 2.6 3.7

2.0 1.9 12 0.1 1.2

3.5 19 6.1 -25 2.0

6.9 4.1 -0.2 7.8 6.5

7.8 5.7 3.6 4.4 5.0

17.7 15.6 15.6 14.7 152
14.7 11.7 135 12.8 14.6
16.0 159 16.9 16.4 17.0
23.7 22.0 234 21.8 21.3
-7.7 -6.1 - 6.4 -5.3 -53
-0.3 1.3 11 1.5 15
89.4 91.6 89.4 95.4 924
13.9 12.8 13.3 15.0 152
16.3 16.4 156 17.1 174
-2.7 -38 -04

51.7 56.1 55.8 58.4 58.0
5.3 6.1 5.8 5.4 5.6
0.930 1.672 0.908 1.685 2.385
4.8 9.7 39 7.2 7.7




TABLE 1l

Socid Indicators

Indicators Pakistan All Devdoping

Countries
1990-98 1999-2000

Population Growth rate (%) 24 2.2 1.8 (1990-98)

Adut literacy rate (%) 44.0 49.0 26.5 (1995)

Primary School Enrolment (%) 74.0 81.0 85.7 (1997)

Life expectancy a birth (years) 63.0 63.0 65.0 (1997)

Infant Mortdity Rate (Per 1000) 91.0 89.0 60.0 (1997)

Total Fertility Rate (%) 4.9 4.8 2.9 (1997)

Contraceptive Prevaence Rate (%) 17.0 28.0 56.0 (1995)

Rura Population’s access to:

Safe Water (% Population) 56.0 53.0 71.0 (1995)

Rural Sanitation (% Population) 25.0 27.0 42.0 (1995)




