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HOW DOES STATE CAPACITY
AFFECT INDUSTRIAL PERFORMANCE
IN PAKISTAN?

Vaqgar Ahmed

INTRODUCTION

The persistent decline in Pakistan's industrial
competitiveness vis-a-vis peers cannot be explained
solely by conventional macroeconomic variables.
Energy prices and shortages, tax policy uncertainty,
exchange rate Volati]ityl, and monetary tightness are
proximate symptoms, not root causes. T he binding
constraints reside deeper, within the state's
institutional architecture and the political economy
incentives that shape market actors' behavior.

This article advances the argument that industrial
competitiveness is fundamentally a function of
governance qualigz and state capability. Where
nstitutions are fragmented, rents are allocated
discretionarily, and policy credibility is absent, no
amount of trade preference or capital subsidy can
catalyze sustained industrial upgrading. Drawing
on recent diagnosticsz, this analysis systematically

unpacks why Pakistan remains trapped in a
low-productivity ~ equilibrium. The focus is
exclusively institutional and political: competition
frameworks, bankruptcy regimes, land markets,
regulatory sludges, multi-tier governance, elite
capture, coordination failures, and the chronic
absence of time-consistent policy*.
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THE CONCEPTUAL FRAMEWORK

Industrial competitiveness emerges from  the
interaction of three institutional domains: market
structure, firm dynamics, and state capability.® For
large-scale manufacturing, the relevant metric is not
simply output volume but the intensity of
competitive pressure and the ease of firm entry and
exit. For micro, small, and medium enterprises
(MSME:s), the critical issue is the cost of formality
and the predictability —of  administrative
enforcement. Pakistan remains weak on both
counts. The conceptual lens adopted here treats the
state not as a neutral planner but as a strategic actor
whose credibility determines investment horizons.
When industrial policy is subject to arbitrary
reversal, when regulatory permits are allocated
through  personal ~ connections, and  when
incumbent  creditors  capture  bankruptcy
procedures, the rational firm responds by remainin
small, informal, and liquid. This is not a cultur.
pathology; it is a rational adaptation to an
unpredictable institutional environment. The
poE'tical economy of industrial policy literature, as
;a{pplied to South Asia, demonstrates that the

ivergence between Pakistan and structurally
similar economies can be traced to differences in
bureaucratic autonomy and judicial enforcement of
contracts.’

LARGE SCALE MANUFACTURING:
MARKET STRUCTURE AND EXIT
DYNAMICS

The Quantum Index of Manufacturing published
by the Pakistan Bureau of Statistics provides a
partial but indicative picture of forma]P industrial
activity. The underlying reality, however, is one of
concentrated market power and weak competitive
rivalry. Sectoral analysis reveals that a small number
of business houses control disproportionate shares
of production capacity, often protected by tariff
WalE, discretionary import licenses, or exclusive
access to foreign exchange.” This market structure
discourages innovation and depresses total factor
productivity® The absence of an effective
competition framework allows tacit collusion to

ersist, with the Competition Commission of

akistan lacking both the investigative capacity and
the political insulation to challenge entrenched
interests.”

More fundamentally, the bankruptcy regime in
Pakistan remains dysfunctional. The existing legal
framework  for ~ corporate insolvency  and
restructuring is  characterized by protracted
litigation, low recovery rates for creditors, and the
absence of a time-bound resolution mechanism.
Inefficient firms are neither restructured nor
liquidated; they continue operating with negative
Viue added, sustained by Eank orbearance and
political patronage. This distortion in firm exit
dynamics prevents the reallocation of capital and
labour to more productive uses, constituting a silent
tax on aggregate industrial efficiency. Public
investment 1s much needed to push for ecosystem
improvement in economicaﬂoy backward provinces,
but it is weak and sporadic.'

MICRO, SMALL, AND MEDIUM
ENTERPRISES: THE BURDEN OF
SLUDGE

If large-scale manufacturing  suffers  from
concentrated market power, the MSME sector
suffers from regulatory suffocation. Sludge -
defined as admunistrative friction that imposes
compliance costs without corresponding public
benefits stifles the long-run competitiveness of
formal MSMEs. For a small enterprise, the
cumulative burden of registering, obtaining tax
status, ~ securing }larovincial clearances, and
registering with the local municipal authority for
trade licenses can exceed several months of
operating capital. This sludge does not fall evenly; it
falls hardest on firms without access to Iegaf] or
accounting professionals.
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The predictable  response is informalit}i.
Women-led firms are at a greater disadvantage. ''
However, informal enterprises face their own
constraints: they cannot access formal credit from
commercial anks, bid for  government
procurement contracts, or participate in export
suﬁply chains that require documented invoices.
The informal sector thus becomes a reservoir of
unproductive entrepreneurship, locked out of
scaling opportunities.'*Critically, the sludge burden
is not merely a federal problem. Provincial and local
governments  1mpose overlapping mspection
regimes for labour, fire safety, sanitation, and
zoning, each with its own schedule of unofficial
payments."* The resulting regulatory fragmentation
converts the act of operating a legitimate business
into a continuous negotiation with multiple tiers of
the state.

GOVERNANCE ACROSS FEDERAL,
PROVINCIAL, AND LOCAL TIERS

The constitutional division of responsibilities after
the Eighteenth Amendment created opportunities
for devolution but also produced coordination
failures. While trade policy, trade taxes, and most
overarching regulatory frameworks remain federal,
there is a lack of consensus on where the industrial
policy should sit. Land, labour, and environmental
standards are provincial. Municipal licensing and
infrastructure are local. No structured mechanism
exists to harmonize these tiers. An investor seeking
to establish a manufacturing unit must navigate
federal approval for the import of machinery,
Frovinciaf3 approval for land use conversion, and

ocal approval for building permits'*.

The absence of a binding dispute resolution
mechanism between tiers means that a conflict at
one level can halt the entire venture. The Special
Investment Facilitation Council (SIFC) has, to
some extent, been trying to address this issue.

Furthermore, the quality of governance varies
dramatically ~ across  provinces, with  some
demonstrating higher bureaucratic capacity than
others.”> This unevenness creates an internal
arbitrage opportunity for firms to locate in
provinces with weaker enforcement, triggering a
race to the bottom on labour and environmental
standards. The interprovincial ~mobility of
industrial capital remains low, precisely because
land markets are provincial and land transfer
procedures are opaque, litigious, and vulnerable to
capture.'®

RENT ALLOCATION, WEAK
COMPETITION, AND POLICY
CREDIBILITY

The political economy literature on Pakistan
consistently identifies rent allocation as the central
mechanism linking state and business.!” Rather
than competing on price or quality, firms compete
for preferential access to foreign exchange, local
licenses, tariff exemptions, subsidized credit, and
government procurement contracts. This system of
patronage has produced an industrial structure
oriented toward domestic rents rather than export
competitiveness.

Even the trade associations are often dominated b
a few large members who shape tariff and
regulatory policy to their advantage, raising barriers
for smaller competitors. Elite capture extends to the
bureaucracy as well, where post-retirement
placements of senior officials on corporate boards
create  revolving-door incentives that soften
regulatory enforcement. The cumulative effect is a
crisis of policy credibility. Investors, both domestic
and foreign, cannot distinguish between policy
announcements and binding commitments.

Time inconsistency is endemic: an export subsidy
announced in one fiscal year is withdrawn the next;
a special economic zone granted tariff exemptions
1s lljater subjected to retrospective taxation. This
unpredictability raises the required rate of return
on industrial mvestment, discouraging long-term
capital formation.
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Most  recent  diagnostics  have  repeatedly
highlighted that Pakistan'’s policy uncertainty
indicators rank significantly worse than comparator
economies at similar income levels, even after
controlling for political instability'.

WEAKNESSES IN
PUBLIC-PRIVATE COORDINATION

Public-private coordination in Pakistan operates
through formal councils and informal networks.
The former are largely ineffective, characterized by
infrequent meetings and non-bindin
recommendations. The latter, while efficient for
individual rent seeking, cannot substitute for
collective action on industrial upgrading. The result
is a persistent mismatch between the skills
produced by the education system and the
demands of manufacturing firms, as well as
between the infrastructure provided by the state and
the logistics needs of exporters.

This coordination failure has direct consequences
for trade. Pakistan enjoys preferential market access
under the Generalized Scﬁeme of Preferences Plus
regime granted by the European Union, as well as
free trade agreements with China and other
partners. Yet tﬁe utilization rate of these preferences
remains suboptimal. The reason is internal, not
external. Domestic compliance costs, regulatory
sludge, and unreliable mfrastructure erode the
competitive advantage that tariff preferences confer.
A firm cannot benefit from duty-free access if it
cannot meet the Rules of Origin requirements or if
its consignments are delayed at ports due to
fragmented  documentation.  Similarly,  the
China-Pakistan Free Trade Agreement has delivered
limited industrial upgrading because the domestic

overnance environment does not allow Pakistani
%rms to integrate into Chinese value chains beyond

the most basic assembly operations."
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A THEORY OF CHANGE FOR
INDUSTRIAL RENEWAL

The binding constraint is institutional. The theory
of change, therefore, must prioritize governance
reform over capital provision. The causal pathway
proceeds as fo[E)ws: reducing regulatory sludge and
enforcing time-consistent policies lowers the cost
of formality; lower formality costs induce firms to
register and comply; registered firms gain access to
credit, contracts, and trade preferences; and this
virtuous cycle raises productivity and employment.

To activate this pathway, A focused but necessarily
partial set of governance reforms can help address
critical institutional bottlenecks. At the fecferal level,
reforms include legislating a mandatory periodic
Regulatory Impact Assessment for all new business
regulations to enhance regulatory quality and
predictability, strengthening competition policy
enforcement, improving judicial efficiency and
contract enforcement, and consolidating a unified
bankruptcy and insolvency amework
independent of political influence to facilitate
efficient firm exit and capital reallocation.

At the provincial level, reforms may focus on
digitizing and centralizing land (and other
immovable property) records and property transfer
procedures to secure property rights, enhancing tax
administration and compliance systems, improving
bureaucratic  capability, and  institutionalizing
mechanisms to  resolve jurisdictional ~disputes
within a statutory timeline.

Across both levels, broader measures such as
reducing corruption, investing in administrative
simplification, and  integratin: strategic
management practices are essential to improve
public sector effectiveness. While these governance
and institutional reforms are central to s%mping the
business environment and enhancing industrial
competitiveness, they operate alongside other
critical drivers, including macroeconomic stability,
energy reliability, infrastructure, access to finance,
and firm-level productivity. Public investment
reform is much needed to promote ecosystem
changes and improve infrastructure includin:
energy. Governance improvements should therefore
be understood as necessary but not sufficient,
forming a foundational component of a
comprehensive industrial development strategy.
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CONCLUSION

Pakistan’s industrial constraints are not merely
resource constraints. It is a governance constraint.
The institutional architecture of the state produces
uncertainty, rent seekircllg, and fragmentation. No
trade agreement, subsidy, or monetary easing can
compensate for a business environment in which
the rules change unpredictably and enforcement is
selective. The path forward requires political will to
confront entrenched interests and administrative
capacity to implement digital governance.

The evidence from comparator economies is
unambiguous:  those  that  reformed  their
institutional frameworks saw sustained industrial
growth; those that did not remain trapped. The
choice for Pakistan is between continuing the cycle
of low productivity and undertaking the difficult

work of institutional renewal.
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