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I THE STATE OF COMMERCE IN PAKISTAN

PREFACE
Some history

Ever since my short stint at the Ministry of Commerce (MoC) in 2005, | have been
trying to get the MoC and the thought community to take the growth of domestic
commerce—services and construction—seriously as a policy objective given that
it had become the largest sector of the economy. Although the idea gained
credence very quickly, little has been achieved yet. My insight was that in our
pursuit of mercantilist policies, this sector was neglected.! Yet this sector was
extremely valuable in any value chain analysis.?

Policymakers, especially the international consultant whom we look up to,
continue to regard this sector of the economy with suspicion with epithets of
“illegal”, “informal”, and “black”. No effort is made to understand their issues, their
contribution to the economy and employment, and the large number of problems
they face.

Since then, we have seen that this is the fastest-growing sector in the economy.

At that time, | had proposed that the MoC should prepare a State of Commerce
report annually to provide an assessment and analysis of commerce—both
domestic and international. The Ministry of Finance prepares the Economic
Survey as a broad review of the macroeconomy. The state of commercial
transactions remains relatively beyond any serious review.

After nearly 2 decades, PIDE has taken the initiative and put together a “State of
Commerce” report. We hope that the MoC will review it carefully and take
ownership of it and, with or without the collaboration of PIDE, make it an annual

I Haque, N.U. (2006). Beyond Planning and Mercantilism: An Evaluation of Pakistan's Growth
Strategy. Pakistan Development Review 45(1): 3-48.

2 Haque, N.U. (2006). Awake the Sleeper Within: Releasing the Energy of Stifled Domestic
Commerce! PIDE Working Papers No. 2006:11. Islamabad: Pakistan Institute of Development
Economics.
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event and provide information on the state of Commerce to investors and other
market participants in Pakistan.

The subject

The State of Commerce in Pakistan report is approached with the Smithian
(Adam Smith) view that the GDP is the sum of all transactions at any given time or
during any period. Transactions are facilitated in markets where information and
contracts are speedily processed with full disclosure efficiently. The key to
growing the economy lies in facilitating the maximum number of such speedy and
efficient transactions. The state of markets, the transactions regime and
technology, and the underlying policy regime are, therefore, important to keep
under review for both the government and market agents.

Predatory government and poor policymaking are stifling commerce

The report covers all aspects of internal and external trade in Pakistan to
understand markets, market players and regulations in the economy. We find
that the sector, though vibrant is plagued with government interventions and
suspicious. Several entities in these sectors are growing but remain unable to
scale up or go international thanks to poor and excessive regulation as well as a
volatile policy environment.

PIDE has over the last 3 years estimated the “footprint of the government” at
over 70% of the economy. In all areas of trade as well as in most markets, the
government has a heavy-handed role which is stifling growth.®

PIDE has also calculated the cost of regulation to be over 60% of the GDP. Much
of this pertains mostly to this segment—larger than 50% of GDP. Regulation
agencies are a growth industry in Pakistan.*®

$Haque, N.U. & Ullah, R.R. (2021). Estimating the Footprint of Government on the Economy. PIDE
Working Papers No. 2020:26. Islamabad: Pakistan Institute of Development Economics.

4Haque, N.U., Qasim, AW., & Khawaija, | (2022). PIDE Sludge Audit Volume I. Islamabad: Pakistan
Institute of Development Economics.

XXXiii



THE STATE OF COMMERCE IN PAKISTAN

Several entities in construction, retail, chain stores, food, franchises, and
transport are growing despite this hostile policy environment. With better
thought-out policymaking, we could expect large enterprises to reach out
beyond a national footprint. Such enterprises could lay the basis for a growing
and solvent Pakistan.

We have studied conglomerates and large companies to find that family-run
business remains the dominant model largely because of a lack of competitive
markets and the government’s misguided protection and subsidy policies. In a
related report on the engineering industries in the industrial triangle of
Gujranwala, Gujrat, and Wazirabad, have seen that family businesses lack
innovative capability as well as a professional growth culture.

PIDE has presented proposals to the government for deregulation, making
markets such as the much-needed real estate market as well as improving tax
documentation for creating large multinational businesses. Sadly, the
government remains preoccupied with borrowing and letting the lenders decide
policy. 78

PIDE has some research on the much-neglected R&D market and how it is
dumped upon by the international consultant who is supported by international
aid and lenders. This dumping on the local thought industry is seldom talked
about or discussed. ?

>Haque, N.U., Qasim, AW., & Khan, F.J (2023). PIDE Sludge Audit Volume Il. Islamabad: Pakistan
Institute of Development Economics.

¢ Haque, N.U. et al. (2023). Engineering Horizons: Unraveling the State of Industry in Pakistan.
Islamabad: Pakistan Institute of Development Economics.

7 Nasir, M., Faraz, N., & Anwar, S. (2020). Doing Taxes Better: Simplify, Open and Grow Economy.
PIDE Policy Viewpoint No. 17:2020. Islamabad: Pakistan Institute of Development Economics.

8 Haque, N.U., & Qasim, AW. (2022). Regulatory Bodies: Hurting Growth Huring Growth and
Investment. PIDE Monograph. Islamabad: Pakistan Institute of Development Economics.

? Haque, N.U. (2020). Macroeconomic Research and Policy Making: Processes and Agenda. PIDE
Working Papers 2020:172. Islamabad: Pakistan Institute of Development Economics.
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Looking forward

Keeping in view the importance of the state of commerce, especially domestic
commerce, the Pakistan Institute of Development Economics, in collaboration
with the MoC, has initiated the State of Commerce in Pakistan project. This
present report is the first in a planned series of reports. The current volume
provides valuable insights into international trade and domestic commerce. This
volume presents an in-depth analysis of the state of commerce in Pakistan, with a
particular focus on the twin cities. An analysis of the state of commerce in other
major cities of Pakistan - Quetta, Peshawar, Karachi, Lahore, and Faisalabad - is
in the completion stage and will be published soon.

It is hoped that this report will provide valuable insights into markets and policy
while also providing information on the state of transaction technology,
competition and market development. The detailed information in the report will
assist businessmen and investors alike in making informed decisions regarding
their plans and investment activities. The report is also a concise factbook and
reference source on commerce in the Pakistan economy for the Ministry’s
Emerging Pakistan initiative.

PIDE is grateful to various stakeholders who spared their invaluable time to
contribute to the report. Special thanks are due to Mr Saqib Rafiq, President of
the Rawalpindi Chamber of Commerce and Industry, Mr Asfandyar Farrukh of
Hub Leather, Mr Tarig Naeem of Tanti Optics, and several other members of
Islamabad and Rawalpindi chambers for facilitating in completing this report.

Nadeem Ul Haque
Vice-Chancellor
Pakistan Institute of Development Economics

Islamabad
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EXECUTIVE SUMMARY
CROSS-CUTTING THEMES

e Pakistan lags in high-tech, value-adding, and capital goods production and
exports.

e There is an across-the-board failure to diversify be it manufacturing,
exports, or domestic markets.

e Pakistan continues to follow the Hag/HAG model of the 1950s, which
emphasizes import substitution and manufacturing for exports. However,
the import substitution policy has failed. A recent example of the failure of
the import substitution policy is the Mobile Phone Manufacturing Policy
2020: all the targets set in the Policy have not been achieved.

e The development of domestic commerce and domestic markets has been
neglected in policymaking even though it is a significant source of formal
and informal employment and contributes substantially to the GDP. The
first-ever domestic commerce policy was formulated in 2021.

e Thelarge size of the informal economy in Pakistan is primarily due to:
» Too many regulations;
» complicated documentation and registration processes;
« complexity and multiplicity of taxes;
« high cost of compliance;
» thedistinction between filers and non-filers;
» adverse action by the relevant authorities;
« fear of penalties;
« difficult access to formal finance.

¢ |In Pakistan, businesses do not grow and go global because the businesses,
even in the formal sector, continue to use traditional methods for
inventory and demand management, they do not use market
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intelligencand forecasting, and they concentrate on traditional products.

e In Pakistan, urban design, zoning regulations, and city planning have
adversely affected businesses. There is a disproportionate focus on real
estate and construction for housing, a lack of mixed-used buildings, and
limited space for commercial activities. As a result, commercial areas are
small, and businesses, especially domestic commerce, find it hard to find
suitable commercial areas at reasonable rents.

e Pakistani businessmen are characterized by the “Seth” mentality. Most of
the businesses are family-owned because the owners want to keep a
stranglehold on the management. Even those companies that are listed on
the stock exchange are controlled by the owners directly by keeping the
bulk of shares. Pakistan’s stock market is dominated by 31 families.

o Pakistani businesses have very little global presence. There are at least
two reasons for that. First, Pakistani businesses focus on traditional items
and have no brand equity. Second, Pakistani businesses mainly invest in
those sectors that offer incentives in different forms, such as subsidies and
protection in the form of high tariffs on imports. It is a form of
rent-seeking.

INTERNATIONAL TRADE

Exports

Pakistan is second, after Egypt, among the top 20 countries in terms of import
duty cascading. Despite the tariff rationalization in recent years, high tariff
cascading in Pakistan is a major obstacle to export growth. It makes it more
expensive for businesses to produce for exports, and it makes it more difficult for
them to compete in international markets.

Vietnam and India have surged ahead of Pakistan in exporting capital goods.
Pakistan continues to export consumer goods and industrial supplies with a very
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small share of the export of capital goods.

From 2003 to 2021, the share of scientific equipment and instruments, which
are considered a higher value-added category - has increased marginally from
1.2%to 1.5%.

Pakistan has made little progress in moving up the export product value chain.
Pakistan’s bottom 10 exports, which consist of high-value-added products, have
shown little variation since 2003 showing that

Whatever little diversification that Pakistan has achieved has not contributed to
substantial income growth. The 26 products that Pakistan has added to its export
basket since 2005 have contributed only USD 4 in income per capitain 2020.

In Pakistan, there is little dynamism and little growth over time. Pakistan’s
regional comparators - Bangladesh, India, China, and Vietham - have witnessed
an increase in the concentration of export products due to the rising levels of
specialization in these economies.

Pakistan still exports 65% of its products to its traditional export partners.
Pakistan has made marginal progress in terms of destination diversification -

Under the Circular Debt Management Plan 2023 the rise in energy tariffs will
negatively impact Pakistani firms’ employment, investment, and sales revenues.
The impact will be more pronounced for export-oriented firms in Punjab. A 1%
increase in electricity tariffs will decrease textile exports by 0.5% and other
manufactured exports by 0.4%.

Imports

Despite pursuing the import substitution policy for decades, there has been little
to no import substitution industrialization. On the contrary, the dependence on
imported raw materials has increased over time as the ratio of imported
intermediate inputs to total intermediate imports increased from 2000 to 2020.
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The effective protection rate - due to high tariffs on imported raw materials
and cascading tariff rates - is the highest in the manufacturing sector in
Pakistan. The high ERP results in expensive imported raw materials. The ERP is
very low in the agriculture sector, while it is negative in the services sector.

Within the manufacturing sector, the automobile sector is the most protected
industry. Cooking oil production is also highly protected. Unsurprisingly, it
results in high cooking oil prices for consumers.

Eliminating tariffs on the top 10 import items would turn the trade deficit into
a surplus by 2032. The trade surplus will increase both investment and GDP,
peaking in 2032 at 2.29% and 1.32%, respectively. An across-the-board
reduction in tariffs on other items may also have spillover effects on the other
areas of the economy, which may result in an even greater increase in economic
activity.

DOMESTIC COMMERCE

Dometic Commerce as Engine of Growth

Pakistan continues to follow the Haq/HAG mode of the 1950s at the expense of
domestic commerce and domestic market development. The Hag/HAG model
emphasizes industrial production, creating foreign exchange surplus through
export promotion, and a large government footprint.

Despite being a fundamental and major part of the economy, domestic
commerce has been a neglected sector in Pakistan compared to
exports-oriented manufacturing: the first-ever domestic commerce policy was
proposed in 2021.

As an economy develops, the markets become more complex. However,
Pakistan’s market, including the wholesale & retail market, shows very few
signs of developing into a more complex market. For example, graduation from
having supermarkets and shopping clusters (stage 2) to department stores
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(stage 3) requires distribution, wholesale, warehouse activity, and professional
management. Although there are signs of the presence of stage 3 in Pakistan, its
markets are still characterized by stage 2.

Generally, domestic commerce in Pakistan serves consumers without any
convenience and with little consumer protection. The evolution of markets to
higher stages requires a change in the policy framework that allows markets and
different upstream industries to develop and evolve without a heavy government
footprint. Although in Pakistan, chain stores and some brands have emerged, the
upstream infrastructure and legal needs do not support the transition of
domestic markets to higher stages.

Pakistan’s domestic commerce is also hampered by urban planning, city
development, and zoning regulations. The current zoning regulations and urban
planning have hampered domestic commerce in Pakistan. As a result, space for
domestic commerce, especially the WRT, is severely limited.

Domestic Commerce in Pakistan and Twin Cities

Employment and Output

Domestic commerce employs 36.02% of the labor force and contributes 52.55%
to the GDP. However, despite its significance, there is sporadic and little
information about what kind of domestic commerce is happening in Pakistan is
available. Moreover, there is insufficient knowledge about how various policies
and regulations affect this sector and market development.

Informality in the Wholesale & Retail Segment

A major chunk of Pakistan’s domestic commerce, especially the WRT sector, is
considered to be informal in the sense of offering. For example, small-scale
retail stores (such as kiryana stores), general stores, paan shops, and other
establishments, which are widely dispersed, are mostly informal. These
establishments employ a bulk of informal sector workers: 34.19% of the total
informal workforce is employed in the WRT.
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The formal establishments are a very small percentage of the WRT sector.
These mostly comprise supermarkets in the urban centers of major cities, major
retail stores, large wholesalers, departmental stores, outlets in major shopping
malls, chain stores, franchises, and major brands.

The informality in the WRT sector persists partly because of the small
establishments, which lack knowledge about registration; the involvement of too
many departments and authorities - there are more than 120 regulatory
authorities in the federal government alone; the multiplicity of taxes and the
high cost of compliance; treatment of some products as both goods and
services;!° tiered taxation system that keeps a large segment of the sector in
the informal sector; fear of penalties, adverse action by FBR officers; the
distinction between a filer and a non-filer encourages non-filers to remain out of
the tax net; the state’s inability to perform its fiscal responsibilities causes
distrust in the state; accessing formal sector finance is not easy because of
collateral requirements; the unavailability of sector-specific financial products,
and the high cost of borrowing; and a lack of space availability in commercial
areas, forcing most the WRT sector to operate on the fringes.

Size of WRT Sector in Pakistan and Twin Cities

Since the major proportion of the WRT is informal, estimating the number of
establishments in this sector is a challenging task. Nevertheless, according to the
estimates of this report, there are 2.66 million WRT establishments in Pakistan.
This translates into an annual average growth rate of 4.14% since 1988. The
sector’s output has grown at 6.50%. These estimates imply that the WRT sector
is efficient and productive.

The share of NTN holders as a percentage of total WRT establishments is only
17.22% and of these only 5.89% file tax returns. Although one cannot
completely absolve the sector from low tax compliance, the authorities must also

10 1t makes it confusing whether the product is taxed by provincial authorities or federal
authorities. Goods are taxed by the federal tax authorities, while services are taxed by provincial
tax authorities.
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equally share the responsibility.

In the twin cities, i.e., Islamabad and Rawalpindi, there are 49,873 WRT outlets.
Garments and clothing, automobiles, and food outlets constitute around 39% of
the WRT activities.

Size of Establishments

More than 50% of the WRT establishments in the twin cities are small, while less
than 10% in both cities. As for age, more than 60% of the establishments are less
than 10 years old. However, the size and age are related: the analysis shows that
as the age of an establishment increases, its size also increases.

Ownership

The majority of the establishments are in rented spaces, while 35% of the
establishments are operating in owned spaces.

The WRT establishment owners operate on a sole proprietorship basis as
nearly 80% of domestic commerce in the twin cities is based on sole
proprietorship. While there are certain advantages of operating on a sole
proprietorship basis (fewer legal requirements, lower tax rates or even tax
evasion, maintaining informality to avoid regulations and complete control over
the operations), the disadvantages of a sole proprietorship include limited
availability of capital to expand the business, dealing with suppliers and
wholesalers alone, maintaining records and inventory, and shutting down
shops to visit suppliers.

Going solo is one of the reasons that the businesses in the WRT sector do not
grow. After reaching a certain size, it becomes difficult to invest capital to expand
the business. Entrepreneurs avoid partnership-based businesses because of
weak contract enforcement. The majority of businesses, or individuals, for that
matter, avoid going into litigation due to high time and pecuniary costs.
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Taxes

A staggering 70% of the respondents said that they do not pay any tax. Only
13% of the surveyed establishments said that they pay income tax.

Credit

To substitute for the lack of formal credit due to several reasons,' an integral
part of the WRT sector is rotating saving and credit association (ROSCA)
schemes, commonly known as the “committee system.” The average daily
contribution, as reported by respondents, is around PKR 1,500. However, in
some cases, the pot is as high as PKR 20 million. Around 55% of the business
owners participate in ROSCA schemes.

Business Management

Most of the WRT establishments do not have any system of inventory
management. Similarly, the WRT establishment owners procure the products
themselves rather than relying on online sources or company distributors. These
factors are impediments to the growth of establishments.

Payments to suppliers and wholesalers are done in cash rather than online or
other digital means because of various reasons, such as the distinction between
filers and non-filers.

Running a WRT establishment is very complex as the majority of establishments
think that they do not need any permission or registration, license, certificates
and other permits (RLCOs) from any regulatory body because they are not aware
of the number of regulators involved.

Business Growth

Financial constraint is the leading constraint stopping the WRT businesses
from growing beyond a certain size. To be sure, the majority of WRT business

1 The establishments do not use formal credit mainly because of wanting to avoid registration.

However, the high rate of borrowing and the lack of specialized products for the WRT are also
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owners want to expand their business.

While there are regulatory and structural impediments to the growth of WRT
businesses, the WRT business owners are also responsible for not growing
beyond a certain size. A majority of formal sector industry players, still use dated
methods for inventory management and forecasting future trends, demand, and
sales. Only recently after the pandemic businesses have started using more
aggressive measures to collect data from different resources (such as Google
Analytics, etc.) to make informed decisions about the future.

Moreover, the unpredictability of supply and slow inventory restocking cycles
result in regular stockouts. Traditional retailers in Pakistan cannot get
competitive prices because of being attached to one supplier. They do not even
search for alternate suppliers or products. An average retailer spends a
considerable time per week on procurement alone.

The financial constraint in growth is perhaps due to the working capital
restrictions that result from investing regularly in keeping inventory. To avoid
being out of stock, retailers invest more working capital into their stores.

The WRT businesses do not engage with formal financial institutions because
of stringent documentation requirements and the fear of being approached by
the tax authorities once registered with formal banking institutions. Moreover,
various actors along the supply chain insist on maintaining undocumented and
informal relations.

Since transporting goods across Pakistan is costly, most of the wholesalers
restrict themselves to certain geographical locations, which results in a limited
customer base. Here, the role of logistics is important, which is one of the key
areas of focus in the National Domestic Commerce Policy 2022-24. Rail logistics
need to be improved in Pakistan

Pakistani big retail players and brands do not use market intelligence to the
extent that the rest of the world uses such tools. Chain stores, big retail
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companies, supermarkets, etc. do not grow and build international brands
because of no access to reliable data for forecasting.

Those who are in the informal sector want to graduate to the formal sector
because of the growth opportunities that the formal sector offers but they do
not do so because government departments create fear in the business
community. Government departments, such as the FBR and the EOBI, create
unnecessary problems for traders, which wastes time and resources.

Almost every week, a government official visits the business - 89% in the case
of Islamabad. Moreover, many traders are not even aware of the departments
that are concerned with retail and wholesale.

Rents

Inlarge commercial areas, a sizable portion - 48% - believe the rents to be high.
One of the reasons for the increase in rents is the 2016 Supreme Court ruling
disallowing commercial activities in residential areas. This shows that urban
design, zoning regulations, and small areas dedicated to commercial
development in mushrooming housing societies stifle domestic commerce and
market development in Pakistan.

Finance and Banking

Stock Market

The PSX may be characterized as a silent market: low volumes, few, if any, IPOs
in any year, and few individual investors. The Pakistani stock market is relatively
small and illiquid compared to other emerging markets.

The market capitalization-to-GDP ratio was 10.19% in 2022, which came down
from 22.11% in 2018. The declining capitalization-to-GDP ratio is a signal that
the PSX has not been an effective or preferred means of raising finances for
businesses. Rather, it is mostly used for speculative purposes.

At the PSX, mostly family-owned businesses are listed. The top 10 owners
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account for 37% of the market capitalization of the KSE-100, which reduces
liquidity and trade volumes, lowering market efficiency.

31 families dominate with family ownership and control.

Family-owned or founder-owned companies have a low free float because the
company's shares are held by the founding family or their close associates,
leaving fewer shares to be traded. Most of the blue chip companies’ free float
shares ranged between 4.2% and 55% in 2021.

The single largest shareholder in the PSX is the government accounting for
over 12% of market capitalization and controlling substantial shareholding in
the KSE-100.

Government and institutional ownership work in favor of family-owned
businesses. PSX’s few new listings show that the stock exchange is not used to
generate finances, showing Pakistani companies’ desire to keep the business
within the family.

Given that most firms are family-owned businesses, it is not surprising that
boards of directors are a small club of friends. USAID created the Pakistan
Institute of Corporate Governance, which regulates boards to place entry
barriers and ensure that board members rotate between companies.

Few companies pay dividends regularly.

The PSX is dominated by few big investors due to very low free-float shares
compared to international practices, which creates one of the major problems
of speculation.

Although debt is used for expansion and gaining a competitive edge, in the PSX,
the debt-to-equity ratio is low. However, the capital-intensive industries have
low debt-to-equity ratios showing a lack of reliance on debt for expansion.
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Banking

Banks primarily lend to the government because the government debt
management system is positioned in that direction.

Banks focus predominantly on the corporate sector at the expense of SMEs,
agriculture, and housing.

Chain Stores

Over the past few years, Pakistan’s retail sector has seen domestic brands
penetrate the domestic commerce market. Many of these brands operate
through the chain store retail model.

At present, there are an estimated 134 retail chain store brands in Pakistan.
Out of these 134 chain store brands, 73 (54%) belong to the clothing category.

Chain store brands are mainly concentrated in larger urban centers - Lahore,
Karachi, and Islamabad/Rawalpindi. The chain store model is yet to make
inroads into smaller areas as only 34% of the stores operated by chain brands
are spread across the rest of the country.

The size of chain store brands in terms of the average number of stores in
Pakistanis still small. On average, the estimated 134 chain stores brands have 15
stores. The largest chain store brand has 466 stores across Pakistan.

Despite growth in the domestic market, Pakistani brands, have not been able to
build their international profiles and penetrate the international markets. Only
a few clothing and apparel brands have established stores in international
locations, but they still only cater to Pakistani and South Asian Diasporas and
have ethnic product ranges.

Only 25% of the chain store brands are registered with the Securities Exchange
Commission of Pakistan as per the stipulations of the Companies Act, 2017.

Withholding tax continues to haunt businesses in Pakistan as withholding
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agents and the chain store sector is no different.

Chain stores face significant costs when it comes to withholding taxes from their
suppliers and other parties on behalf of the FBR. They have to hire technically
proficient personnel to perform this function. And in case of any procedural or
accidental mistake, they are subjected to intense scrutiny by tax authorities.

Because of the limited supply of commercial spaces in cities, it is difficult to find
a suitable place at affordable rates for chain store brands to open new outlets.
Thus, problems in the availability of suitable commercial space also haunt the
chain store segment.

Even though shopping malls have proliferated in Pakistan, these malls are in the
majority of cases not operated professionally. The owners/operators do not
understand the professional nature of modern and branded retail chain store
business. More often than not, services such as maintenance, security, cleaning,
and integration of technology are not available in most malls.

Franchising

Pakistan was the first country in South Asia to welcome the franchising of
Western companies as a modern business practice. The first franchise of Pizza
Hut in South Asia was set up in Pakistanin 1993.

Though several international brands have entered Pakistan in the last two
decades, the national brands have failed to go global because business
conglomerates opt to invest in traditional businesses that are mostly
inward-looking; the scope of marketing is limited to maximizing sales in the
domestic market and profit maximization; and a lack of brand equity and no
quality/value addition in products.

International brands in the domestic market trump national brands because of
superior branding strategies, marketing skills, and product standardization.

More than 200 global brands in Pakistan have a collective revenue of USD 4
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billion a year and collect an annual royalty of USD 0.9 billion. On the other hand,
Pakistani brands have an insignificant global presence.

Pakistanis spend between USD 6 and USD 9 billion annually on food (Pakistan
Food Association), which signals a potential for Pakistani food brands to make
their presence felt first in the domestic market, develop products that sell in
the global market, and eventually go global.

Business Conglomerates

The combined worth of the 42 largest business conglomerates, in Pakistan,
which own 421 companies, was approximately USD 48.23 billion in 2020. In
comparison, the Tata Group - the second-largest business group in India -
owns 30 companies and is worth USD 311 billion. Pakistan's largest
conglomerate has a total worth of USD 6 billion.

Pakistani businesses are characterized by the “Seth Culture,” with a tight grip on
business management. Out of 421 companies owned by 42 business
conglomerates, only 24% are listed on the Pakistan Stock Exchange. It indicates
a scarcity of Initial Public Offerings (IPOs) and limited stock trading activities in
Pakistan.

Pakistan’s businesses are known to thrive on rent-seeking. For this reason,
Pakistan conglomerates invest primarily in conventional sectors - textiles, real
estate, financial services, power and energy - because of guaranteed returns:
they seek government support in the form of subsidies, tax breaks, subsidized
energy tariffs, and high tariffs, among other things. This behavior discourages
new entrants and prevents competition.

The export figures of the 42 conglomerates show that these businesses’ main
interest is in chasing incentives. The data of the conglomerates’ listed
companies show that the combined exports of 39 companies of the 42 business
conglomerates are USD 2.07 billion (PKR 594.35 billion). To put things into
perspective, India’s Reliance Industries Limited, a company owned by India’s
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largest conglomerate, exported products worth USD 22.91 billionin 2017.

Pakistani conglomerates’ exports are mostly concentrated in traditional sectors.
The value of exports of high value-addition sectors is small. For example, the
exports of the engineering sector are only USD 24.09 million. Similarly, the
exports of the chemical sector are only USD 18.38 million.

Mobhile Phones

The Mobile Phone Manufacturing Policy 2020 announced to boost the local
production of mobile phones has failed to achieve most of the localization
targets.

¢ Nolocalization of parts so far;

e thesharp decline in the import of CBUs is substituted with a sharp hike in
imports of CKDs and SKDs;

e against the target of 0.2 million jobs, only 20,000 jobs have been created;
¢ against the target of USD 200 million FDI, so far only USD 23.38 million FDI;

e only 16,000 low-end feature phones were exported to the UAE in 2019-20
according to the PTA, while no phones have been exported to the markets
identified in the Policy: Africa, Central Asian Republic, etc.

There is no evidence of R&D. Thus, mobile phone manufacturing is another
industry that is being used by businesses in Pakistan to chase incentives and
maximize revenues.

In the twin cities, retailers and wholesalers of mobile phones contribute
significantly to domestic commerce. The estimated sales of mobile phones in the
twin cities are USD 72.1 million per annum.
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Real Estate and Construction

Plotistan - that is what Pakistan has become: the real estate market of twin
cities is dominated by plots as 50 % of total real estate available on the market is
in the form of plots, i.e., undeveloped land.

Poor urban planning and regulation have encouraged suburban development,
leading to the abundance of housing societies and plots.

Commercial real estate, which is considered the backbone of domestic
commerce and the domestic market, has a very low share in overall real estate.

Perhaps the real estate market is used for speculation: the real estate market is
dominated by sale and purchase and the share of rental activity is very low.

The construction activity in the twin cities is concentrated on small projects with
a fixation on housing societies. A very small proportion of constructors - 8% in
Islamabad and 4% in Rawalpindi - are registered to undertake construction
projects valued at over PKR 1 billion. An even lower proportion - only 4% of
the constructors in Islamabad and 1% in Rawalpindi - are allowed to handle
projects exceeding PKR 4 billion.

Contrary to popular belief, real returns from real estate show a decreasing
trend. This is despite the rising prices of real estate in twin cities.

There is a significant wholesale and retail activity related to real estate and
constructionin twin cities: PKR 4.9 billion in annual sales in sanitary, almost the
same in hardware, PKR 4.7 billion in annual sales in electric stores, and PKR 41
billion annual sales in construction-related material, especially cement, in
Islamabad only.

19-21 tower cranes in the twin cities versus 1,345 tower cranes in Dubai: tower
cranes indicate large construction projects but in twin cities, a low number of
tower cranes indicates low large-scale construction activity, particularly in
high-rise mixed-use buildings.
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1. The State of Exports of Pakistan: Stunted Growth, Lagging
Diversification and Sophistication, Never-Ending
Subsidization
USMAN QADIR
KEY TAKEAWAYS

Pakistan’s export promotion policy is characterized by, as usual, grand, lofty
goals that have rarely been achieved in the past.

Export facilitation schemes by different institutions always require
extensive documentation (sludge) and stringent requirements, which raises
concerns about the efficacy of these schemes.

Import tariffs are used as a revenue source.

Policy continuity has always been a concern in Pakistan. As a result,
investors become wary of investing in the industry. They worry their
investment will be in jeopardy if the policy will cease to operate after a
change in leadership.

In the NTP, the private sector is again ignored. The private sector is at the
core of development in any economy. In policymaking, their voices should
be heard.

The NTP envisages gradual implementation of tariff rationalization, but
Pakistan is at a juncture where it requires quick action.

Pakistan has been using tariffs as a revenue measure and there is no
indication that the NTP will change that significantly.

What the world and our regional comparators are exporting, and
increasingly focusing on exporting, is not what Pakistan exports or appears

.
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to be focusing on exporting

If Pakistan is keen on tapping exports as a source of growth, firms and the
government need to tap the global export product growth markets.

Pakistan has added 26 new products since 2005 to its export product
basket and these products contributed a total of USD 4 in income per capita
in 2020. Thus, Pakistan has diversified into many new products, but at too
small a volume to contribute to substantial income growth of the country.

The analysis based on Harvard Growth Lab’s data suggests that, given
Pakistan's current product space, it is more likely for Pakistan to produce
textiles other than what it currently produces but highly unlikely that it will
produce machinery, which is a complex product and has high
value-addition.

Pakistan has not been able to make substantial gains in moving up product
value chains.

Pakistan’s bottom 10 exports, which include more complex products than
Pakistan’s top 10 exports, have changed little from 2003 to 2021. It shows
that export diversification has not taken place even after 18 years.
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EXPORT PROFILE OF PAKISTAN: WHO LIKES PAKISTANI, WHO BUYS
PAKISTANI

Pakistan exported products worth USD 38.96 billion in 2021. This was an
increase of 29.20% over the previous year. Growth of exports over the years has
been highly erratic - spiking one year and bottoming out the next, leading to a
persistent trade deficit.

FIGURE 1.1 Historic Weak Export Performance
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Source: World Development Indicators online database

Compared to its comparators, i.e., Bangladesh, India, Vietham and China,
Pakistan’s exports over the years have been abysmally low. Although China now
is way ahead of other countries (China’s export figures are presented on the right
axis), its exports were lower than Pakistan in the 1960s and the 1970s. Pakistan
is behind India and Vietnam as shown in Figure 1.2. Unfortunately, the data for
Bangladesh is not available for the entire period (2002 to 2021), but
Bangladesh’s exports have surged ahead of Pakistan’s exports in recent years.
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FIGURE1.2  Lagging Performance vis a vis Regional Comparators
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Economic theory tells us that import tariffs are intended to encourage the
substitution of imports with domestically produced goods. However, they can
also have the unintended consequence of substituting exports. When the
importing country is an inefficient producer of the products, businesses will end
up paying higher duties on the inputs they use, raising costs. These costs will be
passed on to domestic consumers, who will end up being worse off than before.

A cascading tariff structure further worsens this anti-export bias because tariffs
on raw materials and intermediates are lower than the tariffs on the final good
itself. Businesses must pay a tariff for all of the individual parts being imported,
effectively paying a much higher duty than would have been paid for just the final
product. The high level of tariff cascading in Pakistan is a major obstacle to export
growth. It makes it more expensive for businesses to produce for exports, and it
makes it more difficult for them to compete in international markets.

= .
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FIGURE1.3  Highest Import Duty Cascading: Top 20 Countries
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Exports by Major Economic Category

Time trend

Pakistan’s exports by broad economic categories during 2002-21 show food and
beverages claiming a bigger share of overall exports in recent years, followed by
industrial supplies, while consumer goods experienced a sharp decline between
2016 and 2017, accompanied by a fall in industrial supplies and goods. Fuels and
lubricants contributed a negligible share of overall exports in comparison.
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Export Composition

Exports Gomposition: 2 Digit Level

At the 2-digit product classification level, textile yarn had the largest share (49%)
of Pakistan’s exports, followed by apparel at 23% and cereals at only 6%. By 2021,
the distribution of the top 10 exports of Pakistan has not exhibited a substantial
shift away from the traditional products, with over 32% of total exports still
comprising textile yarn, followed by apparel with almost 30% share and cereals
with 8% share. While the share of scientific equipment and instruments, which
can be considered a higher value-added category, increased marginally from
1.2% to 1.5%, no other high value-added category witnessed a substantial gain.

WORLD’S TOP EXPORTS VS. PAKISTAN'S TOP EXPORTS

What world exports What world exports

e Electrical & electronic . .
. o Textile articles, rags
equipment & parts

Y r— o Textile apparel (knitted)

mechanical appliances e Cotton

e Mineral fuels e Textile apparel
(non-knitted)

e Vehicles
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FIGURE1.6  Pakistan's Top 10 Exports 2003: Percent Share

B Textile yarn/fabric/art. M Apparel/clothing/access ™ Cereals/cereal preparatn
' Misc manufactures nes M Petroleum and products ™ Leather manufactures
B Vegetables and fruit B Fish/shellfish/etc. B Scientific/etc instrumnt
B Textile fibres

Source: Author’s calculations based on data from the UN Comtrade online database.

FIGURE 1.7 Pakistan's Top 10 Exports 2021: Percent Share

B Textile yarn/fabric/art. M Apparel/clothing/access ™ Cereals/cereal preparatn

1 Vegetables and fruit B Non-ferrous metals B Scientific/etc instrumnt
B Organic chemicals B Fish/shellfish/etc. B Misc manufactures nes
B Textile fibres

Source: Author’s calculations based on data from the UN Comtrade online database.
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Export Composition: 4 Digit Level

At the 4-digit classification level, the top 10 products that Pakistan exported in
2003 were primarily textile-related products, accounting for 55% of the total

exports of the country.
TABLE 1.1 Top 10 4-Digit Level Exports: 2003
Product Code Product Description
6584 Bed/table/toilet linen
6513 Cottonyarn NES
423 Rice, milled
6531 Woven synthetic filament yarn fabric
8437 Men/boy knitted/crocheted shirt
6522 Woven unbleached cotton fabric NES
6525 Woven cotton blend <200g
8414 Men/boy trousers/etc woven
8481 Leather clothing/accessories
8947 Sports goods

Source: Author’s calculations based on the UN Comtrade online database.

Export Basket: Top 10

The export basket of Pakistan in 2003 was dominated by textile yarn/fabric,
contributing 49% to the total exports of the country, while experiencing growth
of 20.31% for the same year. Apparel contributed almost 23% to exports and
witnessed similar annual growth. These two product categories combined made
up the bulk (62%) of the country’s exports that year, followed by other categories
dependent on the agriculture sector as well. On the surface, this suggests a fairly
high degree of concentration of exports, but a clearer picture emerges when

10
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looking at the detailed, disaggregated trends in the section on export
concentration below.

TABLE 1.2 Top 10 Export Product Categories of Pakistan: 2003

Product SR e T Vah!e_ Share in Country | Annual Growth
Code (USD Million) Exports (%) (%)
65 Textile yarn/fabric/art. 5,810.85 49.06 21.32
84 Apparel/clothing/access 2,709.85 22.88 21.62
04 Cereals/gereal 721.94 6.10 9.71
preparations
89 Misc manufactures NES 477.38 403 2.08
33 Petroleum and products 271.05 2.29 4244
61 Leather manufactures 268.75 2.27 -14.20
05 Vegetables and fruit 177.73 1.50 49.80
03 Fish/shellfish/etc. 151.70 1.28 25.03
87 Scientific/etc. 145.79 1.23 -3.28
instruments
26 Textile fibers 136.72 1.15 31.63
Total 11,844.27 100.00 20.31

Source: Author’s calculations based on the UN Comtrade online database.

By 2021, there had been some transformation in the shares of product
categories being exported. While textile yarn still accounts for the bulk of
exports (32%), apparel witnessed growth of 37% and a larger share of 30% in two
decades. A similar increase in another value-added category, i.e., scientific
instruments, was also witnessed, but miscellaneous manufactured products are
no longer atop category of exports. Chinais a major importer of fish and shellfish,
but indications are that Pakistan has not been able to capitalize on access to that
large market as the product category is no longer among the top 10 exports of
Pakistan.

n
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TABLE 1.3 Top 10 Export Product Categories of Pakistan: 2021
Product SR e P Vah!e_ Share in Country | Annual Growth
Code (USD Million) Exports (%) (%)
65 Textile yarn/fabric/art. 9,188.16 32.36 29.20
84 Apparel/clothing/access 8,455.22 29.78 36.99
04 Cereals/cereal 2,351.80 8.28 7.69

preparations
05 Vegetables and fruit 890.25 3.14 18.46
68 Non-ferrous metals 885.13 3.12 99.60
87 Scientific/etc. instruments 425.35 1.50 16.32
51 Organic chemicals 422.67 1.49 18.90
03 Fish/shellfish/etc. 421.14 1.48 11.75
89 Misc manufactures NES 409.27 1.44 30.46
26 Textile fibers 398.97 1.41 30.65

Total 28,390,304 100 29.36

12
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Pakistan’s Top Exports over Time
FIGURE1.8  Pakistan’s Top 10 SITC 2-Digit Level Exports: 2002-21
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Export Diversification

Economic growth is driven by diversification into new products that are
incrementally more complex. Pakistan has added 26 new products since 2005 to
its export product basket and these products contributed a total of USD 4 in
income per capita in 2020. Thus, Pakistan has diversified into many new
products, but at too small a volume to contribute to substantial income growth of
the country.

13
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FIGURE1.9  Proportion of New Products: 2020 Export Basket
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Export Concentration
Herfindahl-Hirschman Index

Export diversification has many benefits for an economy, especially a developing
one such as Pakistan. It ensures the stability of export earnings and dampens the
impact of international price changes on the country’s terms of trade. Product
diversification is an indication of the rising competitiveness of the economy’s
output and contributes to higher economic growth through enhanced
productivity and structural transformation.
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PRODUCT CONCENTRATION: HERFINDAHL-HIRSCHMANN INDEX (HHI)

The degree of export product concentration can be judged from a normalized
Herfindahl-Hirschmann index of the product concentration of merchandise exports
at the country level. It can be calculated according to the formula:

2
=1\X) TN
=

1

1- ¥

Where HHIj is the product concentration index of exports for country j, Xi,j is the

value of exports of product i by country j, Xj is the total value of exports of country j,
and N is the number of products exported at disaggregation level 4 of the SITC
product nomenclature. The HHI ranges between 0 and 1, with the closer the value is
to 1indicating a high degree of product concentration, and conversely, a value closer
to O indicating a high degree of product diversification. At the extreme, an HHI of 1
indicates that a country’s exports are concentrated in a single product, while a value
of Oindicates that the country’s exports are spread equally across all products.

Export Product Concentration: Time Trend

Pakistan’s export product concentration trend over the years has become more
diversified, albeit very gradually.
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FIGURE1.10  Pakistan's Export Product Concentration: HHI
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Comparison with Comparator Nations

In comparison, regional comparators - Bangladesh, India, China, and Vietnam - have,
surprisingly enough, witnessed an increase in the concentration of export products. This
is likely on account of the rising levels of specialization occurring in these economies. The
move towards concentration demonstrates the dynamism of an economy over time. In
the case of Pakistan, there is little dynamism and little growth over time.
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FIGURE1.11  Comparative Perspective - Product Concentration: HHI
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PRODUCT SPACE & COMPLEXITY

Harvard Growth Lab research suggests that countries tend to diversify by moving
into nearby and related products or into those that require similar know-how to
build on existing capabilities. Thus, the product space depicts the connectedness
between products, based on the similarities of know-how required to produce them.
Consider Pakistan’s product space shown in Figure 1.12 below. Pakistan produces
textiles (green) so it is highly likely Pakistan will be able to produce other textiles but

is unlikely to share many links to the know-how required to produce machinery
(blue).
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FIGURE1.12  Pakistan's Export Product Space
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Source: Harvard Growth Labs Atlas of Economic Complexity website

Export Basket: Bottom 10

The mix of products that Pakistan has historically exported more, as represented
by the top 10 products with the highest share, has shown little variation over
time. Product concentration trends as reported by the Herfindahl Index (Figure
1.11) support this view. The question then is what has happened to the products
at the bottom of Pakistan’s export basket. Has there been any change in the mix
of products that contribute the least to exports (in terms of share in total
exports)?

A look at the distribution of 10 products with the smallest shares in Pakistan’s
exports shows that the basket is dominated by relatively higher value-added
products such as power generating equipment, photographic equipment and
other machinery, and manufactured products (see Figure 1.13 for the
distribution of bottom 10 exports in 2003 and Figure 1.14 for a look at the
bottom 10 exports in 2021). In line with the preceding discussion of exports
trends, by 2021 there has been little change in the share of goods at the bottom
of Pakistan’s export basket. This supports the argument that the economy has
not been able to make substantial gains in moving up the product value chain.
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FIGURE 113  Pakistan's Bottom 10 Exports 2003: Percent Share
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FIGURE1.14  Pakistan's Bottom 10 Exports 2021: Percent Share
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Export Destinations: Top 10

In terms of export destinations, Pakistan’s export market has traditionally been
the developed countries of the West (the US and Europe), regional economies,
such as Bangladesh and China, and the Middle East. However, over time there
has been a slight shift in the destinations away from the traditional economies,
but the top 10 destinations still accounted for over 65% of all exports in 2021.

FIGURE 1.15  Pakistan's Top 10 Exports Destinations: Percent Share
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Export Product Complexity

According to the Atlas of Economic Complexity maintained by Harvard Growth
Labs, and based on the methodology pioneered by Hausman and Hidalgo (2010),
the current state of Pakistan’s productive knowledge, i.e., economic complexity
index ranking, is on the lower end of the spectrum, suggesting that the number
and complexity of the products successfully exported by the country are low.
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This trend is also borne out by a comparison of rankings among regional
comparators. While India maintained its complexity ranking over the period
1995 to 2020, both China and Vietnam exhibited strong performance, rising 25
points and 47 points respectively. Even Bangladesh posted an improvement of
18 points.
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FIGURE1.17  Economic Complexity Ranking of Exports Over Time:
Comparative Perspective
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o Pakistan has not yet started the traditional process of structural
transformation.

e The economy has not started reallocating economic activity from low to
high-productivity sectors.

e Activities are not moving out of agriculture into textiles, followed by
electronics and/or machinery manufacturing.

e Global market share in textile exports in Pakistan has stagnated over the
previous decade; electronics and machinery have yet to take off in Pakistan,
limiting its income growth.
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e Pakistan's export dynamics in recent years have been driven by the
agriculture sector.

o Agriculture sector exports are on a decline which is limiting economic growth
on account of concentration in a declining sector of global exports.

e Limited opportunities require a Parsimonious Industrial Policy Approach
(Harvard Growth Lab) - addressing bottlenecks to allow the country to
diversify into related products.

In terms of product complexity, Pakistan’s top 10 most complex products range
from knives and hand tools at the high end, to electric generating sets at the low
end. Bangladesh exports products ranging from vending machines and eyewear
frames at the high end to bicycles at the low end, while India exports a variety of
complex products from the chemicals group and hot rolled steel.

ENERGY REFORMS FOR EXPORT-ORIENTED UNITS IN PAKISTAN

Pakistan’s export-oriented industry is facing many challenges due to an uncertain
macro environment and political instability. These things coupled with the high
cost of doing business, of which the cost of energy is a major chunk, are gradually
eroding the competitiveness of the Pakistani industry in general and
export-oriented units (EOUs) in particular.

Changes in energy prices generally have implications for the competitiveness of
economies. A more profound concernis the disparity in the availability and prices
of energy among the industrial units of some regions might erode their
productive efficiency, eventually leading to deindustrialization.

Circular Debt Management Plan 2023

The Circular Debt Management Plan 2023 aims to reduce the country’s growing
circular debt by discontinuing the electricity tariff support for zero-rated
industries. The annual rebasing of nearly PKR 5 per unit for 2023-24 and PKR 7.91
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per unit for 2022-23 under the IMF standby arrangement will increase the base
tariff (between PKR 3/KWh to PKR 7.50/KWh) for different consumer categories,
leading to more than a doubling of the tariff for Bulk Power Consumers (B3 and
B4). However, the rebasing will not affect the protected consumers.

Gauging the Impact of Tariff Adjustment

Malik and Mustafa (2023) have explored the efficiency of tariffs and their effect
on investment, employment, and revenue for various manufacturing industries.
The study examined data from 335 firms divided into two groups, namely,
exporting and non-exporting. These groups were further subdivided into seven
major manufacturing groups: (i) textile, (ii) petroleum, (iii) chemical, (iv) food, (v)
cement, (vi) electronic, and (vii) other manufacturing.

The study has also evaluated the potential impact of removing government
electricity tariff support and maintaining varying gas prices on the textile and
clothing industry. Moreover, the study has projected the impact of
gas/RLNG-based and NEPRA-determined energy tariffs (that is, greater than
regionally competitive tariffs) on 47 export-oriented textile firms.

Major Findings

The analysis shows that:

Overall Impact on Firms

The rise in energy tariffs will negatively impact firms’ employment, investment,
and sales revenues regardless of the firm’s export orientation, but the impact will
be more pronounced for EOUs in Punjab.

Effect on Industrialization in Punjab vs Sindh

Increasing energy costs will result in layoffs, decreased investment, lower export
revenue, and significant profit margin contraction, leading to early
deindustrialization in Punjab. However, the change in industrial electricity tariffs
will not significantly affect textile EOUs in Sindh as they already benefit from a
competitive electricity tariff through local gas-based captive power plants.
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Effect on External Competitiveness

To countercheck, the study has also explored linkages between energy
(electricity) tariff changes and external competitiveness of EOUs at the macro
level and finds a robust negative association between export growth and energy
tariff increase. A 1% increase in electricity tariffs will decrease textile exports by
0.5% and other manufactured exports by 0.4%.

Cross-Subsidization

While analyzing the tariff, the study finds that the recent rise in electricity prices
is a cross-subsidy from the industry to other sectors. This practice has no legal,
economic, or technical justification.

Gas Price Differential

The gas price difference between the EOUs in Punjab and Sindh is causing issues
for Punjab’s industrial units. The limited availability of gas also affects the
competitiveness of Punjab’s EOUs. After analyzing the tariffs, it was found that
providing cheaper gas to Sindh is not economically efficient due to the depletion
of indigenous gas resources.

Policy Suggestions

The study suggests that the tariff mechanism in Pakistan needs to be
reconsidered to lower electricity prices. The recommended approach is to
establish a tariff system based on the service cost for all consumer categories,
without cross-subsidies. The most effective method would be to adopt a flat
linear tariff but vary it based on the service cost for each consumer category or
geographical area. Furthermore, allowing open access to all market participants
on a non-discriminatory basis can reduce energy costs and improve supply for
industrial consumers in the country.

It is necessary to reconsider the policies for pricing and allocating natural gas in
Pakistan. The sector should be deregulated, and the pricing structure should be
liberalized, allowing all consumers to compete for market share. A market-based
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pricing system would also reduce the gas price differential between industries in
Punjab and Sindh. The power industry should be prioritized in getting a share of
indigenous gas to reduce overall electricity generation costs.

MANPOWER EXPORTS AND REMITTANCES

Pakistan has been grappling with the ongoing challenge of foreign exchange
shortages for a long now. This predicament has triggered economic cycles of
growth and decline, which raise concerns about growth sustainability. Worker
remittances, which reached a substantial USD 31 billion in 2021-22, constitute
the primary source of funds that bridge this deficit. To put it differently, the
absence of remittances, amounting to a significant 9% of GDP, would have led to
external payment defaults several years ago. The share of remittances for
comparator economies is much less but has been stable over time, but not so in
the case of Pakistan (Figure 1.18).

FIGURE1.18 Remittances as Percent of GDP: Pakistan &
Comparator Countries (USD Billion)
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When dissecting the composition of foreign remittances, it becomes apparent
that the majority of funds sent by overseas Pakistanis come from low-skilled
workers. These individuals predominantly occupy roles in labor-intensive sectors
in oil-rich countries, such as drivers, domestic workers, construction laborers,
and retail workers. This trend underscores a lack of government efforts to
elevate the skills of these individuals, leaving them with limited alternatives
beyond physically demanding work.

B0X 1.2 Pakistan Manpower Exports

e Pakistan’s manpower exports touched 0.83 million in 2022, mainly to Saudi
Arabia and the UAE.

e The Gulf market has traditionally absorbed around 77% of Pakistan's skilled
labor force. Since 1971, over 12.7 million people have been exported to about
50 countries.

e During the COVID-19 pandemic, the overall Pakistani export of manpower
suffered when numerous international companies laid off workers.

e Government officials in Pakistani believe country can export up to one million
workers per year. This is provided that the labor market improves further, and
the effects of the coronavirus pandemic continue to erode.

Remittances are a double-edged sword. On the one hand, they provide
much-needed foreign exchange. On the other hand, they also represent the
inability of the domestic economy to fully utilize the available labour force to its
full potential. Unable to find meaningful work in Pakistan, workers are willing to
leave and search for opportunities abroad.

Regrettably, Pakistan has yet to implement effective strategies to address this
issue, persistently opting for short-term solutions by relying on external
assistance and favorable circumstances to bridge the gap. Reforms must be
implemented to reverse this situation, including but not limited to providing
more opportunities to the young and the poor. PIDE's research underscores the
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imperative of involving the youth in the domestic economy and establishing
avenues for their engagement and advancement.

POLICY AND REGULATORY FRAMEWORK FOR EXPORTS

Pakistan's strategic trade policy framework is primarily guided by the Strategic
Trade Policy Framework (STPF) developed by the Ministry of Commerce and the
Trade Development Authority of Pakistan (TDAP). The STPF sets the direction
and objectives for Pakistan's trade policy, focusing on promoting exports,
enhancing competitiveness, and addressing trade-related challenges.

STPF 2020-25 Review

Targets

According to the STPF 2020-25 document, export projections in the current
framework are based on a partial equilibrium econometric model rather than the
(seemingly) arbitrarily set targets of past frameworks. The core focus of the
framework is on enhancing the country’s geographic and product diversification,
tariff rationalization, the pursuit of regional connectivity, and Look Africa policy
as a means of enhancing market access.

Aims
The guiding principles of the strategic trade policy framework are:

e tax and duty-free exports;

e to make administrative measures simplify, reliable, transparent, and
automated;

e introduce a performance-oriented, and time-bound mechanism for
export-related incentives to increase exports of the priority sectors; and

o offer regionally competitive energy prices for export-oriented sectors and
design an institutionalized mechanism for robust monitoring and
implementation of the STPF to minimize the policy implementation gaps,
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which have traditionally remained a weak link due to multi-organizational
roles in the export ecosystem.

Salient features

Barring unexpected circumstances, it was expected that the export targets set
for the next five years would be achievable compared with the targets set in past
policies. Exports were targeted at USD 31.20 billion for fiscal year 2022, and
actually amounted to USD 31.78 billion, thus exceeding the target set. The
framework also identifies priority sectors for export promotion and strategic
interventions and designates the STPF as a living and dynamic document subject
to changes based on constant monitoring and evaluation.

Drawbacks/Shortcomings

The STPF 2020-25 has the potential to boost exports of Pakistan, but it remains
to be seen if the country is committed to learning from past experiences and
improving upon them to achieve the goals of the framework. The process of
simplification and streamlining the complicated regulatory environment, in
particular, is a daunting task given the experience of similar efforts.

National Tariff Policy Review
Aims

The National Tariff Policy (NTP) 2019-24 has been framed to remove specific
distortions and boost productivity in the economy.

Objectives

e To improve the competitiveness of manufacturing, including the export
sector, through duty-free access to imported raw materials by
rationalizing the tariff structure.

e To increase employment opportunities by attracting efficiency-seeking
investment in the manufacturing sector by making the tariff regime
transparent and predictable.
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e To lessen the distortions in the domestic price structure and improve
consumer welfare by reducing the burden of excessive protection.

¢ To remove anomalies in the tariff structure, which is causing distortions
between sectors and in the value chain of the same sectors.

Salient features

e The policy recognizes the key role tariffs play in economic activity and
identifies specific objectives and principles which are achievable if
implemented well.

e The policy is right to shift the focus of tariffs from revenue generation to
optimal allocation of resources.

e The policy objective of removing anomalies in the tariff structure is long
overdue and should have a positive impact on economic activity with
greater transparency and predictability.

e The principle of reducing exemptions and concessions is to simplify the
tariff structure and reduce loopholes should reduce unproductive activity
in the economy.

Drawbacks/Shortcomings

e The policy assumes that competitiveness will improve because of
rationalizing the tariff structure, which might not necessarily happen.

e |t is not clear how the policy objective of removing distortions in the
domestic price structure will be achieved through tariff rationalization. A
mechanism needs to be in place to ensure the benefit is passed on to
consumers. There are several examples in the past where the benefit was
not passed on.

e The principles of strategic protection and competitive import substitution
overlap and could achieve the desired outcome if they are implemented
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soundly. This infant industry argument requires a developmental state or
development-centric state with credible actions by the state and
incentives to be performance-based. However, experience in the past with
this approach is not all positive; it will depend on the nature of political
settlements and the political landscape in the economy.

e The continuity of the policy is a concern. Productive investment is unlikely
to increase if the policy ceases to operate after a change in leadership.

¢ Implementation and arrangement of the policy need to incorporate and
involve the EDB as they have experience in interacting with the private
sector for time-bound protection.

e There is no mention of the private sector and whether Chambers or other
private sector stakeholders will have any voice.

e The power to charge tariffs and impose regulatory duties will be taken
away from the Customs Department and it will be placed with a special cell
to be constituted under the Commerce Division. Moreover, the NTP states
clearly that the power to set tariffs will be taken away from the FBR which
has used it more as a revenue measure than one aimed to promote trade
and exports. A regulatory issue may arise here and the new cell may take
time to absorb the intricacies of policies.

e The government is already passing through difficult economic challenges.
The economy is facing recession and to boost the industrial sector and
growth, gradual measures are committed. It is time to adopt speedy policy
measures.

e The NTP makes no mention of which segments/sectors might be the
winners and losers in the whole exercise.

e The NTPF states FBR has used tariffs more as a revenue measure instead
of promoting trade and exports. Mostly in developing countries, tariffs are
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used as a revenue measure. The commitment in this policy shows that, to
some extent, tariffs will continue to be a revenue measure.

TARIFF REDUCTION IMPACT ON EXPORTS BY PRODUCT GROUP
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PIDE research shows exports increase across the board with a tariff reduction, with
greatest benefit to value added product groups - a finding that is consistent with
research and findings from other local as well as international researchers.

Source: PIDE research

Regulation and Subsidy Galore

There are several regulations and subsidies in the Pakistan economy related to
exports of which three key schemes are highlighted here, namely, Export
Processing Zone (EPZ) Rules, Export Finance Scheme (EFS), and Long-Term
Finance Scheme (LTFS). These schemes have been pursued to subsidize exports
or push exports, but the result of this intervention has been a proliferation of
illicit activities including export mis-invoicing. As demonstrated by Mahmood
and Azhar (2001), this has resulted in substantial losses to the domestic

economy.
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FEDERAL BUDGET AND TRADE FACILITATION AND PROMOTION

There are a total of 8 organizations listed in the budget allocation documents whose
activities are directly related to trade promotion and facilitation. 55 commercial
sections and embassy offices are also listed in the documents, accounting for PKR
5,393 million of the total budget. A stock taking of these organizations must be done
to ascertain whether Pakistan is getting best value for our limited and scarce
resources.

Budget Allocation
Category Budget Heads (Million PKR)

Total Shares (%)
Trade Support
Organizations 8 3,316 61.48
CommereEl 55 2,078 38.52
Sections
Total 63 5,393 100.00

Source: PIDE Research

According to Haque and Kemal (2007), the impact of the EFS on exports has been
insignificant. The reasons attributed to this weak performance include (i)
schemes not being well targeted; (ii) cumbersome administration; and (iii)
rent-seeking opportunities. Given the questionable performance of these
schemes, it defies logic as to why there has been no systematic evaluation or
assessment of these interventions.

Export Processing Zones Rules
Import of goods into the zones

An EPZ shall retain machinery for five years from the date of its import into the
zone. The export processing zone shall be allowed to dispose of machinery in the
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tariff area after filing the Goods Declaration subject to the fulfillment of
conditions of the Import Policy Order upon payment of duty and taxes on specific
terms (see Table 1A.1in Appendix 1A for details). Similarly, the import of vehicles
shall be allowed without payment of customs duty and other taxes as per the
entitlements allowed according to EPZ rules (see Table 1A.2 in Appendix 1A for
details).

Subject to a maximum of one motor car of up to 1,600 c.c. within the number of
vehicles allowed and shall be further subject to the verification of the amount of
investment and completion of the project within three years by the EPZ
Authority. Units employing up to 25 workers will be allowed to import or
purchase one coaster while units employing more than 25 will be allowed to
import or purchase a bus with up to 50 seats. Similarly, units with a turnover of
USD 5.00 million or more per annum will be allowed to import or purchase one
cargo vehicle or truck.

Export of goods from EPZs

The plants created in the EPZ except for M/s Al-Tuwairgi Steel Mills Karachi may
export up to 20% of their entire production to tariff areas in Pakistan, with the
remaining 80% going abroad. The supplies made from the EPZ to the tariff area
under SRO 492(1)/2009 dated 13.06.2009, the DTRE scheme, the Manufacturing
Bond scheme, or the EOUs scheme shall not be counted toward the requirement
of supplying 20% of the total production to the tariff area, as these supplies are
made to produce goods that will ultimately be exported outside of Pakistan.

Procurement, manufacture, export, and removal of goods by a licensee

The disposal of plant, machinery, equipment and apparatus before the expiration
of five years shall be subjected to reduced rates of duty and taxes leviable at an
EOU at the time of importation and provided also that the replacement parts of
machinery and spares shall be allowed removal after three years from the date of
importation from EOU subject to mutilation or scrapping under the supervision
of an officer not below the rank of Assistant Collector.
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State Bank of Pakistan: Export Finance Scheme

Operations of the scheme under Part-I

Banks shall extend the financing facility under the EFS to direct/indirect
exporters for pre-shipment and post-shipment (to direct exporters only) based
on the production of the specified documents by the exporter concerned. (The
details are given in Table 1B.1 in Appendix 1B).

Submission of required documents

Shipping documents are required to be submitted by the direct/indirect
exporters to the bank concerned (see Table 1B.2 in Appendix 1B).

Fines under EFS Part-I

The SBP has detailed the fines that must be paid by exporters according to the
nature of the irregularity, but the motivation and purpose of these fines are not
readily apparent (see Table 1B.3 in Appendix 1B).

Islamic long-term financing facility for plant and machinery

Islamic Long-Term Financing Facility (ILTFF) is designed for plant & machinery
sectors eligible for financing under the scheme. Only new plants, machinery, and
equipment to be used by the export-oriented projects in the following sectors for
producing exportable goods shall be eligible for financing under the scheme. The
categories that can avail the facility include traditional export sectors of the
country, ranging from textiles and garments, rice, leather, sports goods and
carpets, not to mention surgical goods. Several developmental categories are
also defined with specifications of the criteria for availing the facility (see Table
1B.3 in Appendix 1B).

Finally, there is a list of items from other sectors and sub-sectors which are also
eligible for the facility, which highlights the extensive degree to which the facility
applies to only specific items (see Table 1B.4 in Appendix 1B for further details).
Given the limited industrial base and structural transformation in the economy
and the stringent requirements of the facility, the number of firms successfully
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availing the ILTFF is limited. How successful firms would be in securing the
financing facility given these stringent requirements remains to be seen.

Long-term financing facility (LTFF) for plant & machinery
Scope and Eligibility

The State Bank of Pakistan (SBP) handles the authorization of Participating
Financial Institutions (PFls) that are eligible to offer this facility to
export-oriented sectors. It is reasonable to expect that the market of eligible PFls
will be constrained by the regulator and exporting firms will not be able to secure
financing in a fully competitive environment.

DOMESTIC INDUSTRY PERCEPTION REGARDING LAGGING EXPORTS
Case Study: The Engineering Sector

A survey of 328 engineering firms in the

country's golden triangle was conducted HIGHLIGHTS
recently by PIDE. The focus of the survey
was on mapping the state of the
engineering industry in 3 key cities,
namely, Gujrat, Gujranwala, and Lahore. « “Jittleis enough” mindset.
According to the survey of primarily micro « Power supply issues: PKR 1.03
and small engineering firms, the industry million cost borne by 328 firms
structure is informal, and the majority of for each hour of load shedding
firms do not have quality or standards
certifications, so product quality is low.
Power supply issues result in more than
half of the firms expending resources on
power generation and bearing significant operating losses. Most firms (83%)
prefer not to export and have to deal with government offices and regulations,
nor do 88% of firms undertake any R&D activity for product or process
innovation and development. 63% of firms are not gearing for any expansion
efforts, likely on account of hurdles in securing a loan or line of credit.

Survey of 328 engineering firms

o Lack of professionalism, R&D

o Government-Business
Relations: PKR 6.2 million cost
of government compliance.
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CONCLUSIONS

Pakistan's trade sector faces challenges and opportunities. Barriers like strained
relations with India and political turmoil in Afghanistan have limited
cross-border trade. Compared to regional peers (India, China, Vietnam, and
Bangladesh), Pakistan's trade performance lags significantly. Its share of trade in
GDP grew by 42% from the 1960s to the 2020s, while others achieved much
higher growth rates (81% in Bangladesh to 1,066% in Vietnam).

Pakistan mainly exports to developed countries and regional economies. China
dominates regional trade, with India and Vietnam following. Pakistan's export
base is concentrated in textiles, unlike India and Vietnam, which have diversified
into electronics, chemicals, and machinery.

Pakistan's trade policies are more restrictive, hindering progress. Export
diversification is vital for stability and growth, but new products have had limited
impact due to their small volume. Research has conclusively shown that the
exchange rate is heavily biased against exports, and a shift towards market-based
exchange rates is essential to ensure domestic firms become competitive and
increase exports substantially. The country's economic complexity index ranking
is relatively low compared to its peers. In terms of expanding its exports, the
engineering industry faces challenges like an informal structure, low product
quality, power supply issues, limited export focus, and difficulties in securing
loans for expansion. Addressing these challenges is expected to lead to higher
output, and more domestic growth and hence promote overall economic growth.

31



INTERNATIONAL TRADE

il
2. Import Profile of Pakistan: Imports, Policies, and Effective

Protection Rates
MUHAMMAD ZESHAN

KEY TAKEAWAYS

e Over the past few years, Pakistan has witnessed consistent growth in
imports, with an average annual growth rate of 6.5% in the last decade.

e These imports play a crucial role in supporting Pakistan's industrial and
manufacturing sectors.

e Pakistan’s heavy reliance on imports exposes it to risks associated with
global commodity price fluctuations and currency exchange rate
fluctuations.

e Pakistan’s import-led substitution has failed. using the effective rate of
protection (ERP) and the concept of ‘on money’ to estimate the tariff
protection provided to domestic industries.

« Despite import substitution policies, the ratio of imported intermediate
inputs to total intermediate imports increased from 2000 to 2020.

« The manufacturing has a high ERP, resulting in expensive imported raw
materials due to high tariff rates.

e The ERPissmallin agriculture and negative in the services sector.

e Industries, such as vegetable and fruit, fish, and cooking oil enjoy higher
protection, while the services sector lacks effective protection. unclear

e If we incorporate the ‘on money’ rate into the existing customs tariff rate,
the automobile sector is the most protected industry in the country.
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Both the import substitution and the export promotion policies are
ineffective in Pakistan due to high import tariffs.

Eliminating import tariffs can boost both exports and investment because
the new production environment becomes more competitive due to the
lower cost of production faced by firms.

« The impact of eliminating import tariffs on the top 10 import items
uniformly will initially lead to a rising trade deficit from 2023 to 2027,
but eventually, the deficit will turn into a trade surplus by 2032.

Due to tariff elimination in the top 10 import items, investment and GDP
experience positive growth in Pakistan, with an increase of 2.29% and
1.32%, respectively, by 2032. Industries, where import tariffs are
eliminated, will witness increased imports but benefit from cheaper raw
materials, leading to overall export growth.
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INTRODUCTION

Pakistan imports more goods than it exports. Pakistan's imports have grown by
6.5% per year in the last decade. The country's top imports include petroleum
and petroleum products, machinery, electrical equipment, iron and steel, and
chemicals. The bulk of Pakistan's imports come from countries including China,
the United Arab Emirates, Saudi Arabia, and the United States.

Pakistan's imports have a significant impact on its economy as they help support
the country’s industrial and manufacturing sectors. However, Pakistan's heavy
reliance onimports also exposes the country to various risks, such as fluctuations
in global commodity prices and currency exchange rates. To mitigate these risks,
Pakistan has implemented various measures such as promoting domestic
production and encouraging foreign investment in local industries. Despite these
efforts, Pakistan's trade deficit has remained large, and reducing it remains a
significant challenge for the country's policymakers.

OVERVIEW OF IMPORTS

During 2000-20, household expenditure on imported items increased by around
69%, from USD 20.9 in 2000 to USD 35.4 in 2020.

FIGURE2.1  Final Consumption Expenditure on Imported Items: USD Per-Capita

35.38

2091

2000 2020

Source: Author’s calculations
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Most of Pakistan’s imports originate from China followed by the UAE and the USA.

FIGURE2.2  Imports of Pakistan: By Origin (USD Million)

18,829
6,919
3,648 2812 3,506
I 1,289 1,714 . 1,184
[ | . |
USA GBR CHN GER UAE IDN KSA NLD

Source: PIDE calculations

The product breakdown shows that Pakistan’s key imports are electrical
equipment, basic metals, chemicals, petroleum products, and mining products.

FIGURE2.3  Breakdown of Imports: By Product (2017)
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Around 62% of the total imports are used by the industrial sector as its
intermediate inputs, while the rest are used for final consumption and capital
goods. The services sector consumes most of the imports in Pakistan followed by
the manufacturing sector. Combined imports for households and government
consumption are almost equal to imports by the manufacturing industry.

FIGURE2.4  Import Shares By Sector: 2020 (Percent)
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Source: PIDE calculations
From 2011 to 2020, the demand greatly reduced for the imported intermediate
inputs for wood, machinery, transport equipment, and leather products. On the

other hand, the demand increased for imported intermediate inputs for social
services, renting business products, water transport, and health products.
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FIGURE2.5  Firm Demand for Imported Intermediate Inputs:
2011-20 (Percent Growth)
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IMPORT SUBSTITUTION IN PAKISTAN

Different indicators (Figure 2.6 and Figure 2.7) show that Pakistan has been
unable to achieve import substitution industrialization despite pursuing the
policy of import substitution almost since the birth of Pakistan. On the contrary,
the dependence on imported raw materials has increased over time in most
industries. As Figure 2.6 shows, the ratio of imported intermediate inputs to total
intermediate imports increased from 2000 to 2020.

FIGURE2.6  Ratio of Imported Intermediate Inputs to Total Intermediate Imports
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Figure 2.7 shows that the imported intermediate inputs increased to produce the

total output. Overall, the rising dependence on imports causes a higher and
unsustainable trade deficit as shown in Figure 2.8.
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Ratio of Imported Intermediate Inputs to OQutput

FIGURE 2.7
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Trade Deficit-to-GDP Ratio

FIGURE 2.8
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EFFECTIVE RATE OF PROTECTION

The effective rate of protection (ERP) is determined by the tariff protection
provided by the government to domestic industries. Due to high tariffs on
imported raw materials, especially on those used in the industrial sector, the ERP
is high mainly in the manufacturing sector as can be seen in Figure 2.9. Even
though the ERP decreased from 2011 to 2020 in the manufacturing sector, it is
still high. On the other hand, the ERP is very low in the agriculture sector, and
negative in the services sector. The high ERP results in expensive imported raw
materials

FIGURE2.9  Effective Rate of Protection in Pakistan 2011 & 2020: Aggregate
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—
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Source: PIDE Calculations

In the manufacturing sector, cooking oil is the most protected industry.
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Effective Rate of Protection in Pakistan 2011 & 2020: Manufacturing

FIGURE 2.10
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Within agriculture, the vegetable, fruit, and fish industries are more protected

than others.
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FIGURE 211  Effective Rate of Protection in Pakistan 2011 & 2020: Agriculture
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The effective rate of protection has one limitation, it calculates protection per unit
of value-added. Since the value-addition in the automobile sector is much larger
than in the edible oil sector, apparently it looks like the edible oil industry is the
most protected industry in Pakistan. However, this bias is corrected after
incorporating the concept of ‘on-money’ cost, which clearly identifies that the
automobile industry is the most protected industry in Pakistan.

On-money is a premium charged over and above the quoted price of a vehicle for
immediate delivery. For instance, the company ABC sets the market price of its
vehicle X at PKR 2 million inclusive of all taxes, but the tentative delivery date is
six months from the booking date. The buyer is forced to pay a considerable
amount and wait for an extended period. This allowed the car dealers to develop
the process of own money, where they offer the buyers a way out at the time of
booking. As a result, the buyer is given the option to pay an ‘m’ amount of money,
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over and above the price quoted by the company, and get the car within a week,
even the same day in some cases. By paying this own money, the buyer is then
relieved of the waiting time for vehicle delivery and obtains ownership of the car
immediately.

Source: Najib & Qadir (2021)

On-Money and Effective Protection Rate

Another definition of tariff protection, based on the concept of on-money, shows
that automobile manufacturing is the most protected industry in the country.

TABLE 2.1 Effect of On-Money on Protection of Automobile Sector

. Import On Money Overall
Industries ; )
Tarrif Rate Rate Protection
Motor vehicles 32.9% 12.5% 45.4%
Electrical equipment 23.0% -- 23.0%
Metals 23.0% -- 23.0%

Source: PIDE calculations

There is no effective protection in the services sector. When the services sector
uses raw materials from other protected sectors, it faces negative protection.
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FIGURE 2.12  Effective Rate of Protection in Pakistan 2011 & 2020: Services
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EFFECT OF ELIMINATING IMPORT TARIFFS ON TOP 10 IMPORT ITEMS

The elimination of import tariffs is often seen to make the domestic industry
more competitive and, in the long run, may reduce the trade deficit. To gauge the
impact of eliminating import tariffs on the top 10 import items,'? a simulation
analysis is carried out using a computable general equilibrium (CGE) model. This
analysis has used PIDE’s global dynamic CGE model (Zeshan & Ko, 2019), which
covers the entire global economy. The CGE model is based on a multi-regional
social accounting matrix (SAM) of 141 countries and 65 sectors, which covers

2 The top 10 import items include cooking oil from Indonesia, textiles, chemicals, basic metals,
machinery and electrical equipment from China, mining, coke and petroleum from the United

Arab Emirates, and mining and chemicals from the Kingdom of Saudi Arabia.
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more than 99% of the global GDP. The SAM was launched in 2023 (Aguiar et al.,
2023). The base year for Pakistan’s representative input-output table is 2017,
which is currently the latest input-output table for Pakistan’s economy in this
global database. According to the analysis, the trade deficit would rise initially,
peaking in 2027. Thereafter, the deficit would turn into a surplus by 2032. Figure
2.13 shows the impact of the elimination of import tariffs uniformly on the top 10
items over five years from 2023 to 2032.

FIGURE 2.13  Effect on Trade Balance of Elimination of Import Tariffs on
Top 10 Import Items: 2023-32 (USD Million)
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Source: PIDE Calculations

The simulation results of the dynamic CGE model show that the adverse effect of
eliminating import tariffs will not be very high during the period of analysis, given
a stable and credible trade policy. The long-run decrease in the trade deficit,
which would turn into a surplus by 2032, will have a positive effect both on
investment and GDP as Figure 2.14 shows. Overall, growth in investment and
GDP will peak in 2032 at 2.29% and 1.32%, respectively. It is important to
remember that the predicted trade surplus and growth in investment and GDP
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are likely to occur due to the elimination of tariffs on the top 10 imported items
only (see Footnote 1). An across-the-board reduction in tariffs on other items
may also have spillover effects on the other areas of the economy, which may
result in an even greater increase in economic activity. Hence, if the policy is
credible and stable, it will reduce the distortions in the economy increasing
economic competitiveness and trade.

FIGURE 2.14  Effect of Tariff Elimination on Investment and GDP (Percent)
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Source: PIDE calculations
Although the elimination of tariffs will increase imports of the industries where

import tariffs are eliminated, it will provide cheaper raw materials for the
domestic industry. As a result, exports of all industries will rise by 2032.
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Effect of Eliminating Tariffs on Overall Trade Performance by 2032 (Percent)
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The effect of tariff elimination on products produced domestically can be seenin
Figure 2.16. Domestic prices of products produced domestically will become
expensive when tariffs are eliminated. As a result, the demand for their products

by domestic firms will decrease.
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L]
FIGURE 2.16  Tariff Elimination—-Demand for Domestic Products by the
Domestic Industry by 2032: Percent Change
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Since the elimination of tariffs reduces products’ prices, the imports of these
products will rise because they are cheaper in the international market compared
to the domestic market. The effects are depicted in the following figure.
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FIGURE 2.17  Tariff Elimination - Demand for Imported Products by the
Domestic Industry by 2032: Percent Change
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After the transition period, the prices of these products will reduce greatly for
the industries/products for which import tariffs are eliminated. On the other
hand, domestic output, value-addition, and domestic sales will also decrease. In
the new environment, domestic products will be expensive in the local market
compared to the international market, adversely affecting their demand in the
local market. Consumers will be now more inclined to use cheaper imported
products. Hence, the local manufacturers will seek better reallocation of
resources towards more productive industries where they can secure a
comparative advantage.
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FIGURE 2.18  Tariff Elimination—Prices and Production by 2032: Percent Change
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The analysis shows, as mentioned above, that edible oil has a very high ERP in
Pakistan. The total availability of edible oil is estimated at 3.214 million tons,
where local production contributes 14% while the remaining 86% is imported,
increasing the demand for foreign exchange by around USD 3.68 billion
(2021-22, July-March). Pakistan meets its excessive demand for edible oil by
importing palm oil from Malaysia and Indonesia, which is cheaper than other
types of imported edible oils. The local production of edible oil witnessed an
expansion in 2022 indicating the potential for oil-seed crops and the import
qguantity of edible oil is reduced as compared to the last year. The demand for
imported edible oil is expected to rise by around 14.3% by 2025.
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CONCLUSIONS

In Pakistan, the import substitution and export promotion policies have been
rendered ineffective due to high import tariffs. To enhance exports and
investment, it is important to rationalize or phase out import tariffs. The
elimination of tariffs creates a more competitive production environment with
lower production costs. Therefore, the main recommendation is that there
should be a long-term strategy of gradually eliminating import tariffs in all
industries within a five-year timeframe.

The examination of the impact of uniformly eliminating import tariffs on the top
10 import items from 2023 to 2027 shows that, initially, this action will resultin a
trade deficit, but it will eventually turn into a surplus by 2032. Pakistan will
experience positive growth in both investment and GDP, with respective
increases of 2.29% and 1.32% in 2032. Industries that will benefit from the
elimination of import tariffs will have higher imports but will also enjoy the
advantages of cheaper raw materials leading to overall export growth.
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DOMESTIC COMMERCE

3.

The Potential of Domestic Commerce as a Driver of
Growth

OMER SIDDIQUE

KEY TAKEAWAYS

Pakistan continues to favor manufacturing and exports-oriented growth
policy at the expense of domestic market and commerce development. In a
balanced development paradigm, the domestic market and external trade
support each other.

The disinterest of the policymaker in domestic in the past is evident from
the fact that the first-ever domestic commerce policy was developed in
2021.

Pakistan’s domestic markets and commerce still operate at the initial stages
of market evolution.

Other than pampering manufacturing for exports without the desired
results, urban development and zoning regulations have also stifled
domestic commerce development.

The current legal and financial frameworks also do not support activities
that encourage product development, brand names, consolidation, and
chain stores that can claim to be of international standards.

There is a need to adopt a policy that encourages the development of
domestic markets and commerce because domestic commerce is the place
where entrepreneurs can experiment freely to develop products and
brands before going global. That’s what Coke, Apple, Amazon, McDonald’s,
and other global brands did before going global.
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INTRODUCTION

Domestic commerce, which includes several activities including the wholesale
and retail sector (details are provided in Chapter 4), is one of the most important
sectors of an economy. In the case of the domestic commerce-led growth
paradigm, the development of domestic markets is considered the primary driver
of growth. In this paradigm, production in the economy caters to the domestic
demand for goods and services domestic consumers are the main focal point for
the producers (see Box 3.1 for the domestic commerce-led growth paradigm
conceptualized in Haque, 2016).

Several examples from around the world show that this strategy has brought
phenomenal growth in the case of large domestic markets and provides an

effective way to breed
. . . TRANSACTIONS, COMMERCE, AND GDP
entrepreneurship, risk-taking,

innovation, product and brand ° A transaction is the exchange of a single
item between a buyer and a seller. All

transactions of this item within the
geographical boundaries of a country
are domestic commerce.

development, and competitive
markets. For example, Jeff Bezos
started Amazon in his home’s
garage in 1994 and now Amazon is
the largest online marketplace in
the world. Similarly, Nike was

founded in 1964 as a distributor of

Japanese shoes and it is now the ° Commerce is a subset of business that
focuses on distribution (and exchange)
rather than production.

e The GDP can be seen as the sum of all
transactions in an economy. Thus, the
ease of transactions makes for growth.

most valuable sports brand in the
world. These examples show the

conducive business environment in e Pakistani policy has been mercantilist

the domestic market facilitates looking to expand exports at the cost of
domestic transactions - a self-defeating

entrepreneurs to grow, thrive, and i
policy (see Haque, 2006a).

branch out to exporting (see Box 3.1).

Despite being an intrinsic and major part of the economy, domestic commerce
has been a relatively neglected sector in Pakistan compared to exports-oriented
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manufacturing, which is evident from the fact that the first-ever domestic
commerce policy was proposed in 2021.

BOX 3.1 A Shift in Pakistan’s Growth Paradigm: The Development of

Domestic Markets and Commerce

Haque (2006) has made a strong case for the development of domestic markets
and commerce as the key to economic growth and not the current paradigm.
According to Haque (2006), domestic commerce in Pakistan is growing rapidly but
the continued pursuit of a growth strategy based on production for mercantilist
goals has stifled domestic commerce in Pakistan. Unleashing the potential of
domestic commerce may be the path to high sustainable growth in the country. A
vibrant domestic commerce sector is the core of the economy facilitating
intermediation between supply and demand, entrepreneurial development,
risk-taking, innovation, and competitive markets. Such an economy transitions
from commodity exports to brand names, process, and capital exports, all of which
command a higher rate of return.

In Pakistan, exports are subsidized, while imports are heavily taxed for import
substitution. It means that inadequate investments are made in domestic market
development. According to Nobel Laureate Friedrich Hayek, markets where
consumer demand is clearly articulated are the nervous system of an economy
(Hayek, 1945). Well-functioning markets clear demand and supply through price
adjustments, which convey relevant market information to all agents. Consumer
markets are, therefore, the ‘front end’ of the economy where the demand and
supply of many products, brand names, new products and new services are all
equilibrated through the price system. In such markets, innovations and
entrepreneurship thrive through risk-taking and understanding of consumers’
tastes and markets. Innovation and entrepreneurship taking place in the domestic
market later will move out and lead to higher exports and foreign exchange
earnings. Entrepreneurs and innovators need neighborhood markets to perfect
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their products, brands and recipes, which they will then export. Multinationals like
Coke, McDonald’s, and Ford all started as domestic industries. Their testing
ground was the domestic consumer market.

In the consumer-focussed growth paradigm based on domestic commerce
strategy, domestic consumer markets are allowed freedom resulting in the
development of entrepreneurship and new products. Many new activities and
businesses are developed. These new goods and brand names that are developed
are the key to developing new export markets. More importantly, in this model not
only goods are exported but there is a greater likelihood of businesses being
exported leading to the birth of the Pakistani multinational.

Developing markets and giving all businesses room to compete and grow, will
establish entrepreneurship and develop a dynamic comparative advantage
(Haque, 2006a). This is the approach that has been followed in more successful
economies such as the UAE, Chile, and Thailand. Focusing on markets and
consumers instead of production and mercantilism will allow many synergies of
development to be exploited. Complex linkages between the various activities of
domestic commerce will reinforce growth. For example, large, branch-networked
retail needs to be supported by extensive development of distribution and
warehouse networks, office space, and transport networks. All this in turn could
enable tourism and hotel development. All this reinforces Pakistan’s integration
into the global marketplace.

For a detailed discussion and growth paradigm based on domestic market development
and commerce, see (Haque, 2006).

The growth policy in Pakistan has been based on the Hag/HAG model of the
1950s. The model is based on chasing industrial production, creating foreign
exchange surplus through export promotion, and a large government footprint
with a suspicion of the market and the private sector (Haque, 2006). Therefore, in
Pakistan, the negligence of domestic commerce and too much focus on exports
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have stifled domestic trade and market development.

Another factor that has stifled domestic commerce in Pakistan is the way
Pakistani cities have expanded where space for domestic commerce, especially
the WRT, is severely limited (for details, see Haque and Nayab, 2020; Haque,
2015; Haque and Wagaar, 2006). The current zoning regulations and urban
planning have encumbered domestic commerce in Pakistan (Haque and Wagaar,
2006).

Because of the neglect of domestic commerce, Pakistan’s domestic commercial
sector is in a poor state despite the recent emergence of shopping malls, a few
brand names, chain stores, and department stores. The state of local retail stores
is still the same as they have no inventory, they do not carry quality goods and
warranties, and consumer protection is unknown. Domestic markets in Pakistan
still lack city centers, warehouses, storage, and community and public spaces of
any significance. Moreover, there are hardly any businesses based on domestic
commerce listed on the stock exchange.

. Outdated Urban Zoning

In Pakistan, urban zoning is uninformed of modern city and commercialization
needs. The unfriendly zoning laws are perhaps the biggest constraint to serious
domestic commercial development.

. Anti-Commercial Bias

Urban zoning and city planning have anti-commercial bias. To commercialize
residential real estate, large commercialization fees are demanded leaving
domestic commercial activity only with residual space. While Pakistan’s urban city
planning follows the American-style large suburbia, unlike the American model
zoners remain unfriendly to large commercial development. There is a particular
dislike for mixed-use where the poor and the middle classes can live.
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o Poor Retailers

Urban zoning is in particular very unfriendly to the poor retailer who lacks the
capital to get into structured expensive retailing that in any case is in short supply.
Unlike Bangkok, Hong Kong and Singapore, urban zoning allows no space for
street vending through kiosks in city centers. This change alone could have a huge
impact on poverty.

. Clustering of Commercial Activities

Clustering of commercial activities or consolidation of lots for large commercial
development can be extremely difficult. Even if the government zones an area as
commercial, each lot has to be converted separately through a cumbersome
procedure and payment of large fees. For example, the area around all hotels in
Lahore, Rawalpindi, and Islamabad remains undeveloped because zoning does not
allow lots around these to be converted to commercial space. In other countries
such space is used for clustering commerce.

o Excess Demand for Domestic Commerce Activities

The flawed urban management policy has created a huge excess demand for
offices, warehouses, flats, retail, and other forms of commercial space. Businesses
make do by converting the existing housing stock illegally to these required
functions. This imposes costs on businesses through increased rent-seeking and
the provision of non-standard and non-purposive space.

. Excessive Government Ownership

The government owns large tracts of land in city centers for official residences,
offices, training institutes and other non-commercial official purposes blocking
the productive city center development.

. Lopsided Taxation Regime

Due to too much focus on industry and exports, taxation seems to visit this sector
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more than the favored sectors. Resistance by the sector to unfavorable tax zoning
and regulatory policy leads to these businesses being termed ‘informal’ or
‘smugglers’.

. High Cost of Doing Business

The cost of doing business for domestic commercial activities is higher because of
the above-mentioned constraints. On the other hand, industry because it is
favored by the policymaker, and agriculture because it has political clout, enjoy
relief in the form of subsidies or tax concessions. Consequently, domestic
commerce has not been able to achieve the scale to attain a seat at the policy
table.

o Weak Contract Enforcement

Domestic commerce expansion requires complex contracting mechanisms as well
as delegated management structures. The current state of law and order and
especially the contract enforcement regime would need to be seriously
strengthened to enable the contracting requirements of say a retail network or a
large franchise operation.

Source: Haque and Wagaar (2006)

DOMESTIC COMMERCE: ENGINE OF GROWTH

An economy is a complex network of economic agents and activities and it works
best when all participants share the benefits of economic activity. According to
Adam Smith, the welfare of economic agents would be maximized when they are
free to trade with each other. The mercantilist approach, which incentivizes
export promotion and import substitution, is a suboptimal strategy. Export
promotion and import substitution inflict costs on domestic markets and
consumers, which is the case in Pakistan. For example, exports are subsidized
which is essentially a subsidy to the foreign consumer and high tariffs on imports
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for import substitution make consumer goods for the Pakistani consumer very
expensive. The result is inadequate trading at home and welfare loss to domestic
consumers. It also means that inadequate investments are made in domestic
market development since the products are expensive and consumers are poor.
Favoring exports and important substitution results in lopsided development.

In a balanced development paradigm, the domestic market and external trade
support each other because it is in domestic markets that innovation and
entrepreneurship take place. Entrepreneurs and innovators need neighborhood
markets to improve products, build brands, perfect processes, and create recipes,
which are eventually exported. The world is rife with such examples: Coke,
McDonald’s, and Ford. Their testing ground was the domestic consumer market.

Figure 3.1 illustrates the consumer-focused growth paradigm that will develop if
the proposed domestic commerce strategy is adopted (see Box 3.1 for further
details).
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FIGURE 3.1
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A World Bank policy paper argues that the services sector can be a
growth-leading sector, especially in low-income countries: “It has been argued for
more than 200 years that economic growth is associated with the manufacturing
sector. Services have been considered non-tradable, menial, low productivity, and
low-innovation.”

However, according to the paper, the conventional wisdom that the
manufacturing sector is the linchpin of growth and development seems to have hit
a snag, especially in low-income countries in Africa and South Asia. At the same
time, some countries, such as Tanzania, Ethiopia, and India (see Box 3.4 for the role
of the services in India’s growth) have witnessed growth driven by services, unlike
the East Asian Tigers or the western developed economies.

The argument of the paper is not that the services sector is superior to
manufacturing growth and development, rather it argues that the latecomers to
development have more opportunities to to exploit offered by globalisation and
the Third Industrial Revolution that brought information technology (IT) and
information communications technology (ITC).

The paper argues that the services-led Third Revolution can turn around
conventional thinking about truisms of economic development:

e It was believed that growth in other sectors drives the services sector
growthand it cannot drive growth on its own. This is no longer a valid
argument as services can be produced and traded just like manufacturing
goods and contribute more than manufacturing to growth and jobs in both low
and high-income countries.

o Global trade in services is growing faster than the trade in goods.

e Technology advancement, more open trade, and sophisticated supply chains
have increased the services sector’s productivity. Innovations in
communication and transport have contributed to the global supply chain in
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services just like in manufacturing.

¢ In both low and high-income countries, jobs are now created in the services
sector as much as they are created in the manufacturing sector.

Source: Ghani (2014)

Evolution of Domestic Commerce and Markets

The following table shows how markets evolve as an economy develops. As the
figure shows, as an economy develops, the markets become more complex. For
example, graduation from Stage 2 of market development to Stage 3 requires the
development of a value chain and professional management. Similarly, moving
higher up requires financial and legal infrastructures that support large-scale
commercial activities.

TABLE 3.1 Evolution of Markets
. Upstream Infrastructure
Stage Type Characteristics eyt Uk
Limited convenience, high
Small shops along margin, low turnover,
First well-traveled limited inventory, high Small manufacturers
search costs, no
routes .
consumer protection
Supermarkets and Improvements in
shopping clusters convenience, margin,
especially markets | turnover, inventory, and
becia’y Y Craft and small
Second of a similar good, search costs over the first
manufacture
e.g., cloth market, phase as more
diamond market, competition develops but
etc. still market participants
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]
lack the financial strength
to truly benefit
consumers
Offering convenient
one-stop shopping, brand
P . PP g Distribution,
names that invest in
. wholesale, and
Department quality and consumer .
Third . warehouse activity.
stores protection. Low search )
Professional
costs as departmental
— management
store maintains large
inventories
Growthin
distribution,
L wholesale, and
Bringing the department .
) - warehouse activity.
store’s reliability and
An open economy
. consumer benefits close ] ]
Fourth Chains of stores supplies this network.
to all consumers. Large S tine legal
. . upporting lega
turnovers with margins PP g'ee
. framework for
dropping .
long-distance
management and
contracting
Big companies with deep | Supporting financial
pockets use their buying | markets and an open
. power and marketing economy that allows a
Convenience o .
. ability to do a high global reach.
Fifth stores and .
di tst volume, high turnover, Warehouse and
Iscount stores low margin business. distribution
Consumer welfare companies are large
enhanced partners
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Sixth

Shopping malls to
house the above
activities

Increased convenience
makes shopping a
pleasant experience

Development of
institutional
investors who invest
in large physical
investments such as
shopping malls and
financial and legal
systems that support
this formof a
specialized
multi-contracting
business

Source: Haque (2006)

Perhaps the domestic commerce in Pakistan, as the following chapters show, is
still in the second stage of evolution, with the signs of the third stage in a few
large cities. Generally, however, domestic commerce in Pakistan serves
consumers without any convenience and with little consumer protection. The
evolution from the second stage requires a change in the policy framework that
allows markets and different upstream industries to develop and evolve without
a heavy government footprint. Although in Pakistan, chain stores and some
brands have emerged, the upstream infrastructure and legal needs do not
support the transition of domestic markets to higher stages.
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BOX 3.4 The Role of Services Sector in India’s Growth

Value Addition

India’s services sector of India is the engine of growth and contributed 53% to
India’s gross value added in FY21-22. The sector has grown at an annual rate of
approximately 7% during the last few years. In 2021-22, the sector grew by 10.8%.
It is expected that if the WRT continues to at 9-10 %, its size will increase to USD
2 trillion by 2032 (Source: Indian Retail Real estate: Revived, Reshaped and
Reinforced)

Exports

India has also a significant share of services sector exports. The sector’s share in
total exports was 3.5% in 2019 improving to 4% in 2021. In 2021-22, despite the
global coronavirus pandemic, the net exports of India’s services sector increased
by around 25%.

Foreign Direct Investment

India’s services sector was the largest recipient of FDI inflows among all the
sectors. It attracted FDI worth USD 94.19 billion from 2000 to 2022.

Factors Contributing to Services Sector Growth in India
1991 Economic Reforms

The growth in the service sector in India has been linked to the reforms of the
1990s. Reforms in the service sector led to privatization, the removal of FDI
restrictions, and streamlining of approval procedures among others.

Technology and Structural Changes

India’s economy has undergone a structural change. Technical advancements have
made outsourcing possible, which has contributed to the growth of the Indian
services sector. Moreover, due to the IT revolution, India is now the digital hub of
the world. According to estimates, 75% of global digital talent is in India. Similarly,
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skilled IT manpower has made India a global outsourcing hub. India’s share in the
global outsourcing market is 55%. The development in agriculture and industrial
sectors has increased the need for services such as transportation, storage and
trade.

Attractive ecosystem

The government is creating an inclusive ecosystem for entrepreneurs and pushing
for innovation and the services sector is an integral part of this system. The
technology infrastructure required for such an ecosystem has increased the
potential for the sector in India. Low setup costs make this sector an attractive
investment destination. India also has a reasonably well-developed financial
market. The government is also promoting cashless payments to boost modern
retail. Retail has been accorded the status of a priority sector by the government
in the National Skill Development Mission (Sebastian, V. J., & Gupta, R., 2018).

Indian WRT Sector: A Snapshot

Combined
Y Size Sales Turnover: Top
Ll (USD Billion) (INR Trillion) | Listed Retailers
(INR Billion)
2019 650-700 -- --
2020 610-630 17-48 1,780
2021 670-690 46-47 1,460
2022 -- -- 1,920
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CONCLUSIONS

Domestic commerce has the potential to be the growth driver because of its
dynamism. Experiences of other countries show that domestic commercial
activities have driven growth. Many brands, such as Coke, Apple, and Nike, were
perfected in domestic markets before going big and global. India’s recent growth
has been based on the services sector, which is predominantly domestic
commerce. Domestic markets that are competitive and not highly regulated
breed entrepreneurship and product development.

In Pakistan, however, the growth policy has been historically based on
encouraging manufacturing for exports at the cost of the development of
domestic markets. As a result, domestic commerce has been neglected and has
been unable to play the role of the growth driver. There have been various
constraints on the development of domestic commerce including the absence of
a policy framework for domestic commerce (the first domestic commerce policy
was formulated in 2021) and urban zoning and development that discourage
domestic commercial activities. For Pakistan to grow sustainability, it will need to
change the focus of its growth paradigm from the Hag/HAG mode of the 60s to
the one that favors domestic markets and commerce.
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Domestic Commerce and Wholesale & Retail Trade:
Economy-Wide Overview and the Case of Twin Cities

OMER SIDDIQUE AND AHMED WAQAR QASIM

KEY TAKEAWAYS

The National Domestic Commerce Policy 2022-24 is a step in the right
direction, but a domestic commerce policy should be more focused rather
than addressing a wide range of interventions. For example, the policy must
focus on the issue of zoning laws to allow for mixed-used construction.

The organized WRT sector has to deal with at least 11 agencies for
compliance. Some of these, such as the labor department, only create
hindrances. Thus, compliance must be streamlined to reduce the number of
agencies that the establishments have to deal with.

In Islamabad, more establishments are in the organized sector compared to
Rawalpindi.

There is a close relationship between the age of the establishment and its
size.

Most of the retail and wholesale establishments think that the FBR is the
main regulator, which shows that they are more concerned about taxes
than any other regulatory issues.

There are approximately 2.66 million retail and wholesale establishments
in Pakistan. The greatest number of WRT establishments is in Punjab - 1.49
million.

According to estimates, more than 90% of the WRT establishments are in
the informal sector.
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The WRT establishments have grown by more than 4% per annum since
1988. The sector’s output growth in real terms has grown at 6.50% and
employment in the sector has grown at 4.84%. It implies that the sector is
efficient and productive despite many issues and challenges these
establishments face.

The WRT sector, especially the retail sector, is dominated by single-outlet
grocery stores and kiryana stores. Together these two categories
constitute 91% of the fast-moving consumer goods (FMCG) sector.

The informality in the sector is not only due to the unwillingness of
establishments to register, but it begins from the start of the supply chain.

Many establishments want to graduate to the formal sector but
cumbersome procedures, too many concerned authorities, and officials
demanding their cut stop them from doing so.

In Islamabad, the majority of the establishments are small-sized, while large
establishments are only 5%.

There is a positive correlation between size and age: with age, the size of
the establishment increases - mature businesses learn the tricks of the
trade.

48% of the traders are dissatisfied with the rents they pay. Following the
Supreme Court’s ruling of 2016 that stopped commercial activity in
residential units/areas, the rents have increased manifold.

In the twin cities, 45% of the businesses, mostly small, had not sought any
approval from any authority to run their business highlighting informality in
the WRT sector in Pakistan. A majority of medium and large establishments
required approval, which is just as expected.

In the WRT sector market committees, associations, or unions mostly
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operate informally on an individual basis. These organizations using their
connections, shield the members from tax authorities, excise taxation, the
labor department, EOBI, ESSI, and municipal authorities.

e A recent example of the strong political influence of associations and
market committees was the resistance to taxation based on monthly
electricity bills.

e Most of the businesses operate on a sole proprietorship basis because of
fewer regulations, ease of operating informally, and tax evasion.

¢ Informality is not only not being registered with different regulators, but
connections with informal suppliers add to informality in the sector.

e There are roughly 0.2 million Tier-1 WRT establishments in Pakistan. But
exemptions given in the latest budget will result in an even lower number of
establishments integrated with the FBR.

e According to the report’s projections, out of 2.66 million WRT
establishments, only 457,676 have NTN numbers and out of these NTN
holders, only 156,635 are filers.

e Due to the informal WRT sector, the wages paid are lower than the

statutory minimum wage. In some cases, wages paid are as low as PKR
3,000.

e One of the major sources of informal credit is the ROSCA aka the
committee system. Nearly 50% of the establishments engage in ROSCAs to
finance their business. The pot size, per month, ranges between PKR 0.2
million to PKR 10 million. It shows that finance is perhaps not a major
constraint in expanding the business.

e  WRT establishments do not grow because they do not use digital platforms.
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for inventory; rather they rely on traditional methods, which incur higher
costs and consume more time.

e The growth of establishments in the organized sector is hindered by the
lack of use of modern inventory management and forecasting methods. The
trends are changing albeit slowly.

e Parking space and encroachment are major problems facing traders in twin
cities.
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INTRODUCTION

Although domestic commerce is critical inemployment and income generationin
Pakistan, limited information about what kind of domestic commerce is
happening in the economy is available. Moreover, there is insufficient knowledge
about how various policies and regulations affect this sector and market
development.

An analysis of domestic commerce, and the WRT within it, can give insights into
the state of the sector, size, policies, and bottlenecks to its growth. Currently,
there is limited information available. The only current information available is
its total output in the Economic Survey and employment figures derived from the
Labor Force Survey (LFS). The Pakistan Bureau of Statistics (PBS)*® carried out
economic censuses during 2001-03 (Economic Census 2005) and 1988
(Economic Census 1988). After these two reports, such an exercise has not been
repeated. Besides, the Economic Census 2005 reported figures on the WRT as a
whole and not for individual trades (e.g., grocery stores, clothing stores,
electronics, etc.).

Given the importance of domestic commerce outlined in Chapter 3 of this report,
of which WRT is an integral part, there is a need to look into the sector in detail.
This chapter digs deeper into domestic commerce, especially the WRT sector in
Pakistan in general and twin cities in particular.* The main focus of this chapter
is on the WRT sector. The main aspects that this chapter covers are:

e An analysis of the structure of domestic commerce, with an emphasis on
the WRT sector. Data from Islamabad and Rawalpindi was collected and
analyzed for the WRT sector and segments within it.

e A review of policies, rules, and regulations applicable to domestic
commerce.

131t was Federal Bureau of Statistics at that time.
4 An analysis of domestic commerce and WRT in Peshawar, Lahore, Faisalabad, Karachi, and

Balochistan will be presented in the second volume of the State of Commerce in Pakistan report.
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e A discussion of the problems, issues, and challenges confronting
businesses in the sector based on individual interviews and focus group
discussions (FGDs).

SITUATION ANALYSIS: ECONOMY-WIDE OVERVIEW

Size of the Domestic Commerce and Wholesale & Retail Trade in Pakistan
Employment

According to the calculations based on the LFS 2020-21 data, domestic
commerce’s share in total employment is 36.02%. It makes domestic commerce,
as shown in Figure 4.1, the second largest sector after agriculture in terms of
providing employment. If off-farm agriculture activities are also included, the
share of domestic commerce in total employment would be much higher.
However, such figures are not available. Among the domestic commerce
activities, the WRT has the greatest share of employment in total employment at
14.37%. The shares of other activities that constitute domestic commerce are
shown in Figure 4.1. It must be noted that the LFS, or any other official statistics,
does not categorize domestic commerce separately. For this report, domestic
commerce sectors are selected based on the nature of activities.

FIGURE 4.1  Sectoral Employment Shares (Percent)
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3.76%

= Mining & Quarrying
= Electricity, Gas & Water
= Health
Other Services
= Construction
= Manufacturing
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14.91%

Source: Calculations based on Labor Force Survey 2020-21
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FIGURE4.2  Employment in Domestic Commerce Activities
(Percent Share in Total Employment)
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Real Estate [l 0.47%
Information & Communication ll 0.47%

Arts, Entertainment & Recreation | 0.16%

Source: Labor Force Survey 2020-21

Table 4.1 shows that in four provinces and Islamabad as well, domestic commerce
activities employ a sizable number of workers. In fact, in Islamabad, domestic
commerce is the largest employer with 50.34% of the employed labor force

involved in these activities.
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TABLE 4.1 Employed Labor Force: Total, Domestic Commerce and
Wholesale & Retail Trade: 2020-21

Total Domestic Commerce | Wholesale & Retail Trade

Employed | Employed | Percent of | Employed | Percent of
(Millions) | (Millions) Total (Millions) Total

Islamabad 0.70 0.35 50.34 0.09 12.58
Khyber-Pakhtunkhwa 9.41 3.27 34.75 1.36 14.49
Punjab 38.37 11.79 30.72 5.35 13.95
Sindh 15.31 4.98 32.51 2.36 15.42
Balochistan 3.46 1.17 33.94 0.50 14.38

Source: Calculations based on LFS 2020-21

Most of Pakistan’s domestic commerce, especially the WRT sector, is considered
to be informal in the sense of offering. For example, small-scale retail stores (such
as kiryana stores), general stores, paan shops, and other establishments are
widely dispersed. These establishments are mostly informal. These
establishments employ a bulk of informal sector workers, providing livelihood
and support to innumerable households. Most of the formal establishments,
which constitute a very small percentage of the WRT sector, comprise
supermarket setups in the urban centers of major cities, major retail stores, large
wholesalers, departmental stores, outlets in major shopping malls, chain stores,
franchises, and major brands. As Figure 4.3 shows, 34.19% of the total informal
workforce is employed in the WRT.
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FIGURE 4.3  Informal Workers hy Sector (Percent Share)
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Output

Domestic commerce’s share in the GDP is 52.55% in 2022-23, which increased
from 51.96% in 2021-22 (Figure 4.4). Among the activities in domestic
commerce, the WRT sector’s share is the highest at 18% of the GDP (Figure 4.5).
Thus, as is the case with employment, the WRT contributes the most to the
domestic commerce output.
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FIGURE 4.4  Sectoral Shares in GDP (Percent)
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FIGURE 4.5  Share of Domestic Commerce Activities in GDP (Percent)

. I 1 8.
Wholesale & Retail Trade — - 90/ 00%

I [ (.67°
Trans POt & 01 e | — 10l 35’02/

. . I 3797,
O PVt ST e | p— § 30%

I 5 757
Real Bstate e 5 56%

Information & CommuNication e - ).
I 2.86%

Education NN 3.04%
I 2.76%

Finance & Insurance i 1.81%
I 1.839%

4 145%
Accommodation & Food 1 39%

W 2022-23 W 2021-22
Source: Pakistan Economic Survey 2022-23

83



DOMESTIC COMMERCE
I|n

FIGURE4.6  Share of Domestic Commerce Activities in
Domestic Commerce Output: 2022-23 (Percent)
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Source: Pakistan Economic Survey 2023

The number of wholesale and retail establishments in Pakistan

Since the major proportion of the WRT is informal, estimating the number of
establishments in this sector is a challenging task. However, there are some
numbers available based on which the number of WRT establishments in
Pakistan is estimated.

1988 is the earliest year for which the number of WRT establishments is
available as the census of economic enterprises was carried out in 1988.
According to the census, there were 1.0028 million WRT establishments in
Pakistan (PBS, 2005). The number increased to 1.57 million in 2002 (PBS, 2005).

84



DOMESTIC COMMERCE

According to the Pakistan Business Council (PBC) and Consortium for
Development Policy Research’s (CDPR) report on the WRT sector of Pakistan,
there are 2.39 million WRT establishments in Pakistan (PBC/CDPR, 2023).
PBC/CDPR (2023) has based the estimates on the number of commercial
electricity connections in Pakistan.

According to estimates made for the present report, there are 2.66 million WRT
establishments in Pakistan. The projections are based on data collected for this
report and use the estimates of the average number of employees per
establishment to estimate the total number of WRT establishments in Pakistan.

These numbers show that there has been respectable growth in WRT
establishments. The annual average growth rate since 1988 is 4.14%. This
growth rate is greater than the population growth rate (1.36%), lower than the
employment growth (4.83%), and lower than the sector’s output growth (6.50%).
The fact that the number of WRT establishments and employment have grown at
almost the same rate while the sector’s output has grown at a higher rate shows
that the WRT sector is efficient and productive.

TABLE 4.2 Number of Retail & Wholesale Establishments (Million)

Region 1988 2002 2022 PBC 2022 PIDE
Pakistan 1.0028 1.57 RC 2.66
Islamabad n/a 0.01 n/a 0.05
Punjab n/a 0.97 n/a 1.49
Sindh n/a 0.31 n/a 0.66
Khyber-Pakhtunkhwa n/a 0.23 n/a 0.31
Balochistan n/a 0.04 n/a 0.14

s PBS Economic|PBS Economic| PBC/CDPR PLDE SOtC
ouree: Census 2005 | Census 2005 | (2023) c epor
stimates
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Formality in the Wholesale and Retail Sector

Pakistan’s WRT sector is predominantly informal. There are various sources of
informality in the WRT sector, which are summarized in the following table.

Further reasons for informality in the WRT sector are outlined in Box 4.1.

TABLE 4.3 Structure of Informality in the Wholesale & Retail Sector
Business/Establish- | Share in Total | Regulatory Potential Reasons for
ment Type WRT Sector Regime Informality Informality
Under-invoicing;
cash transactions;
Registrati bogus receipts
Tier-1 egistration Low but g . p
required . not registering all
Wholesalers & 8% potentially .
(FBR, SECP, . transactions;
Retailers high . .
etc.) collusion with
suppliers (in the
case of retailers)
Registration
. . No receipts; not
is required .
but very few reporting true
income; no
Non-Tiered 999 are Very high ations brib
. regulation; bribe
Establishments ? registered g .
. to officials;
with the
concealing true
concerned I
authorities sales

Source: Adapted from PBC/CDPR (2023)
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BOX 4.1 Why a Huge Part of the WRT Sector is Informal?

The WRT sector comprises mostly small establishments which lack
knowledge about registration with relevant authorities and departments.

Too many departments and authorities are involved in operating a WRT
establishment, such as FBR, municipal authorities, Labor Department, and
Social Security, among others.

For an average small-scale WRT entrepreneur, documentation requirements
can become, tedious, and confusing. For the record, there are more than 120
regulatory authorities in the federal government alone.

There is a multiplicity of taxes and the cost of compliance has increased.

Some products are treated as both goods and services, so there is confusion
about whether the product is taxed by provincial authorities or federal
authorities because goods are taxed by the federal tax authorities, while
services are taxed by provincial tax authorities.

The tiered taxation system keeps a large segment of the sector in the informal
sector.

It is claimed by the WRT business owners that most WRT establishments do
not file tax returns because of the fear of penalties, adverse action by FBR
officers for claiming refunds of excess amounts paid, and even correct incomes
declared are assessed exorbitantly through audits and other arbitrary actions.

The distinction between a filer and a non-filer encourages non-filers to remain
out of the tax net because they get away with paying higher fees.

The state’s inability to perform its fiscal responsibilities causes distrust in the
state, which deters the establishments from moving to the informal sector.
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e  WRT business owners claimed that accessing formal sector finance is not easy

because of collateral requirements, the unavailability of sector-specific

financial products, and the high cost of borrowing.

e Thereis alack of space availability in commercial areas, which forces most of

the WRT sector to operate on the fringes (see Box 3.2 in Chapter3).

It is not easy to determine the
extent of informality in the WRT
sector, but some estimates can be
used. Using the extrapolation that
there are 2.66 million WRT
establishments in Pakistan, it can be
assumed that only Tier-1
establishments, which are 0.21
million (7.78%), are formal. The rest,
2.45 million, or 92.22%, are in the
informal sector. While 92.22% may
be an overestimated figure,
informality does not only mean not
being registered with different
authorities (e.g., tax, municipal,
regulatory). Those who are
connected to informal suppliers,
despite being registered with
different  authorities, add to
informality in the sector. Some
retailers, for example, those in the
food business, may not be
registered with their regulator.

WHAT IS A TIER-1 ESTABLISHMENT?

A Tier-1 retailer is defined in section
2(43A) of the Sales Tax Act, 1990, to be an
establishment that falls in any of the
following categories:

o A retailer operating as a unit of a
national or international chain of
stores.

e A retailer operating in an
air-conditioned shopping mall, plaza,
or center, excluding kiosks.

e A retailer whose cumulative
electricity bill during the immediately
preceding twelve consecutive months
exceeds PKR 1,200,000

e A wholesaler-cum-retailer, engaged in
bulk import and supply of consumer
goods on wholesale basis to the
retailers as well as on a retail basis to
the general body of consumers.

¢ Avretailer whose shop measures 1000
sg. ft. or more.

Source: Federal Board of Revenue

88



DOMESTIC COMMERCE
il

Moreover, dealing in cash, rather than through formal channels, also adds to
informality. The high cost of non-cash transactions, such as higher withholding
tax on banking transactions for non-filers coupled with the fear of being probed
by the authorities deter the WRT establishments from using non-cash
alternatives.

TABLE 4.4 Tier-1 Establishments (Numbers)

Region Total Establishments | Tier-1 Establishments (PE:;:“]
Pakistan 2,657,715 206,798 7.78
Islamabad 49,837 3,661 7.35
Punjab 1,494,966 150,872 10.09
Sindh 655,419 34,965 5.33
Khyber-Pakhtunkhwa 313,239 14,658 4.68
Balochistan 144,254 2,642 1.83

Source: Estimates based on PIDE State of Commerce Survey. The number of Tier-1
Establishments is taken from the Federal Board of Revenue (unpublished data)

TIER-1 RETAILERS: EXEMPTIONS IN BUDGET 2023-24

In the 2023-24 Budget, some of the Tier-1 retailers who were earlier required to be
integrated with the FBR, have been given exemptions. The Finance Bill proposes to
exclude the following persons from the definition of Tier-1 retailer:

e Retailers transacting business in shops measuring specified covered area (2,000
sg. ft. or more for retailers of furniture and 1,000 sq. ft or more for other
retailers).
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° Jewelers.

As a result of the above, such persons (not falling under any other criteria of Tier-1
retailer) will no longer be required to integrate their outlets with FBR’s computerized
system for real-time reporting of sales.

Source: Federal Budget 2023-24

Taxation in the Wholesale & Retail Sector

Taxation in the WRT sector has always been a subject of discussion because
relative toits size, its share in direct taxes is negligible. At the same time, data on
the sector’s contribution to taxation is very hard to find. The sector-wise share of
direct taxes is not available in every FBR Yearbook. The latest year for which
sectoral data on direct taxes is available is 2018-19, which is presented in the
following table.

TABLE 4.5 Sectoral Shares in Direct Taxes and Real GDP: 2018-19

Sector Net Direct Tax | Share in Direct | Share in Real | Tax Share and GDP
(PKR Billion) Taxes (%) GDP (%) Share Gap
Construction 73.90 5.11 2.78 +2.33
Electricity & Gas 63.94 442 2.25 +2.17
Distribution
Manufacturing 499.30 34.54 12.33 +22.21
Mining & Quarrying 0.58 0.04 2.12 -2.08
Services 350.32 24.23 17.10 +7.13
Transport 31.93 2.21 11.43 -9.22

Wholesale & Retail 42.85

Trade
All Others 382.70 26.48 -- --

Source: FBR Yearbook 2018-19 and Pakistan Economic Survey 2022-23
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Table 4.5 clearly shows that the contribution of the WRT sector to direct taxes in
Pakistan is very small compared to its size. On the other hand, the manufacturing
sector has a 12.33% share of real GDP but contributes 34.54% to direct taxes.
The WRT sector’s gap between its share in direct taxes and share in GDP is
-15.17, the largest among all the sectors reported in the table.

Moreover, taxation compliance in the WRT sector is very low. The following table
shows the sector’s profile vis-a-vis national tax number (NTN) holders and tax
filers.®

TABLE 4.6 Income Tax Compliance in the Wholesale & Retail Sector
Year WRT Estab- | NTN Holders | NTN Holders | Filers Filers Filers
lish-ments | (Numbers) (% of (Numbers) (% of (% of NTN
(Numbers) Establish- Establish- | Holders)
ments) ments)
2002 1,566,722 37,212 2.38 14,984 0.96 40.27
2007 1,471,062 57,985 3.94 22,219 151 38.32
2022 2,657,715 | 457,676 17.22 156,635 5.89 34.22

Source: Ahmed (2012) for 2002 and 2007. Numbers for 2022
are projected based on Ahmed 2012).

As Table 4.6 shows, although the number of NTN holders has increased from the
previous years for which data on the number of WRT establishments is available,
their share as a percentage of total establishments is very low at 17.22%. What is
even more alarming is that the filers as a percentage of total establishment is
even low at only 5.89%. It must be borne in mind that these numbers are
projected (see Footnote 15), which shows that tax compliance is low in the sector.
Although one cannot completely absolve the sector from low tax compliance, the

5 The sectoral data on NTN holders and filers is not available for public use, even for research
purposes. Therefore, using data reported in Ahmed (2012), in this study the numbers of NTN
holders and tax filers in the WRT sectors are projected for 2022. Projections are made using a
non-linear projection method.

91



DOMESTIC COMMERCE

authorities must also equally share the responsibility for low tax compliance in
the sector. The reasons are discussed in Box 4.1 above.

BOX 4.2 Keeping Things Simple: Lessons from Other Countries

Small entrepreneurs including those in the WRT sector, work with limited capital
and technology. Moreover, such businesses have little or no access to formal
credit. In such a situation, meeting tax and labor obligations is complicated for
them. These obligations entail financial costs as well as an administrative burden.
For example, in the case of Pakistan, registered businesses have to deal with labor
department’s rules, EOBI, ESSI, and WWF. Meeting these obligations, in the
majority of cases, is beyond the capacity of small businesses and deters them from
becoming formal entities. In Peru, according to the private sector, labor laws and
legislation are the main obstacles to the formalization of businesses (Schatan et
al.,, 2019).

According to Schatan et al. (2019), modern tax systems take into account the
limitations of small entrepreneurs and seek to establish differentiated regimes for
them. As the entrepreneurs become aware of the system and their compliance
capacity increases, they are gradually exposed to the general tax regime. Such a
system aims to encourage entrepreneurship and innovation to achieve a more
productive economy. In Latin America, most of the countries have tax regimes that
offer differentiated treatment to smaller taxpayers who have smaller productive
and managerial capacities.

In Latin America, tax regimes have been made simpler for small businesses to
reduce compliance costs. The steps include:

e Substitution of various taxes (presumptive taxes, reduced rates);
e administrative policy (simplified accounting, reduced number of payments).

e simplified regimes segment taxpayers based on their size and often replace
the payment of various taxes (usually income tax and VAT) through two
mechanisms:
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« A fixed fee (Argentina, Brazil, Bolivia, Chile, Colombia, Ecuador,
Peru, and Uruguay).

» Rate lower than that of the general regime, usually on the gross
income of the SME.

e Both tax policy instruments are supplemented with administrative measures
that reduce the accounting requirements, the frequency of tax returns, and
payments and that simplify the calculation of the tax burden (Schatan et al.,
2019).

In Brazil, exemptions and reductions of corporate income tax are provided for
businesses in certain less developed areas (Santander, 2023). Moreover, Brazil has
simplified the tax regime for the informal sector by allowing multiple federal,
state, and municipal taxes to be paid via a single collection form. The idea is to
encourage the formalization and improve the performance of micro, small and
medium-sized firms (Coelho, 2021).

DOMESTIC COMMERCE: POLICY ENVIRONMENT

The National Domestic Commerce Policy 2022-24

After the National Domestic Commerce Policy 2020-21, the MoC drafted
another policy, i.e., the National Domestic Commerce Policy 2022-24. Along with
other rules and regulations, this policy document provides or will provide, the
guiding principles for the development of domestic commerce in Pakistan. In the
following, an analysis of the Policy is presented.

The MoC has taken an important initiative in nurturing the development of
domestic commerce, and hence the domestic economy, by formulating a National
Domestic Commerce Policy.
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Do We Need the Policy?

Conceptualizing domestic commerce in this manner negates the piecemeal
approach invariably taken in policymaking, i.e., sectoral policies. It requires
“systems thinking,” seeking key cross-cutting actions to unleash the synergies of
markets, transactions, and cities.

Ideally, the focus of policy should be on making markets work and developing a
legal and regulatory framework that will allow markets to develop and specialize.
This, in turn, would lead to an increasing number of transactions of incrementally
more sophisticated forms.

Denser cities are more productive, richer, entrepreneurial, innovative, creative,
greener, and happier. Domestic commerce is more likely to happen in cities, so
the agenda for any improvement in this area must be closely tied to city
development on the lines of “high-rise, mixed-use, density and walkability.”

A Critical Review of the Policy

A coherent, encompassing policy on domestic commerce in the economy is a
necessary step in developing the sector to its full potential. The National
Domestic Commerce Policy has highlighted laudable steps for developing the
sector. However, the policy can benefit from considering the following issues.

The first thing that attracts attention is that there are too many objectives
outlined in the Policy, which makes it an ambitious document. A policy should be
sharp and focused and not a wishlist. It may be advisable to streamline these and
possibly list the priority areas of the policy as well.

The Policy gives the impression that textiles are the only industry/sector of
relevance in the economy. There is more to the economy than just textiles. It
would be better to consider the needs and demands of key contributors to the
national economy, including textiles, ICT, and the engineering sector (for
example) as they have competing needs.
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Enabling a conducive business environment

One of the objectives of the policy - business enablers - is important because
these enablers, such as logistics, are an integral part of the development of
domestic commerce and markets. Therefore, these should be treated as unique
parts of domestic commerce that need to be developed. Efficient use will be
made of these when they are opened to the private sector (market and not the
government) and allowed to develop through competition.

Moreover, the key underlying bottlenecks to improving the business
environment, as spelled out in the PIDE RAPID Growth Strategy must be
addressed. For example, Pakistan has not been successful in improving access to
credit. Credit is an important part of any business, but it is not readily available
for small businesses. The policy should propose a mechanism for easy availability
of credit to small businesses.

Contract enforcement and investor rights

Businesses fail due to a lack of protection for minority investors. Weak contract
enforcement is a major hurdle in encouraging economic activity in the country.
The policy must cover this aspect and suggest a clear and easy policy intervention
in this regard. Haque (2006, 2011) has already provided the reform direction of
“Secure Legal Rights and Regulatory Environment.”

The domestic commerce policy must focus on building the institutional capacity
of Federal and Provincial departments of the government that deal with
domestic commerce, rather than the entire government. This is even more
pertinent after the 18th Amendment and the devolution of many functions of the
state from the federal to the provincial level.

Haque (2007) suggested making domestic commerce pro-poor by allowing the
poor some space for entrepreneurship in all Pakistani cities as well as in all the
best areas in Pakistani cities. Currently, none of the fancy markets, like Liberty in
Lahore, Super Market in Islamabad, or the Defense Market in Karachi, have any
space for poor entrepreneurs. Bangkok and Singapore found space, why can't we?
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Along with opportunities for the poor, there is a need to generate employment
for the country’s growing youth bulge. Domestic trade and commerce promotion
offers this venue. The domestic commerce policy must be geared towards
encouraging and facilitating all entrepreneurs. The relevant ministry can provide
actionable and realistic policy interventions for successful gender
mainstreaming of domestic commerce.

The draft policy does not specifically address the development of the domestic
financial market. This would be essential for the further development of
domestic markets and enabling businesses to engage in technology upgradation.

Transport, storage, and warehousing

The Policy rightly emphasizes the importance of storage and warehousing.
However, historically storage and warehousing has been an area that has
received only peripheral attention. Moreover, the private sector has a limited
role and presence at best in Pakistan and must be developed through
competition and private sector involvement.

Transportation, storage, and warehouses are the bedrock of the development of
domestic commerce. The Policy has identified the sector as one of the priority
areas. However, Axle Load Regimes are implemented by Asian Highway Network
member countries and Pakistan does not conform to regional norms means we
are excluding ourselves from such initiatives.

Similarly, rail transport is widely accepted as being more economical if railways
can be modernized. Developing the railway network and allied infrastructure will
in itself encourage domestic commerce.

The policy should emphasize the development of a local railway network to allow
more cost-effective transportation of goods. Intra and intercity mass
transportation systems (bus and rail) need to be developed further to reduce
pollution and congestion, as well as the demand for POL imports. Development
of access roads and networks for such systems will also be required so they can
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be utilized to their full potential. These can also serve as a venue for domestic
retail and a source of additional revenue generation.

Competitiveness and productivity

One of the objectives of the policy is to enhance the competitiveness of
enterprises. However, firms improve their competitiveness by increasing
productivity and lowering costs. The focus should be on providing infrastructure
(uninterrupted power, roads, water etc.), enabling R&D, and providing policy
consistency and continuity. Similarly, the Policy emphasizes international trade.
In this regard, the prime focus of the Policy should be on domestic trade and
commerce first, and international trade second

Uniformity in costs

The objective of ensuring uniformity in costs is perhaps beyond the scope of the
policy. Typically, costs are not a concern of policy. That entails interfering in the
market, which creates inefficiency and costs in itself. Predictability should be
ensured by promoting transparency and access to information regarding pricing
and the market for inputs. Leave pricing to demand and supply. However,
distortions that are a result of policy, such as industry-specific incentives,
subsidized energy tariffs for specific sectors, etc. need to be removed to provide
alevel playing field for all the players.

Real estate

The Policy rightly has identified real estate as the key area of domestic
commerce. This is a market that must be developed as such with transparency
and access to information and in this regard, priority given to the modernization
of zoning is a step in the right direction. However, in Pakistan, especially in
Islamabad, zoning laws have anti-high-rise building construction and
anti-mixed-use buildings bias. PIDE has been arguing for changing the zoning
laws for a long now. For example, Haque (2011) has argued that for the
development of domestic commerce and economic growth urban management
and zoning need to be revisited. The study also highlights excess demand for
affordable retail and office space and a low level of business sophistication.

91



DOMESTIC COMMERCE

Taxation

While having a one-window facility is convenient for tax filing, etc., the real issue
is that if the documentation requirement is also not reviewed and streamlined,
the problems would remain. In this regard, PIDE Growth Strategy (2021) has
suggested a regulatory guillotine to reduce the regulatory burden on the
economy.

Improvement of quality control and testing is essential for enhancing
competitiveness. Private sector involvement in this area must be explored and
enabled (under the guidance of the Ministry of Science and Technology), to
reduce the burden of testing on the government. Currently, there are very few, if
any, internationally accredited testing facilities in Pakistan.

The wholesale and retail sector

The policy suggests using goods inventory as collateral and preferring loans.
However, it can lead to the indenture of businesses and dampen commercial
activity and banks will prefer to finance businesses where they have assured a
return. For businesses unable to pay the loan, what will the banks do with the
goods inventory? It would be better to explore other financing options, such as
transferring ownership of the assets to the bank till the loan can be paid off.

While meeting international standards is important to compete in the global
market, initially, it is likely to involve greater costs. In the first stage, it would be
better to focus on improving competitiveness, efficiency and productivity, and
meeting international standards as a secondary/advanced goal.

Local brand development

Local brand development is an important aspect of any strategy to promote
domestic commerce and, later on, exports. To this end, interaction between HEC,
ORICs andindustry needs to be strengthened through the MoC as academia and
software houses are by and large aware of international developments.
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Skill development

For skill development, the training provided by the institutes must be in line with
the current requirements of the economy to meet the existing demand and must
also beinline with emerging global trends so a modern workforce can be created.
A major hindrance for businesses is that the graduates in the market do not have
the skills that are required on the job and the businesses have to expend time and
resources to train them.

Development of e-commerce

The Policy envisages giving special preference to various sectors, such as
e-commerce. However, it must be noted that offering special preferences often
creates distortions in the economy, for example, in the automobile industry.
Therefore, the costs and benefits must be weighed.

Strategy contour

The Policy mentions the Market Reforms Strategy. In this regard, the focus areas
can include sensitizing small city and town administrations to the importance of
domestic commerce. Haque (2007) suggested making domestic commerce
pro-poor by allowing the poor some space for entrepreneurship in all Pakistani
cities as well as in all the best areas in Pakistani cities.

Currently, none of the fancy markets, like Liberty in Lahore, the Super Market in
Islamabad, or the Defense Market in Karachi, has any space for poor
entrepreneurs. Why can other countries have the equivalent of khokhas and
rehris while in Pakistan the activity is discouraged or sidelined?

Will the new policy achieve its goals?

National Domestic Commerce Policy is an excellent attempt by the government
to encourage the development of domestic commerce under a holistic
framework. Nonetheless, the policy will only achieve its goals if lessons and
insights from existing research and analysis are incorporated into the draft. The
draft policy should also encourage:
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e The use of professional urban management that is sensitive to the
mixed-use city center and commercial development.

¢ A mindset that favors commercial development and middle-class housing
over single-family homes for the rich.

e The removal of commercialization fees that penalize commercial
development.

e Privatization of city center land and making large tracts of land available
for mega commercial projects that include hotels, shopping malls, office
space and flats.

e Taxsystem reform and harmonization at the federal and provincial levels.

¢ Improved and even alternative dispute resolution systems.
Shops and Establishment Acts

In Pakistan, including Islamabad, the rules and regulations applied to retail and
wholesale establishments are enforced by the respective municipal corporations
and development authorities. In the case of it is Islamabad Metropolitan
Corporation (IMC) and the Rawalpindi Metropolitan Corporation (RMC) in the
case of Rawalpindi. However, the businesses located in cantonment areas are
overseen by the respective cantonment boards, e.g., Rawalpindi Cantonment
Board in Rawalpindi.

The rules and regulations applied to the retail are based on the Shops and
Establishment acts of respective provinces. While looking at these acts, one thing
becomes evident which is that even though these provincial acts are dated
differently, they are almost identical, which shows that all these acts are essentially
the West Pakistan Shops and Establishment Act, with minor changes, such as the
vaccination of the owner and employees after the COVID-19 pandemic.

These acts deal primarily with the registration of establishments, maintenance of
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registers, and definitions of holidays, etc. For example, regarding the closure of
business at least one day during the week, the Punjab Shops and Establishment
Ordinance 1969 says that “The choice of a closed day shall rest with the
employer, who shall intimate such choice to the Inspector appointed under
section 25 of this Ordinance.” However, as it is clear from business practices, such
apracticeis rarely followed and most of the businesses remain open seven days a
week. That shows the weak implementation of even the dated rules and
regulations.

In Islamabad, getting a trade license to run a retail or wholesale business
involves the following steps:

e Find a suitable location for your business and prepare a lease
agreement for the business (i.e., retail, etc.).

e Prepare documents.

e Permission to display a signboard.

e Apply with the relevant authority.

e Wiait for inspection.

e Processing at the metropolitan municipal authority.

o Getthelicense.

The whole process takes a considerable amount of time, which incurs
opportunity cost in addition to monetary costs on the businessman starting
a new business. For example, in Islamabad, it takes an average of 5.3
months to complete, and the monetary cost associated with getting a trade
license and registration is PKR 80,185. In the case of Islamabad, the trade
license is processed by Islamabad Metropolitan Corporation (IMC) but the
application has to be submitted to the Capital Development Authority
(CDA).

Source: PIDE Sludge Audit Volume 1 (2022)
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Other Departments and Authorities

Other than dealing with the local authorities, the establishments in the organized
retail and wholesale sector must comply with other rules and regulations and be
registered with the following departments/authorities:

e Labor laws in case the establishment employs workers other than the
owner (provincial authority).
¢ Employees Old-Age Benefits Institution (EOBI) (federal authority).

« Retailers and traders must pay which includes the Employees’
Old-Age Benefits Institution (EOBI) contribution.

¢ Social security of employees (Employees Social Security Institutions, such
as Punjab ESSI, which is a provincial authority).
¢ Taxation (federal and provincial authorities).

» Inaddition to income tax and sales tax, the traders have to pay a
professional tax collected by the Excise and Taxation Departments.

e Sectoral regulations relevant to the line of business (e.g., food authority in
the case of a restaurant or an eatery, which is a provincial subject).

» Aseparate fee is charged by the relevant authority to issue and renew
the license to operate the business.

e Consumer protection (provincial authority).

¢ Signboard (municipal authority and cantonment board).

» Thesignboard fee is paid according to the size of the shop and the size
of the signboard, hoarding, etc.

e Lease and rent (provincial authority).

e Stamp duty (on all contracts agreements, which is a provincial authority).
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TABLE 4.7 Rules & Regulations Applicable to Organized Retail Sector
Business -
Catego Jurisdiction Law
Area sory
Labor Sindh The Sindh Shops &
Commercial Establishments
Act, 2015
Punjab The Punjab Shops and
Establishments Ordinance,
1969
KP The Khyber Pakhtunkhwa
Shops and Establishment Act,
2015
Islamabad West Pakistan Shops &
Establishment Ordinance,
1969
Retail Employees Old Balochistan The Balochistan Shops and
Age Benefits Establishments Act, 2021
Outlets
Social Security Federal Authority | EOBIACT, 1976 and
amendments
Consumer Provincial e.g., The Punjab Employees'
protection Authorities Social Security Ordinance
Sindh The Sindh Consumer
Protection Act, 2014
Punjab The Punjab Consumer
Protection Act, 2005
Kp K-P Consumer Protection
Act, 1997
Islamabad Islamabad Consumer

Protection Act, 1995 & 2011
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Balochistan

The Balochistan Consumer
Protection Act, 2003

Signboard

Provincial/Munici-
pal Authorities/-
Cantonments

e.g., Punjab Outdoor
Advertisement & Signboard
Policy, 2013

Trade licence/mu-
nicipal by-laws

Provincial/Munici-
pal Authorities/-

e.g., Islamabad Trade Licence
& By-Laws

Cantonments
Lease/rent Provincial e.g., The Punjab Rented
regulations Authorities Premises Act, 2009

Taxation on the

Federal Board of

Sales Tax Act w.r.t. POS

customs duty, etc.

sale and purchase | Revenue Integration (applicable only

of goods to Tier-1 Retailers)

Taxation on the Provincial i.e., businesses receiving a

sale and purchase | Authorities service must also register and

of services file returns

Stamp dutyonall | Provincial The Stamp Act, 1899
General contracts/agree- | Authorities

ments

Income taxes, Federal Board of | The Income Tax Ordinance,

Revenue

2001

Source: Courtesy Chain Stores Association of Pakistan

THE SIZE OF DOMESTIC COMMERGE IN THE TWIN CITIES

To measure the kind of trade taking place in the domestic market, a mapping of all
the major markets in the twin cities was conducted. The outlets mapped were
then classified into 32 categories based on the nature of the business. The key

highlights of this exercise are:

e There are 49,873 outlets in the twin cities.
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e Garments and clothing, automobiles, and food outlets constitute around
39% of the twin cities’ WRT activities.

TABLE 4.8 Composition of Domestic Commerce in Twin Cities (Percent)

Category Persc;:rt:ge Category Perscl:a:rt:ge
Garments and Clothing 13.97 Meat 1.56
Automobile 13.39 Toys and Gifts 1.33
Food 11.61 Banks 1.21
Others 9.46 Photography 0.86
Grocery 7.27 Sports 0.76
Electronics and Electrics 3.99 Cigarettes and Vapes 0.74
Footwear 3.98 Opticians 0.70
Real Estate 3.53 Goldsmith 0.63
Saloon 3.18 Rent-a-Car 0.63
Hardware 3.04 Courier and Post 0.57
Medical 2.79 Travel Agency 0.57
Mobiles 2.78 Cobbler 0.51
Computer and ICT 2.61 Construction & Allied 0.50
Furniture 2.53 Consultancy 046
Tailor 2.20 Locksmith 0.44
Books 1.81 Pan Shop 0.36

Source: PIDE State of Commerce Survey

Category-wise numbers of WRT establishments in the twin cities are presented
in Table 4.9.
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I'H
TABLE 4.9 Composition of Domestic Trade in the Twin Cities (Numbers)
No Category and Qutlets No Category and Outlets
" | Sub-category (Nos.) " | Sub-category (Nos.)
Garments and Clothing | 6,968 Medical 1,392
1 Garments 1,684 11 Medical Stores 797
Clothing Shops 1,360 Clinics 451
Stalls : 1,938 Hospitals 144
Automobllg Shop 6,680 12 | Mobile Shops 1,387
5 CMec\:/f\m/anlhcs 4.025 Computer and ICT 1,303
ar yvas 367 13 Computer and Laptop| 896
Battery Shops 712 Trelated 207
Auto Décor 1,576 .

Food 5791 Furniture 1,262
Restaurants (includ- 2,604 14 Ilzurnlture ggz
ing pizzerias) oam
Naan Shops 767 Wood and Plywood 310

3 - 15 | Tailors 1,095
Juice Corners 986 16 | Booksh é04
Vendors (samosa, 1,008 ookshops
fries, chaat, etc.) 17_| Meat Shops 777
Bakeries 126 18 | Toys and Gift Shops 663

4_| Others 4720 | [ 17 |Banks 604

Grocery Stores 3.624 20 | Photo Studios 431

5 Kiryana Stores 1,686 21 S[?orts Shops 380
Cash-and-carries 321 5o | Cigarette and Vape 368
General Stores 1,617 ShoPS

6 Electronics and Electric | 1,991 23 | Optical Shops 351

Stores 24 | Goldsmiths 316

7 | Shoe Shops 1,986 25 | Rent-a-Car 312

Real Estate 1,763 26 | Courier and Post 284
Developers 200 28 CObeerS 255
Marketing Agencies 201 g | Construction (cement, 250

Salons 1,586 bricks, etc.)

9 Barber Shops 809 30 | Consultancies 230
Beauty Parlors 777 31 | Locksmiths 220

10 | Hardware Stores 1,515 32 | Paan Shops 182

Total | 49,873
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Mapping based on different zones indicates that in Islamabad Zone-| (F-6 to F-14,
G-5to G-14, H-8 to H-13, and I-8 to I-13) and Zone V, (DHA, Bahria Town, PWD
Housing Schemes, etc.) food-related outlets constitute a major share. In the case
of Zone IV (Bani Gala, Bahria Enclave, Rawal Town, Shahzad Town, etc.), grocery
stores lead the domestic trade. In Rawalpindi, automobile outlets top the list. ¢

TABLE4.10  Location of Commercial Activity in Twin Cities (Percent Share)
No. | Category Islamabad Rawalpindi
Lone-| Lone-IV Lone-V
1 | Garments and Clothing 8.62 7.87 8.92 9.42
2 | Automobiles 6.75 4.89 3.57 11.66
3 | Food 9.80 8.49 10.18 5.26
4 | Grocery Stores 3.43 9.24 412 3.73
5 | Electronics and Electric Stores 1.33 2.04 1.64 3.52
6 | Shoes 2.21 2.38 1.73 2.91
7 | Real Estate 3.30 1.85 3.98 1.53
8 | Salon 1.66 2.39 3.54 1.81
9 | Hardware Stores 2.31 1.97 0.89 1.92
10 | Medical Stores etc. 2.31 1.52 2.78 1.41
11 | Mobile Shops 2.07 2.39 1.26 1.49
12 | Computer and ICT 2.09 1.09 0.95 1.77
13 | Furniture 1.11 1.46 1.30 1.98
14 | Tailors 1.78 141 1.30 1.21
15 | Bookshops 0.60 0.60 1.14 1.65
16 | Meat Shops 0.87 1.06 1.16 1.00
17 | Toys and Gift Shops 0.42 0.42 1.36 1.13
18 | Banks 1.10 0.41 2.05 0.50
19 | Photo Studios 0.69 0.46 0.69 0.48
20 | Sports Shops 0.32 0.28 1.01 0.55
21 | Cigarette and Vape Shops 0.21 0.14 1.02 0.62
22 | Optical Shop 0.48 0.42 0.67 0.40

16 A GIS-based mapping was also attempted using open-source data. However, open-source GIS

mapping did not give accurate numbers, which was verified by sending survey teams to different

markets
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] |
23 | Goldsmiths 0.33 0.42 0.61 0.40
24 Rent-a-Car 0.68 0.29 0.31 0.31
25 Courier and Post 0.44 0.10 0.37 0.42
26 | Travel Agencies 0.53 0.34 0.67 0.23
27 | Cobblers 0.43 0.30 0.25 0.30
28 | Construction (cement, 0.49 0.53 0.19 0.18
bricks, etc.)
29 | Consultancies 0.62 0.24 0.15 0.17
30 Locksmiths 0.35 0.15 0.20 0.31
31 | Pan Shops 0.14 0.16 0.44 0.27
32 | Others 5.70 8.25 3.96 5.79

Source: PIDE State of Commerce Survey

AN ASSESSMENT OF DOMESTIC COMMERCE IN THE TWIN CITIES

To assess the domestic market based on
different aspects, a detailed survey was
carried out. The objective was to
enumerate  different aspects of
domestic commercial activities in the
twin cities. The
collected from respondents from the
subcategories shown in Table 4.8. The
survey covered approximately 500
outlets and a category-wise detail of the
outlets covered is presented in Table 4.7
while Figure 4.7 contains category-wise
percentage distribution.

information was

Size of Qutlets

WHOLESALE & RETAIL SURVEY IN TWIN
CITIES

The survey was based on convenience
sampling because of the reluctance of
establishment owners to share
information. It is a known fact that in
Pakistan, collecting information from
businessmen, whether in the formal
sector or the informal sector, is one of
the biggest challenges. Businessmen
are especially reluctant to share
financial information as well as the
number of workers they employ. The
reason is the fear and mistrust of the
taxation authorities and labor
department.

The size of an establishment has been classified based on the size of the shop. A
retail outlet having a shop size of less than 125 square feet (sq. ft.) is classified as
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small, 125 to 300 sq. ft. as medium, and above 300 sq. ft. as large.

FIGURE 4.7 Size of Retail Outlets in the Twin Cities (Percent)

Rawalpindi Islamabad
6%
»
® Small ® Medium = Large ® Small ® Medium = Large

Source: PIDE State of Commerce Survey

Years of Operation

The age of an outlet was determined by asking for the number of years an outlet
was operational. Three categories were identified based on the years of
operation. Only one-third of the surveyed outlets were operational for more than
10years. In the case of Rawalpindi, all three categories (small, medium, and large)
had almost the same share. In Islamabad, young outlets constituted around 47%
of the outlets.
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FIGURE 4.8  Number of Years in Operation (Percentage)

3

B [to5Year ® 5to 10 Year ® 10 or more Year

Source: PIDE State of Commerce Survey

FIGURE4.9  Number of Years in Operation: Islamabad & Rawalpindi (Percent)

46.7%
33.1% 33.9% 33.6% 33.1%
I I I I I
1to5 Year 5to 10 Year 10 or more year

M [slamabad M Rawalpindi

Source: PIDE State of Commerce Survey

The size of an establishment is also related to the age of the establishment. The
figure below clearly shows that as the age of an establishment increases, its size
also increases. Although the information on the size when the business was
established is not available, the results are indicative of a positive relationship
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between the size and years of operation.

FIGURE 410  Years in Operation and the Size of the Establishment (Percent)

Small 47.6% 23.4% 29.0%
Medium 35.9% 28.2% 35.9%
Large 33.3% 4.8% 61.9%

M 1to5 Year M 5to 10 Year ™ 10 or more Year

Source: PIDE State of Commerce Survey

According to the figure above, 61.9% of the establishments surveyed that are 10
years or older are large. This shows that although there are many constraints to
the growth of WRT establishments in Pakistan, with time an establishment’s size
grows. It could be due to a variety of reasons including learning the tricks of the
trade, i.e., trust development with the suppliers, informal creditors, and the use
of informal credit channels, such as rotating saving and credit association
(ROSCA), colloquially known as the “committee system.”

Ownership Status

The majority of the respondents in our survey did not own outlets, i.e., most of
the establishments were operating in rented spaces. Still, a sizeable number, i.e.,
35%, owned the shop in which they were operating the business.
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FIGURE 4.11  Ownership Status: Owned or Not Owned (Percent)

Overall

M Owner M Not Owner

Islamabad Rawalpindi

B Owner B Not Owner B Owner B Not Owner

Source: PIDE State of Commerce Survey

Sole proprietorship

Domestic commerce in the twin cities is mostly based on sole proprietorship and
only 20% of the surveyed establishments were not operating as sole proprietors.
The trend of a sole proprietorship is almost the same across all sizes, as can be
seen in Figure 4.12 below. While sole proprietorship has its advantages such as
fewer legal requirements, lower tax rates or even tax evasion, maintaining
informality to avoid regulations and complete control over the operations, there
are certain disadvantages as well. The disadvantages include limited availability
of capital to expand the business, dealing with suppliers and wholesalers alone,
maintaining records and inventory, and shutting down shops to visit suppliers.
This is one of the reasons that the businesses in the WRT sector do not grow
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because after reaching a certain size, it becomes difficult to invest capital to
expand the business. However, interviews and FGDs revealed that entering into
a partnership has its drawbacks, such as conflict resolution because contract
enforcement is weak in Pakistan and the majority of businesses, or individuals,
for that matter, avoid going into litigation due to high time and pecuniary costs.

FIGURE 412  Proprietorship Status: Sole Proprietorship (Percent)

Overall

W Yes W No
Islamabad Rawalpinidi
12%
B Yes W No B Yes M No

Source: PIDE State of Commerce Survey
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FIGURE 4.13  Size of the Outlet and Proprietorship Type (Percent)

Small 86.1% 13.9%

Medium 5.3% 23.7%

Large 85.7%

M Sole Proprietorship M Not Sole Proprietorship

Source: PIDE State of Commerce Survey

Number of Employees and Wages

The average number of employees is 4 per outlet in the twin cities, with a
minimum of no employees and a maximum of 120 employees.

FIGURE 414  Number of Employees: Frequency

|“||IIII Biml lmliio

10 12 13 14 15 16 17 20 22 25 50 70 90

Frequency

Source: PIDE State of Commerce Survey
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The average number of employees across categories is presented in Figure 4.15.

FIGURE 415  Average Number of Employees: Category-Wise (Numbers)

|

Construction (cement,... =———— s s——
|
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Meat Shop
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(9]

Hardware Store

W W

Shoe Shop
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98]
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—_
(=)

B o

Garments and Clothing

Source: PIDE State of Commerce Survey

The average monthly wage paid was PKR 23,905 overall. The city-wise
breakdown shows that the average monthly wage was PKR 23,942 in Islamabad
and PKR 23,812 in Rawalpindi. However, the minimum monthly wage paid was
PKR 3,000 and the maximum was PKR 50,000.

The common method to pay monthly wages was in cash as 68% of the workers in
the WRT sector were paid in cash, whereas only 7% were paid monthly wages
through banks or e-wallets. In addition to monthly wages, some of the
establishment owners also stated that they incurred approximately PKR 10,000
monthly cost per employee to cover, in some cases, accommodation, daily meals,
and travel costs.
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Utility Charges

To assess the utility charges paid by each outlet, we focused on expenditures on
gas, electricity, generators, and water.

TABLE 4.1 Average Monthly Expenditures: Gas (PKR)
Region Expenditures

Overall 103,954

Islamabad 111,623

Rawalpindi 45,475

Source: PIDE State of Commerce Survey

FIGURE 4.16  Size of the Outlet and Average Monthly Expenditures: Gas (PKR)

Rawalpindi 36,667 25,000

Islamabad 48,828 175,727

Total 48,828 159,040 25,000

M Small ® Medium ¥ Large

Source: PIDE State of Commerce Survey

TABLE4.12  Average Monthly Expenditures: Electricity (PKR)

Region Expenditures
Total 49,615
Islamabad 65,730
Rawalpindi 14,104

Source: PIDE State of Commerce Survey
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FIGURE 4.17  Average Monthly Electricity Expenditures According to Size (PKR)

9,624 /- 15,168
Rawalpindi 50,000

Islamabad 55,026 134,267

Total 42,076 : 110,190

B Small B Medium ¥ Large

Source: PIDE State of Commerce Survey

TABLE 413  Average Monthly Expenditures: Water (PKR)

Region Expenditures
Total 24,192
Islamabad 26,039
Rawalpindi 2,400

Source: PIDE State of Commerce Survey

FIGURE 4.18  Monthly Water Expenditures According to Size (PKR)

Rawalpindi () T HT/ )

Islamabad 3,496 5,050

Total 3,496 3,780 )

B Small B Medium I Large

Source: PIDE State of Commerce Survey
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TABLE 414  Average Monthly Expenditures: Generator (PKR)

Region Expenditures

Overall 24,192

Islamabad 26,039

Rawalpindi 2,400

Source: PIDE State of Commerce Survey
TABLE4.15  Average Monthly Expenditures: Other (PKR)

Region Expenditures

Total 24,192

Islamabad 26,039

Rawalpindi 2,400

Source: PIDE State of Commerce Survey

Sale Revenues

Sales and revenue figures reported by WRT establishments are not reliable
because of underreporting. For this reason, the figures reported by respondents

have been relegated to Appendix 4A.

The average monthly sale revenues based on the survey data collected is PKR
85,883 in twin cities. Across cities, Islamabad reported average monthly sales of
PKR 98,474, while in Rawalpindi it is PKR 55,362. These figures, when compared
with other costs, such as rent and utility bills, clearly show that these figures are
underreported. These figures are reported in Tables 4.11- 4.15 and Table 4.20.
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REPORTED SALES AND REVENUE FIGURES: A CAVEAT

Collecting reliable estimates from business entities in any sector in Pakistan,
especially the sector that is characterized by various forms informality, about the
sales revenue is a daunting task. The reluctance to share sales and revenue numbers
emanates from the mistrust between businesses and the government. The
entrepreneurs see it as the perceived threat from FBR and other regulating bodies.
The businesses think that the government tries to elicit revenue through stealth
means to impose taxation. A report by the State Bank of Pakistan (SBP, undated) also
faced the same problem. Due to these reasons, a few respondents refused to respond
to sale-related questions. Even though the majority provided some figures, these
figures are understated as the expenditures on utilities, wages, and other expenses
overshoot the revenues reported by retailers and wholesalers.

Therefore, to get plausible estimates of an average WRT establishment, it is
assumed that an average WRT’s gross margin is 20%. Based on this assumption,
the profit/loss estimates are presented in Figure 4.20 and Figure 4.21. According
to the estimates based on the assumption of a 20% gross margin, small, medium,
and large establishments earn a profit of PKR 112,197, PKR 71,412, and PKR
132,000, respectively. These estimates are still on the lower side but it gives an
idea that the majority of WRT establishments’ finances are in the black. As shown
in Figure 4.21, the slightly higher profit based on reported costs and revenues
than estimated profit for large establishments implies that larger establishments’
profit margin is higher than smaller establishments’ profit margin.
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FIGURE 4.19 Total Costs and Sale Revenues: Reported vs. Estimated (PKR)

Rs 428,471
Rs 357,059
Rs 132,000
133,333
Rs 112,197 Rs 110,00
Rs 93,497
64,040
I 38,165
Small Mediun Large

M Total Cost M Reported Sale Revenue I Estimated Sale Revenue

Source: PIDE State of Commerce Survey

FIGURE 4.20 Profit/Loss: Reported vs. Estimated (PKR)

Rs 71,412
Rs 18,699 Rs 23,333 Rs 22,000
- . s =
mall ediun Large
-Rs 55,333

-Rs 293,019
M Profit/Loss (reported) M Profit (estimated)

Source: PIDE State of Commerce Survey
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Taxation

When asked about taxes paid, around 70% of respondents stated that they do
not pay any tax, while 13% responded that they pay income tax.

TABLE 4.16  Types of Taxes Paid (Percent Responses)
Tax Percentage Who Pay
Income Tax 13.1%

Sales Tax 10.3%
Municipal Tax 6.8%
None 69.7%

Source: PIDE State of Commerce Survey

Based on data collected from the respondents who pay taxes, the average annual
tax payment is around PKR 1.3 million per outlet.

TABLE 417  Amount of Taxes Paid (PKR)
Range Amount
Average (Annual) 1,316,333
Minimum 2,000
Maximum 25,000,000

Source: PIDE State of Commerce Survey

Across categories, medical-related outlets are the highest tax-paying category.
Finances and Financial Transactions
Informal credit

To manage financial constraints and build up savings, the common practice is
using informal credit, such as loans from family and friends. However, in the WRT
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sector, an important source of finance is ROSCA schemes, commonly known as
the “committee system.” The average daily contribution, as reported by
respondents, was around PKR 1,500. Around 55% of the business owners stated
that they participated in ROSCA schemes, while 41% noted that they did not
participate in these schemes.

FIGURE 421 ROSCA Participation (Percent)

W7
No . 53%
., 59

I 29%
Yes I 7%
I, 4190

Do You Participate

I 55%
No I—— 40%
I, 5%

- ENQ
Yes H—— 60%
I, 5570

Do You Have ROSCA

M Rawalpindi @ Islamabad M Total

Source: PIDE State of Commerce Survey

Rotating saving and credit association

ROSCA is quite prevalent in retail and wholesale. The size of a committee
payment, i.e., the amount that a member of the committee gets in their turn,
varies between PKR 200,000 and PKR 10,000,000. The period in which a cycle of
the committee is completed is usually between 10 months to a maximum of 24
months. According to Klls and FGDs, approximately, 45% to 55% of the WRT
establishment owners in the twin cities participate in a ROSCA. Almost every
commercial market has its own ROSCA.
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Participation

It must be noted that not everyone can participate in the committee because
there is a risk that a member might default. Therefore, the participants are
selected through references and guarantees of the established members, and
only those traders are selected who are established, are financially solvent, and
enjoy a good rapport with their fellow traders. Having said that, ROSCA is the
major source of finance for established businesses in Rawalpindi.

‘Boli committee’ (auction ROSCA)

There is aninteresting variation of the committee system, which is quite common
among the traders, which in local jargon is called ‘boli” committee! In this system,
the trader who initiates the committee gets the first payment. The size of the
committee is usually PKR 2,500,000. In subsequent months, the committee is
auctioned. Whosoever needs the cash the most offers to “buy” the committee at
the lowest price, say, PKR 2,200,000. The forfeited amount, i.e., PKR 300,000 in
our example, is kept aside as income earned. In the next auction, the buyer bids to
buy the committee at, say, PKR 2,300,000. The amount forfeited, i.e., PKR
200,000 is again kept aside. Th