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Macroeconomic constraints on

private sector investment in Pakistan
Robert E. Looney

Department of National Security Affairs. Naval Postgraduate School, Monterey,
California 93943 USA

Abstract
The purpose of this paper is to assess the manner in which the Government's
fiscal polices affect the willingness of the private sector to invest, especially in
the all-important manufacturing sector. Using an optimal control analysis to
examine alternative fiscal packages, it is shown that proper economic
management can return the country to a high growth path while avoiding many
of the imbalances that have characterized recent economic performance. This
analysis suggests that deficit reduction must be the key element in any future
policy package.

1. Introduction

The recent economic difficulties facing Pakistan -widening fiscal and
current account deficits, growing foreign debt burden, and slowing growth
rates- have led to a fundamental assessment of the country's adjustment and
development strategy. Specifically the sentiment in economic and policy
making circles has shifted against large-scale government intervention and
toward greater reliance on the market in the allocation and use of resources
(Kahn and Reinhart, 1990: 19).

Conventional wisdom is that the way to prosperity, as represented by a
sustained higher rate of economic growth requires stable and conservative
macroeconomic policies, liberalization of the goods and factor markets,
greater flexibility in the financial system, and an enhanced role for the private
system in economic activity.
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Even if it can be assumed that an increase in private investment, other
things being equal, has an unambiguous positive effect on output, it is still
necessary to establish how private investment in Pakistan is determined -in
particular, what variables systematically affect it- before one can evaluate the
influence that government can exercise over private investment decision. The
purpose of this paper is to undertake this examination, particularly as it I
pertcains to private sector investment in manufacturing. ' • '.

Ultimately our objective is to integrate the private investment decision
into a macroeconomic forecasting model. In turn this model witl be used to
assess the manner in which the Pakistani economy might evolve under
alternative policy packages. The philosophy underlying this approach stresses -"
the importance of examining private sector investment in the context of the
government's overall development and budgetary strategies.

2. Macro-imbalances

Although Pakistan's growth performance during the 19805 was healthy
(averaging more then 6% per annum), and inflation, while fluctuating
considerably was generally moderate (averaging 7% per annum), the
increasing macroeconomic imbalances, growth of public sector deficits and
indebtedness, and underlying structural weaknesses convinced the
Government that without corrective action the economy's growth performance
could not be sustained. Accordingly, in early Fiscal Year 1989 (FY89) the
government embarked on a macroeconomic structural adjustment program
which has been implemented more or less continuously up to the present
time.

The Government realized that the economy's main weaknesses were: (i)
low savings and investment rates, particularly in the public sector, (ii)
structural rigidities and distortions in the incentive system, which reduced
efficiency and depressed economic activity, and (iii) limited progress in
education, health and nutrition. Among the most important issues to be
addressed through the reform effort were the following:

a. Fiscal Policy. Pressure the fiscal accounts increased during the 1980s
and the budget deficit reached an uhsustainable 8.5% of GDP in Fiscal Year
1988 (FY88). One factor behind this deterioration was stagnant public
revenues heavily dependent on trade taxes and inelastic domestic taxes.
Despite the growing deficits, t;xpenditures to build, and maintain and operate
key development program/projects in the social sectors and infrastructure
were inadequate. Non-development expenditures, in particular interest

~.'

'"






















































