Devolution and development
By Shahid Javed Burki

DEVOLUTION of government authority from the federal and provincial levels to the organs of the state at the lower levels — levels that are closer to the people — is one of the more innovative policy reforms to date of the Pervez Musharraf presidency. Will this be a lasting legacy of the general’s rule and will it help to address the economic needs and political aspirations of the majority of the country’s population? The answer to this question will depend upon a number of things — on the answers to a number of follow-up questions.

Why should devolution of authority receive the full attention of the state and the citizenry if some of society’s more intractable problems are to be seriously addressed? Is the system devised by the Musharraf administration bringing about change that is needed in the way the government should work in a country as large and as diverse as Pakistan?

How receptive are some of the powerful segments of society to this change, especially those who see some loss of power by them? How well is the system currently working and how well is it managing to deliver on its promise? How should the system further evolve, taking advantage of the lessons that should be learnt from its working since its inception? How should the system be protected from being changed in a way that it begins to deviate from its original concept and purpose?

I will begin to lay the analytical ground for answering these important questions by first discussing some new developments in economic thought. These have begun to put a great deal of emphasis on the development of all manner of institutions.

Fuller answers will come after my colleagues and I have done some serious survey work over the next several months to assess how well the system launched in 2001 is working. Such work is needed in order to ensure the system continues to evolve in a way that it meets the needs of what institutional economists call “societies and economies with low levels of friction”. (If my readers have some thoughts on the subject and have some views on how the current system of local government should evolve they are welcome to contact me at the email address given at the end of this article.)

To get back to the subject of the article today: one important difference between classical economics and what is generally referred to as development economics is that while the former adopts a static approach, the latter looks at the world in a dynamic sense. Classical economics became a discipline when its pioneers started to speculate on how an economic system works. Development economics, on the other hand, is a discipline that attempts to understand how an economy should evolve in order to meet certain objectives.

While intuition was the tool used by those who did pioneering work in classical economics, development economists based their findings on empirical work. Their discipline has developed and will continue to develop on the basis of lessons learned.

Among the more interesting evolutions in economic thought in recent years is the importance that is now attached to the creation and/or development of what they call institutions. This is the way institutional economics acquired the salience it now has in economic theory and practice.

Those who have broadened their view of the economic world by looking at institutions have reached the conclusion that institutions matter in particular if the policymakers’ objective is the reduction in the incidence of poverty. This objective cannot be realised without first creating an appropriate institutional base. Such a base, if it exists at all in Pakistan, needs a great deal of strengthening at many levels. Without a strong institutional foundation at the local level, Pakistan will not be able to address the problem of poverty no matter how rapidly its economy expands.

The world, including Pakistan, continues to struggle with the problem of poverty. In spite of rapid growth in many developing countries — in particular those in East and South Asia — large numbers of people continue to live in what is called “absolute poverty”. This is commonly defined as an income of one dollar a day or below.

Even with such a conservative definition of absolute poverty, more than one-fifth of the population in the developing world lives in this almost unimaginable state. Both the proportion and the number are much higher if a more realistic definition is adopted — that of $2 a day. About one-third of the Pakistani population lives in absolute poverty, about three-fourths is poor if we use the less conservative measure. These are large proportions. Their reduction should be the focus of public policy.

There is an intense and honest debate these days in Pakistan about the extent of poverty, about the rate at which its incidence has declined in recent years as a result of the respectable expansion in the economy, about the increase in income inequality as a result of the recent growth spurt, and about the appropriateness of Islamabad’s policies aimed at these problems.

Some of the debate took place in the various forums convened to discuss the budget for the financial year 2007-08. Some occurred in a discussion at the Mahbubul Haq Centre for Human Development on the occasion of the launch of its annual report.

However, it is quite striking that one important feature of a viable programme for redressing poverty was not touched upon by most participants in this debate, no matter in which forum it took place. This relates to the importance economists have begun to attach to the development of institutions for handling all economic problems within a society — any society, developed or developing.

It was the Nobel Prize winning economist Douglas North who first incorporated institutions within a cogent theory aimed at explaining how economies function and how they grow. His definition of “institutions” went beyond the need for having organisations in place that were needed to run an economic system.

Such structures include the various government ministries and departments that manage economic affairs, the central bank that manages monetary policy and dozens of regulatory institutions that oversee the working of various aspects of the national economy.

Also included in the organisational structure are the legal and judicial systems that ensure the smooth working of the economic system. Any hitches that develop in economic operations are addressed by the legal and judicial systems. This belief informs many people who are currently engaged in the struggle between the judicial and executive systems.

Organisations work at various levels within a political system. They work at the national level and at the sub-national — the provincial and the state — levels. They also work at what is commonly called the local level. It is important to recognise that the citizens interact with the structures at all levels of government.

Not only that, policymaking is not the preserve of the state operating at the national level. It takes place at all levels. Generally, policymaking in the areas that concern daily life is devolved to local institutions.

In mature economic and political systems, the government at the national level concerns itself with larger issues of statecraft — how people should pay for the services they receive from the state, what should be the state’s relations with the world outside, how should the state defend the country in case of foreign aggression, how should the state ensure that the movement of goods and people in the country is not obstructed by the governments operating at the sub-national levels. The overall political structure ensures that the institutional structures operating at various levels don’t get in each others way. This is ensured by a constitution which, in the case of conflict among the various levels of government, is interpreted and enforced by an independent judiciary.

All the structures mentioned above operate in the public arena. But there are also institutions in the private part of an economic system. These include various types of financial institutions such as banks, insurance companies and brokerage houses. Businesses are also a part of a society’s institutional structure.

These take various forms. They can be public companies with some of the capital invested in them held by the people. Or they can be entirely privately owned. The space within which businesses operate is constrained by a system of laws enforced by an institutional structure that also operates at various levels of the state.

Enforcement of laws is an important aspect of the institutional structure within a state. It is often said that the coercive power rests with the state. What is meant by that is that once a decision has been taken to adopt certain laws or a court has decided that the laws already on the books will be interpreted in a certain way, it is the responsibility of the law enforcement agencies to ensure compliance. That that does not always happen is illustrated by an incident in our history when, during the struggle between the executive and the judiciary during the premiership of Mian Nawaz Sharif, there was some doubt whether the Supreme Court’s decision would be carried out by the executive branch of the government.

Douglas North extended the definitions of institutions way beyond structures and organisations. “Institutions are the humanely devised constraints that structure human interaction. They are made up of formal constraints (rules, laws, constitutions), informal constraints (norms of behaviour, constraints and self-imposed codes of conduct), and their enforcement characteristics,” he wrote in the lecture given while he was being honoured as a Nobel laureate.

Before “institutional economists” began to focus the attention of their colleagues and also that of the policymakers on the importance of institutions on the working and growth of economies, traditional economics had simply ignored the subject. They had assumed that transactions are cost-free in economies.

But North and his associates demonstrated that was not the case in real economies. Working on the data for the United States they concluded that transaction costs accounted for as much as 45 per cent of the gross national product. They also maintained that an institution-rich society had low transaction costs and by implication a higher rate of growth in the economy.

In underlying the importance of institutions for understanding the working of an economy and for developing it in a certain direction, North put great emphasis on learning from experience. “Institutions form the incentive structure of a society and economic and political institutions in consequence are the underlying determinants of economic performance. Time as it relates to economic social change is the dimension in which the learning process of human beings takes shape and the way institutions evolve. That is the belief that individuals, groups, and societies hold which determine choices are a consequence of learning through time — not just the span of an individual’s life or of generation but the learning embodied in individuals, groups, and societies that is cumulative through time and passed on inter-generationally by the culture of a society.”

This is one reason why it is necessary to carefully review the performance of an institutional innovation such as the devolution of authority to local governments by way of government decree in 2001.
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