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THE phrase ‘institution building’ has begun to enter economic discourse in Pakistan. Its entry into the debate is timely since Pakistan over the last several decades has destroyed much of the rich institutional base the country inherited at the time of independence.

As I have said in some of my earlier writings on Pakistan, the British left the country upon their departure with a functioning system of government that reached down to the people; a system of land records and land administration that served the twin purposes of earning revenues for the government as well as resolving disputes over the ownership of land; a system of police administration that kept peace in the land they administered; and legal and judicial systems that served the people.

This was a remarkable inheritance on which the country could have built a structure suited to its needs. Instead, the various administrations that held office sometimes tinkered absent mindedly with the structures they had received from the colonial period. Even worse, sometimes they destroyed what was inherited for personal, political or financial gain.

Why did the British invest so heavily in the building of institutions of government and economic management is a subject worthy of much more detailed analysis than possible in a short newspaper article. It is also not the subject on which I wish to write today. Today, I will focus – and that too briefly – on two issues: why institutions are necessary for promoting economic development and what Pakistan needs to do now to create them and nurture them?

The importance of building institutions for promoting economic development was first recognised formally by Douglass C. North who then went on to win a Nobel Prize for economics. Before North came in with his ideas, economists had concentrated mostly on the accumulation of capital and availability of labour as the main factors producing growth.

They paid almost no attention to the institutional underpinnings of the economies they were studying. If the institutions became the subject of attention they were viewed as facilitators for the provision of other factors of production. I will illustrate this approach to institutional development with a couple of examples from Pakistan’s history.

The first was the establishment by President Ayub Khan of the Water and Power Development Authority (Wapda) when it was realised that the department of irrigation did not have the institutional capacity to oversee the implementation of the multibillion dollar Indus waters replacement works. A new agency was needed in the public sector to handle the mega-projects that were to be built in Punjab and the Frontier Province as a part of the programme. The Wapda was given operational autonomy; it was allowed to hire and fire people without the constraints normally operating in government departments; it could invite tenders for work and award them without observing government’s normal procedures; and it was allowed to spend money by using its own audit and control requirements.

Wapda was enormously successful in achieving its objectives. When I went to Harvard University for graduate work in economics in 1967, the Wapda was being taught as a case study of institutional success. It also became a model the Ayub Khan government used for establishing other autonomous bodies. However, as I will note later, economists who have followed the Douglass C. North line of thinking have in mind a different definition of institutions. They don’t regard Wapda type of organisations as institutional development.One other type of organisational development that could be confused with what economists refer to as institutions is the National Development Finance Corporation, or the NDFC. This was established by the regime of Zulfikar Ali Bhutto after it had nationalised a number of large and commercial entities in the public sector. This act was followed by the creation of large public corporations that were made responsible for producing such vital products for the economy as fertiliser, cement, chemicals and ghee.

When the question of financing the work and development of these new entities came up, it was decided that a new financial body should be set up that evaluated requests for money on a different basis than used by normal commercial banks. In evaluating these projects, the lending agency should not only look at the bottom line but also at the social value of the project or programme to be financed. The NDFC was not a success. It soon became subject to political pressures and the incorporation of social returns in its ‘due diligence’ procedures ultimately resulted in burdening it with a number of non-performing loans.

But, as already suggested, Douglass North in his work attached a deeper meaning to the term institution. He also brought ‘time’ into his analysis thus making economic development a dynamic rather than a static subject. “Institutions form the incentive structure of a society and the political and economic institutions, in consequence, are the underpinning determinant of economic performance,” he wrote in his lecture delivered while accepting the Nobel Prize.

“Time as it relates to economic and social change is the dimension in which the learning process of the human beings shapes the way institutions evolve. That is the beliefs individual, groups, and societies hold which determine choices are a consequence of learning through times – not just the span of an individual’s life or of a society but the learning embodied in individuals, groups, and societies that is cumulative through time and passed intergenerationally by the culture of a society,” he continued.

If institutions are more than organisations – in the context of Pakistan organisations such as the State Bank of Pakistan, or the Pakistan Institute of Development Economics, or Wapda, or even the army – then what are they. According to Douglass C. North, “institutions are the humanly devised constraints that structure human interaction. They are made up of formal constraints (values, laws, constitutions), informal constraints (norms of behaviour, conventions, and self imposed codes of conduct), and their enforcement characteristics. Together they define the incentive structure of societies and specifically economies.”

This broad way of looking at institutions and what they contribute to development suggests how far behind Pakistan has fallen and how much ground it has to cover before it can gain a solid footing. By including both formal and informal rules in the meaning of institutions and by incorporating enforcement characteristics for both of them, institutional economics is pointing the way we need to go.

Formal rules can only be changed by formal institutions – the legislature, the judiciary and the executive. But a country’s basic law – its constitution – that gives the making of formal institutions must not be subject to the whims of people who govern. This unfortunately has been the case in Pakistan. If the basic law is to be changed it should represent consensus among different segments of society. Informal rules can only be altered by education and learning. We need to build all this into the structure of our thinking if we want to make progress.

A move in this direction may have begun with the elections of 2008 that saw the party in power conceding victory to those who are in opposition, by the military’s clear indication that it will not stand in the way as a new political structure is built. And by the signal given by the president that having worked in an unconstrained environment for a long time he is prepared to accept new rules of the evolving game.

