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Bhutto's shock to finance
. ~~;::6Ivq,.\.o~ By ShahidJaved Budd

BHUTIO in the' title of ~s arti. givesenonnouspowerto the bureaucracy
cle is ';.not Benazir - who also an~,.~ the civilserv~ts are.beholdento.. . politiCIans- as theymcreasmglybecame
shocke~ the fmanclal. system In duringtheBhuttoperiod- it brings in polit-
many different ways dunng her two ica1interference in the process of allocation
tenures as. prime minister in the of financial resources. This is precisely what
1990s - but her father Zulfikar happened. Civil servants, sometimes urged
Ali We will get to ih~ Benazir on~politiciansand,atothertimesacting,on. ... then' own, began to influence the allocation
Bhutto ~tory-later ill this senes of of capital by the banking sector. The cre-
articles. For the moment our focus ation of the NCC,therefore, was the first sig-
will be on the impact Zulfikar Ali nificant f~ray of politics ~t? finance. . .
Bhutto's policies had on the finan- ButBhutto~as not satisfied.For~ this. was too complicated a way of controlling the
Clal system. distribution of money by financial institu-

Bhutto,Pakistan's prime minister for more tions. A better way was to bring them under
than five years - from 1972 to 1977 - insti. the direct control of the government - of
tuted what his administration tenDed the bureaucracy and its political masters.
"nvomlS." Themai&objeetive-1)f-the-series~e on January 1,"".1:974- two

of moves made by him 'ras to reduce the eco- years after the first wave of nationalization.
nomit: power of the inaustrial and financial In the second nationalization wave, the
houses that had been identified - wrongly, government took over all commercial banks
we believe - as having captured the coun- and insurance companies and placed them
try's economic system. Nationalization of the under its control, This move was to have a
assets owned and managed by these houses much greater impact on the economy than
was the blunt instrument used by the Bhutto the earlier take-over of large industries, By
administration to reduce the
political influence of urban
wealth.

As was suggested in the arti-
cle last week, Ayub Khan's
government had -created an
enviromnent in which various
components of the financial
sector had developed very
well and had also prospered,
By the end of the Ayub period,
Pakistan had one of the more
vibrant financial sectors in the
developing world. Commercial
banks had expanded their
presence; 'insurance compa-
nies had begun to develop new
products and attract new cus-
tomers; the stock exchange in
Karachi, helped by the-- Nation" 1TnvPrtlDent Trust and

Finance Corporation (RDFC). Together, the
two public sector financial institutions
received a significant amount of financing
from the multilateral development banks,
They came to dominate the financial sector.

Bhutto made other changes in the finan-
cial sector as well, some of which affected
the quality of governance. Two of these were
significant, First, the Planning Commission
lost most of the authority it had gained dur-
ing the Ayub period when it tightly con-
trolled all public sector investment. This was
done through due diligence of the projects to
be financed, selected according to strict eco-
nomic criteria. Bhutto, an impatient politi-
cian with contempt for serious economics,
began to short-circuit the Commissiolh <
Increasingly the public ~o.r development
programme came to incl e projects that
could not be justified economic grounds.
Among the most cos of these was the
Karachi Steel Mill,

Second, Bhutto hadDo use for an inde-
pendent central bank that could oversee the
working of the various parts of the financial
sector. Over time, the State Bank lost most of

its authority and, effectively,
became a part of the ministry
of finance. If it sought to pres-
ent a point of view different
from that of the prime minis-
fer, Bhutto did not hesitate to
remove its governor. This hap-
pened to Ghulam Ishaq Khan,
who, in a well reasoned
speech, had painted a more
sombre picture of the econo-
my than Bhutto was prepared
to endorse.

In sum, Bhutto set the stage
for the rapid bureaucratiza-
tion and politicization of the
financial sector. The stage was
also set for a steady deteriora-
tion in the efficiency of the
institutions functioning in the
sector and for the arrival of

- ,;,,- L .wili.tical

A recent study shows that a higher initial
level of government ownershIp of banks
leads to slower rates of economic growth.
The conclusion from all this is obvious for
understanding the loss of economic momen-
tum during the Bhutto years. Simply by
increasing the presence of the p!Jblicsector in
the field of finance, the BhUfto administra-
tion set the stage for anaemic growth rates for
decades to come.
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~.~~.~... sectorand for the arrivalof

theIn~e~ent Corporationof . corruption and political
Palristan,had -begun~iXtde1'rthe -bmt! of"4JfiDgmg31" large'mausmai. enterprIses Iavountism-asthe preferredcriteria(orcon-
ownership ofthe variouspartsofthe econo- under itsdirectadministration,the govern- ductingbusiness.
my; and development finance corporations ment did not acquire a significant presence Those who have chronicled Bhutto's years

were successfullyintermediating foreign in the sector.Itsenterprisesemployed only inpower have not given sufficientattention
assistance and making it available as equity four per cent of the industrial workforce and to the long-term damage that was done to the

and debt to new and old entrepreneurs. The accounted for perhaps five to six per cent of economy by the reckless way in which the

only area leftunattended by the gbvernment the industrial output. But by nationalizing financial sector was changed and restruc-

was the regulatory system. banks and insurance companies, the govern- tilled.This neglect may in part be due to the

Had the Ayub administration focused ment was the complete master of the finan- fact that the importance of the financial sec-

some attention on the task of regulating the cial sector and, through, it of the entire tor for sustained economic growth has begun

variousinstitutionsoperatingin the finan- industrialsector. tobe fullyappreciatedonlyinrecentyears.
cial system, some of the sins that were to be As economists are fond of saying, the Our awareness of this was increased by the

attributed to them by Zulfikar All Bhutto financial sector is the heart of an economy - great financial crisis that hit East Asia in the

might not have been committed. There isno any economy, developed or developing, middle of 1997, demonstrating the fragility

doubt that "crony capitalism" had flourished socialist or capitalist,industrial or agricul- of the economies that had, until then, been

during the Ayub period. This had created rural. By nationalizing all modern financial regarded as exceptionally robust.

alliances - described in exceptionally pun- institutions the government now held the Since the East Asian crisis, analysts have

gent terms by Bhutto as he campaigned economy's heart in its hands. Inevitably the begun to focus on the contribution finance

around the country before the 1970 elections heart weakened over time.It failed to pump makes to development. A weak financial sys-

- involving the banking and the industrial blood into the parts of the economy that tem can shock even the strongest economy.

sectorsand the powerfulcivilbureaucracy. needed it most. Without stretchingthis A strongfinancialsystem can protecteven
Bhutto used nationalization to break up metaphor very far, it would be correct to say weak economies against external shocks.

these alliances.He moved quickly to take thatby takingover the financialsectorinits While thereareexceptionstoeverygener-

over the industrial units owned by the large entirety, the Bhutto government turned alization, a considerable amount of empirical

industrial houses. On January 1, 1972, the what was once a vibrant economy into an work carried out by multilateral develop-

government assumed the management and increasinglysickentity. ment banks suggests that disappointing

controlover31industrialunits.However, he While the proportionof industrialwork- macroeconomic performance is almost
waited for two years before bringing the forceemployed and outputproduced by gov- always associatedwith a significantpublic
financialsectorunder the controlofthe gov- ernment-owned institutionsfollowing the sectorbanking presence.A recentstudy by
ernment. The economic bureaucracy of the nationalizationof January 1, 1972, did not economists La Porta, Lopez-de-Sinales and
t4ne, Jed by.the jnd~atig~

.p1eA.<?!N.~~ amountto much, the~~dministration ~and~ ShIafer shows that a higher. initial~e~_Bfhoft8'el'.I!:!"1:I8je~~" re..i ~ IS~ ~-lft ail ~~ -5Q.cCL.b".t -JR tIt}...Jf b-.d...:ret!I .~
ter that direct ownersmp' of financial assets series of new investments,mostlyinthepub- slower rates of economic growth. The con.
was notnecessary to meet his political objec- lic sector. To do this, it turned to the instru- clusion from all this is obvious for under.
tives. .This could be done by persuasion - ment of the "development finance corpora- standing the loss of economic momentum
al~s an effective tool in a semi-authoritar- tion" created in the 1950s and further devel- during the Bhutto years. Simply by increas-
Ian sy~teM--.and..the use of the regulatory oped byAyub~an in .thei960s,>But, as we ing the presence of the public sector in the
system. Using thes~Bhutto would discussed. in this space last week, AYQ.b field of finance, the Bhutto administration
ensure that the resources manag~ank~'s administration had used the DFCs set.. the stage for anaemic growth rates for
and insurance companies were chaDnenea such as PICIC, IDBP and ADB to provide decades to come. Thirty years after Bhutto's

, into the sectors he favoured. finance for the development of enterprises nationalization of the financial sector,
Bhutto accepted this argument and delayed' in ~ private sector. Pakistan continues to struggle with the

the nationalization of thefinancialinstitu- Almost-the entire lending bythese institu- process ofreversing the change introduced
tions for two more years. Following his social. tions came from the World Bank, the Asian by the Bhutto government in 1974.
ist instincts and determined to reduce the Development Bank and some bilateral Before concluding, it will be useful to add
political influence of the big industrial class, donors who subscribed to this model of a caveat to the general proposition that pub-
the prime minister wished to move financial development. But Bhutto wanted a DFC that lic sector banking inhibits economic growth.
resources into the small and medium sectors. could cater to the resource needs of the Several countries have turned publicly
To achieve that objective, his administration industrial enterprises acquired by the gov- owned banks to succ~sful enterprises.
created the National Credit Council (NCC) ernment in the first wave of nationalization. Examples of these include BNDES (Brazil),
under the State Bank of Pakistan in May He also wished the public sector to make DSK Bank (Bulgaria), Bank Mandiri
1972.The NCC was mandated to get capital new investments. (Indonesia), and Bank Bumiputra
into small and medium enterprises. As an These considerations resulted in the cre- (Malaysia). How this was done is a subject
incentive, commercial banks lending money ation of yet another DFC - the National we will pick up in the next article in this
to the enterprises were to share all risks with Development Finance Corporation (NDFC). series when we look at the handling of the
the State Bank of Pakistan. A few years after its birth, the NDFC acquired financial sector by the government headed

This way of controlling the flow of credit an affiliate, the Regional Development by General Ziaul Haq.
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