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Getting growth from finance
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IN the ~ssays coJ!tributed to this Before handing over power to the new gen-
space over time I have repeatedly eration of.politicians in the waning days of
emphasized the importance of 2002,President Musharraf suggested that he. . . . would expect-perhaps also demand-that
developmg mstltutlons to promote the civilian authorities continue with the
economic progress. Capital invest- reform programmes initiated by his econom-
ment, human skill development ic team. The president is right in insisting on
and technological improvement are continuity. By changing c~urse ~ch time
important determinants of growth. they assume~ power, the ~e regimes that. . . . held power m Islamabad m the fourteen-
But mstltutlons alS? play an nnpor- year period between 1985 and 1998 created
tant part by reducmg what econo- an environment of uncertainty. Markets do
mists call "transaction costs". Since not operate well-in such a situation, in par-
transactions among individuals, ticul~ when ~ce~ainty surrounds the
among businesses between individ- wor~? of the finanCialsector. .. ' It is lmportant, therefore, to build on the
uals and busmesses, between gov- foundations that were laid in the 1999-2002
emInent departments and agencies period. Will the politicians who have
on the one side and individuals and assumed power continue with the policies
businesses on the other underpin adopted by the administr~tion of General
all economic activity their cost Pervez Musharraf aI?-dc°';ltmue to strength-
infl

.
ffi .' en the economy's finanCial base? Or, con-

. uencmg e Clency and econom- versely, will the new set of politicians suc-
IC growth. cumb to the, temptation that. persuaded their

Transaction costs are very high when an predecessors to use financial institutions for
economy has a poor institutional base. They their personal benefit? We will get to answer
are low when institutions work well. A sound these questions over time. For the moment

I institutional base is defined by the way some general observations drawn from
~ organizations in both public and private sec- Pakistan's history are in order.
I tors are structured and the
\ transparency and predictabili-

ty of the rules that govern
their operations. For that to
happen organizations must
operate within a legal frame-
work that is traJisparent and
efficient. That Pakistan's econ-
omy today is far less efficient
than was'the case in the 1960s
- the golden era in the coun-
try's economic history - is
largely the consequence of the
collapse of the institutional
base in the 1970s, 1980s and
199Os.

The close relationship
between institutional strength-
and economic performance
affects all sectors of the econo-
my. But it is in finance that
this relationship is of vital importance.
Financial institutions such as commercial
and investment banks, insurance companies
and brokerage houses, stock and money mar-
kets, various types of regulatory agenf:ies are
needed to intermediate between those who
have money to save and those who need
money to invest. In underdeveloped
economies savers and investors have a direct
relationship with each other which results in
high transactions costs and, consequently, a
low rate of economic growth. In more devel-
oped economies, intermediation 'is done by
institutions. These become more specialized
as economies develop and modernize.
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Without proper regulation and supervision,
financial institutions can be captured by
their owners whether they are private entre-
preneurs or government bureaucrats. This is
something Pakistan was to learn in the
1970s, 1980s and 199Os. By that time the
country had already paid a heavy price.
However, I am jumping ahead of the story.

Pakistan continued with the development
of its financial sector in the fifties by estab-
lishing a development bank in the public sec-
tor to act as a catalyst for financing modem
industries. The creation of the Pakistan
Industrial Development Corporation (PlDC)
was an important event in the evolution of
Pakistan's financial sector. This was the first
development finance corporation (DFC) to
be set up in the country. Its purpose was
clearly artiClllated and well understood by
the first generation of managers appointed
to develop the institution. The PIDC was
mandated to move capital into the sectors of
the economy that, because of associated
risks, could not attract private savings.
However, the state's catalytic role was to be
performed only for a limited period of time
- for as long as the private sector was
unwilling or too shy to commit its resources
into the sectors about which it had little

knowledge. Once some level
of comfort was achieved, the
private sector would be
allowed to obtain the assets
the public sector had created.

In other words, "privatiza-
tion" was built into the design
of the PIDC and the institu-
tion remained committed to it.
A number of enterprises
established by the
Corporation were ultimately
sold to the private sector. The
PIDC, in fact, helped create
the industrial houses that
were to dominate Pakistan's
economy in the 1960s - the
B91J11e8 th ,. 81'8 \8 ..\1888111.8

the victims of Zulfikar Ali-
Bhutto's political wrath in the
early 1970s. We will return to

that part of the story later. .
The PIDC's initial success under the

dynamic leadership of Ghulam Faruque, its
chairman, laid the ground for the creation of
other DFCs. The PICIC (pakistan Industrial
and Commercial Investment Corporation)
and IDBP (the 'Industrial Development Bank
of Pakistan) were created to channel funds
from the public to the private sector. The
PICIC was entrusted with the task of financ-

ing the establishment of enterprises that \
needed large amounts of capital. The IDBP
was mandated to encourage the develop-
ment of medium-sized enterprises. Both
were provided funding by the World Bank.

At that time, the World Bank was keen to I

promote industrial development by using
'-"":".":~~""I..r"'ndllits for its own resources.

Transaction costs are very high when an
economy has a poor institutional base. They
are low when institutions work well. A sound
institutional base is defined by the way
organizations in both public and private sec-
tors are structured and the transparency and
predictability of the rules that govern their
operations. For that to happen organizations
m.J!..stoperJl~ Fit!rin a legal framework that is
transparent and efficient.
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as economies develop and modernize. 'ISW"~'UU""VJ- ~

Recent cross-country empirical research 'Countries once they gamed inde~iIE!nc"e - At tnat om.., UIC .. vu- --- .

carried out at the World Bank has demon- ~vate ~or. promote industrial development by usingstrated that sound and efficient financial Mo ammed Ali mnah, Pakistan's found- institutional conduits for its own resources.
intermediation leads to higher economic ing father, realized the importance 'of finan- The PIDC had provided public sector
growth by as much as an increment of two cial intermediation while he was campaign- resources for setting up industrial enterpris-
percentage points annually. If the World ing for the creation of a separate homeland es in the public sector. PICIC and IDB were
Bank's estimate is correct and holds also for for the Muslims of India. He persuaded a established to provide public money to pri-
Pakistan - a country that has seen a steady group of wealthy businessmen to establish a vate entrepreneurs. By taking this route and
deterioration in its institutional base over commercial bank that could serve the Indian encouraging developing countries to follow
the last three decades - a well performing Muslim community. His initiative resulted in it, institutions such as the World Bank
financial system can increase the country's the creation of Habib Bank. The bank played sought to short-cut the normal process.

. sustainable growth by as much as 30 to 50 an imPortant role in mobilizing funds from .ordinarily, private sectors' need for finance
per cent a year, from the present anaemic the Muslim community to finance the All- was met by private institutions with the gov-

r>lte nf ':!<::,.E'-,,",,"f"1\f"'.tQ~ rE""s~naP1Jr .,..India.-M'J!\J;11I~s. .~p~ ~ ~ ~n~ tn ~Ui..ri\';\i.""'- ~I respectable five to 5.5 per cent a year. establishment of PaIaStan. Habib Barik also money put at e disposalofcommercia1 and
This increase in growth can occur even played an important role in channelling investment banks were not misused by their

without an increase in the rate of invest- relief funds to the people hurt by repeated owners and managers.
ment. 'This is an important finding for a communal riots and violence that preceded This model was abandoned by the World
resource-strapped country such as Pakistan. the departure of the British from India. - Bank jp.., favour'" of creating DFCs on the
An increase in growth without a sharp After Pakistan was born, Habib, BanI<, at assumption that the deyelopment of a finan-
increase in investment offers a way out of the urging of Governor-General Jinnah, cial system by the,private sector would take
the low level equilibrium in which the econ- moved its headquarters to Karachi. Pakistan's too long for industrialization to take place.
omy has remained trapped for several years. first capital. With that move Pakistan laid the Development practitioners in international

A strategy that focuses on institutional foundations for erecting a financial system. organizations were people in great hurry.
development to produce growth should dis- For quite a while Habib Bank was Pakistan's They could not wait for privately led fjnan-
tipguish between the institutions that can premier commercial bank. cial development before industrialiZation

work their magic almost immediately and When Jinnah became Pakistan's first gov- could)egin:The DFCs offered a way out.
those that will produce results over a longer ernor-general, he turned his government's Entrusting development to DFCs without
period of time. Financial institutions belong attention towards creating another base for' a robust regulatory framework offered
to the first category; institutions needed to the financial system - a supervisory and tremendous opportunities for corruption and
improve the quality of human resource regulatory structure. In the summer of 1948, misuse of public funds. Pakistan was not the
belong to the second category. If the govern- a few months before his death, he spoke at a only country to go down that slippery path. A
ment that took office in November of last function to inaugurate the State Bank of number of other countries in the developing
year wants to revive growth -as it must to Pakistan, the country's central bank. By the world fared equally poorly. However, before
ensure its own longevity - it should focus its summer of 1948 Jinnah was sick with a debil- Pakistan saw the corruption of its economy
attention on creating a strong institutional itating disease. That he should take the time by the misuse of financial institutions, it
base in the sector of finance. to inaugurate the central bank shows his went through the period of Ayub Khan - to

A great deal of impressive work was done understanding of the importance of a well date the golden period in our economic his-
.bYthe Musharraf government to strengthen functioning regulatory apparatus as the base tory. We will deal with that part of history in- ~ -. .._~ : ~..." on which to erect a modem financial system. the article next week.


