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INTRODUCTION

ROBERT M. HATHAWAY

Robert M. Hathaway is director of the Asia Program at the Woodrow Wilson
International Center for Scholars.

n the aftermath of the September 11,2001, attacks on the World Trade

Center and the Pentagon and the wars in Afghanistan and Iraq, it is

more important than ever that Americans develop a more nuanced
understanding of Islam and the Islamic world. Notwithstanding its enor-
mous power, the United States can no longer afford to remain unin-
formed about the people, culture, and values of the countries where Islam
exerts a predominant influence. Thinking in stereotypes or blindly lump-
ing all Muslims into one-size-fits-all mental categories will not help win
the war on terrorism. More broadly, fostering an undifterentiated image of
Islam and the nations where Islam prevails is counterproductive to the
achievement of a range of important U.S. interests, and violates American
values of inclusiveness and fair-mindedness.

Pakistan is the second most populous Muslim-majority country in the
world, and within a few decades will be the world’s fifth largest country. It
is located at the strategic crossroads of Asia and the Middle East, and is adja-
cent to the Middle East’s vast oil fields and to some of the globe’s most sen-
sitive sea lanes. It is an acknowledged nuclear weapons state. It is a key play-
er in the global war against terrorism, and itself a victim of terrorism. It has
also been accused of fomenting terrorist activities, and providing refuge to
remnants of al Qaeda and the Taliban. Although it has been an American
ally and partner, oft and on, for fifty years, many Pakistanis believe, erro-
neously, that the United States is hostile to Pakistan, and to the Islamic
beliefs professed by most Pakistanis. For their part, most Americans know
little about Pakistan and remain supremely unaware of the many ways in
which U.S. and Pakistani interests coincide, intersect, and sometimes clash.

As part of its effort, accentuated since September 11, 2001, to help fos-
ter a sounder American understanding of the Islamic world, the Woodrow
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Wilson International Center for Scholars hosted a daylong conference in
January 2004 exploring the likelihood and consequences of a course of
action being pushed by important political and religious groups in
Pakistan: the adoption by Pakistan of an Islamic economy. Conference
organizers made no assumption whether Pakistan would move farther in
this direction; they simply wished to examine more closely one of the
options now being discussed in Pakistan, and especially to identify some of
the implications for Pakistan’s financial and economic well-being should
the country decide to pursue this course.

Many scholars assert that the desire to establish an Islamic economy in
Pakistan is nearly as old as Pakistan itself. The Objectives Resolution,
adopted by Pakistan’s first Constituent Assembly, stipulated that the coun-
try’s Muslims should order their lives in accordance with the teachings
and requirements of Islam, as conveyed in the Holy Quran and Sunnah.
This seminal statement of intent was subsequently incorporated into each
of Pakistan’s three constitutions, and stands today as one of the key docu-
ments in the country’s political and constitutional history.

In the decades since Pakistan’s founding in 1947, a variety of institu-
tions have been created to assist in the task of Islamization. The Council of
Islamic Ideology, the constitutionally mandated Islamic Research Institute,
the federal Shariat Court, and similar bodies were all enjoined to promote
the reconstruction of Pakistan on “a truly Islamic basis” (to quote from the
1956 constitution). These efforts received a further boost after General
Muhammad Zia ul-Haq assumed power in the late 1970s.

Yet by most measures, these endeavors have fallen well short of
Islamizing Pakistan’s economy. For instance, in the financial sector,
Pakistan (like Malaysia) has adopted a system of Islamic banking that oper-
ates in parallel with the conventional banking system. Pakistanis can
choose between the two modes of financing. Most informed Pakistanis,
however, insist that there is no concerted move to do away altogether with
the conventional banking system, or to replace existing linkages and rela-
tionships with international financial markets.

Pakistan’s October 2002 national elections reinvigorated the drive to
establish an Islamic economy in that country. The polling produced an
unexpectedly strong showing by a coalition of six Islamic parties (the
Muttahida Majlis-e-Amal, or MMA), which won sixty seats in the
National Assembly (compared to two in the previous election), captured
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Introduction

control of Pakistan’s Northwest Frontier Province, and secured a promi-
nent role in the coalition government of Baluchistan.

Several of the MMA parties have called for Pakistan to adopt an eco-
nomic system in conformity with their interpretation of Islam. Political
leaders and government officials not associated with the MMA coalition
have also picked up this cry for Islamizing Pakistan’s economy. Indeed, in
his budget speech for 2002-03, the country’s finance minister declared:
“Let me reiterate the intention of the government to promote Islamic
banking in the country” He then muddied the waters somewhat by
adding, ““...while keeping in view its linkages with the global economy
and existing commitments to local and foreign investors.”

Pakistan’s economy has achieved some notable successes over the past
several years. Many economists and members of the business community
worry that an attempt to impose an Islamic economy on Pakistan could
undercut this progress and have devastating economic, political, and social
consequences for the country. Yet, the MMA represents one of the few
large, widely supported political forces in Pakistan. Moreover, it would
appear that even many secular-minded Pakistanis, frustrated by the per-
ceived failures of both the current government and its predecessors, are
inclined to give the MMA a chance to govern. If the National Assembly in
Islamabad and Pakistan’s provincial governments succumb to political
gridlock, the MMA is likely to gain additional support by portraying itself
as a vigorous and principled political force.

As the essays in this volume make clear, there exists little consensus on
what “an Islamic economy” would actually look like. One leading Islamic
scholar, Khurshid Ahmad, whose work appears in these pages, argues that
the phrase signifies an approach as much as any well-defined set of finan-
cial, theological, or legal norms and practices. Ahmad also insists that pri-
vate property and enterprise, self-interest, market mechanisms, and com-
petition are as integral to Islamic economics as to free-market capitalism.
Islamic economics do not challenge the right of capital to enjoy a just
return. An Islamic economic system need be neither autarkic nor isola-
tionist, and Islamists do not call for a withdrawal from the international
economic order.

Almost any definition of Islamic economics, however, includes a pro-
hibition on riba (usually translated “interest” or “usury”) and an emphasis

on zakat. The latter constitutes the voluntary (at least in theory) obliga-
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tion on all good Muslims to share a certain percentage of their wealth
with the less fortunate. Zakat is designed to serve as something of a social
safety net for the underprivileged. Conventional banking systems can
exist side-by-side with Islamic banking, and frequently do. Indeed, large
western banks, including Citigroup and HSBC, ofter Islamic financial
products. According to Omar Noman, a senior official with the UN
Development Program, an estimated 200 institutions in 60 countries
offer an interest-free alternative to conventional banking. In reality, how-
ever, the return these institutions provide through a variety of imagina-
tive equity-based non-interest instruments tends to mirror the prevailing
interest rate in the economy.

Fears about the Islamization of the country’s economy, asserted the
governor of the State Bank of Pakistan, Ishrat Husain, in the January 27
conference’s keynote address, are absurd, and serve merely to underscore
the clichés and stereotypes of Pakistan and Islam widely held in the West.
“Most of the assumptions and premises on which the hypotheses about
the Islamic economic system have been constructed are serious flawed,”
Governor Husain contends in the opening essay in this report. “Pakistan is
and will remain a responsible member of the international community.”
After briefly surveying Pakistan’s economic record since 1947, with an
emphasis on the years since 1999, when General Pervez Musharraf seized
power in a military coup, Husain concludes that Pakistan is far removed
from the day when it will be ready to adopt a full-fledged Islamic eco-
nomic system.

Even so, Husain continues, non-Muslims should not fear such a system,
since Islamic economics represent nothing more than an attempt to pro-
mote “a balance between market, family, society and the state.”” The Islamic
economic model seeks to harmonize self-interest with the social interest.
It gives self-interest a “longer-term perspective” by encouraging the indi-
vidual to fulfill his or her social obligations. Islamization, if fully practiced,
will address those income distribution and poverty alleviation issues
where capitalism has fallen short. This in turn would serve to “eliminate
the sources of instability, violence and propensity towards terrorism arising
from a sense of deprivation.” The world, in short, would be a far happier
place were the Muslim world to adopt an Islamic economic model.

Professor Khurshid Ahmad, a member of the Pakistani Senate, an
influential Islamic intellectual, and one of the senior leaders in the MMA,
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also emphasizes the idea that Islam is not merely a religion in the limited
sense of the term, but can serve as a guide for human interaction in all
realms. The modern world, he argues, has severed the links between eco-
nomics and ethics. Efficiency has been given precedence over justice and
equity. A new holistic approach—an Islamic approach—is needed, so that
productive efficiency and distributive justice can coexist. Those who sup-
port an Islamic economy, he writes, “seek to reintegrate economics with
ethics. Efficiency and equity become elements of a composite reality.”
Ahmad concludes his contribution to this volume by recalling British
economist John Gray’s admonition that free-market capitalism is a mani-
festation of a specific cultural milieu. Rather than imposing a possibly
alien economic system on Pakistan, Ahmad asserts, the global economy
must be reformed so as to accept “a diversity of cultural regimes and mar-
ket economies as a permanent reality.”

Former World Bank officer Shahid Javed Burki, who also served as
Pakistan’s finance minister for a brief time in the 1990s, explores three
issues in his essay: why the effort to bring Islamic principles to economic
management in Pakistan has proceeded so unevenly over the years; how
far Pakistan has gone in Islamizing its economic and financial sectors; and
how much farther it is likely to move. Burki concludes that pragmatism
has usually prevailed over piety, that efforts to Islamize the banking system
have been largely cosmetic, and that rather than replace conventional
institutions, Pakistan is likely to move, albeit slowly, towards a system of
parallel banking and financial institutions that provide greater choice to
the Muslim consumer. He also judges that notwithstanding the recent
electoral successes of the MMA, most Pakistani savers and investors have
no overwhelming desire to move towards an Islamized economy. “The
Islamic economic system in Pakistan is still underdeveloped and will
remain that way for a long time to come.”

Longtime Pakistani civil servant and World Bank official Parvez
Hasan looks at issues of poverty and social justice in Pakistan in his essay,
and returns to a theme introduced by earlier contributors—the idea that
ethics cannot be separated from economics. Pakistan has done a very
poor job of poverty alleviation, Hasan maintains. Today 45 million
Pakistanis—a figure larger than West Pakistan’s entire population at the
time of its birth 57 years ago—live in poverty. Moreover, inequalities are
growing. The discussion of an Islamized economy has not adequately
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addressed these glaring failures, Hasan suggests. The private charitable
transfers envisioned under the system of zakat, for instance, only mini-
mally help the poorest sectors of society. Until Islamic scholars address
more realistically the matters of human development, poverty alleviation,
inequality, and the creation of a fair society, Islamization per se is likely to
offer little solace to the large number of Pakistanis whose lives are mired
in poverty and destitution.

The essay by Omar Noman, a senior official in the UN Development
Program and an adviser to several Pakistani governments, also emphasizes
the generally poor showing of Muslim countries in measurements of
human development, such as female literacy, life expectancy, and access to
safe drinking water. Noman then suggests that an interest-free economy
reflects pious yearnings rather than demonstrated socio-economic per-
formance, and would do nothing to help raise Pakistan’s deplorably low
human development levels. After reviewing the debate among Islamic
scholars whether the Quran bans all forms of interest, or only usury,
Noman finds that the push for an “interest-free economy” represents the
agenda of one faction in this dispute and not, as is sometimes assumed, the
consensus view of Islamic theologians. Adopting a “theologically based
economy,” Noman argues, “makes no political or economic sense” for
Pakistan. Such a move, moreover, would run counter to Musharraf’s
efforts to portray Pakistan as a modern, liberal Muslim state.

Continuing the focus on Pakistan’s undistinguished human develop-
ment record introduced in the two previous essays, the Council on
Foreign Relations’ Isobel Coleman examines the impact of Islamization
on women. This is not merely an ideological question of inequality, she
argues; gender discrimination retards development and exacts a large toll
on both present and future generations. Coleman explores Pakistani gen-
der disparities in literacy and workforce participation to support her asser-
tion that such inequalities impose severe constraints on sound economic
growth. Many Islamists insist that their policies are egalitarian and even
women-friendly, she notes. Moreover, Pakistan’s constitution guarantees
equal rights to women. But if Islamization per se does not mandate gen-
der discrimination, she writes, “Islamization tends to reinforce conserva-
tive ideas regarding the role that women should play in society. At a mini-
mum, this slows down policies and programs designed to bring women

more into the public sphere, and thereby exacts an economic cost.”
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Academic studies, Coleman continues, suggest that “closing significant
gender gaps can add as much as 1 percent annually to per capita GNP
growth.” The question for Pakistanis, she concludes, is whether they can
afford Islamization’s conservative notions about women.

The “central issue” in Pakistani politics over the years, argues Vali Nasr
of the Naval Postgraduate School, Monterey, has been the expansion of
state power and the resistance these efforts have provoked. Islamization
and its economic dimension, Nasr maintains, must be examined within
this broader context. In Pakistan, successive governments have manipulat-
ed Islamic symbols not only to shore up state legitimacy, but to cast their
redistributive policies in a favorable political light. This, in turn, has
encouraged the political opposition to mobilize along religious lines as
well. Political conflicts have frequently been fought over either land
reform or the government’s compulsory collection of religious taxes, but
the underlying issues usually involved the intrusion of the state into
domains claimed by the religious establishment. This establishment, find-
ing its social and economic position under assault, responded by question-
ing the Islamic credentials of the offending government. In short, the
debate over Islamization in Pakistan has historically been “a manifestation
of deep-seated struggles between the weak and developing Pakistan state
and powerful social forces,” including an influential religious leadership.

Charles Kennedy’s contribution to this volume reviews the “convolut-
ed history” of Islamic legal efforts to secure a judicial ruling that riba, or
financial interest, is repugnant to Islam, and therefore, that all federal and
provincial laws that provide for riba must be brought into conformity with
Islamic law. His analysis underscores the essentially political rather than legal
character of this question. Even Zia ul-Haq, who professed to want to gov-
ern Pakistan according to Islamic precepts, and who in 1979 publicly
pledged to eliminate riba from Pakistan within three years, nonetheless opted
for “prudential, incremental” changes that “did not seriously challenge the
operations or the corporate interests of domestic banks or Pakistan-based
affiliates of multinational banks.” As of today, Kennedy concludes, legal
efforts to secure the prohibition of riba have been eftectively derailed. Those
who wish to pursue this goal further “are left with little recourse save trying
to convince a heretofore dubious and disinterested public.”

Columbia University scholar Saeed Shafqat writes of the decades-old
partnership between the Pakistani army and the “religious right,” the
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predicament of “liberal/modernist leadership” in Pakistan, and the need to
“reinvent” Pakistan. The West need not fear Pakistan’s religious parties,
which have demonstrated a pragmatism and, as they move into positions
of power, will no doubt develop a greater stake in the system.
Unfortunately, parties have traditionally been more interested in power
than in reform; this has to change if Pakistan is to be truly rejuvenated.
Shafqat analyzes the shift in Pakistani politics over the past three decades,
away from mass mobilization and agitation toward a “politics of coalition-
building and interest aggregation.” This transformation in the nature and
purpose of Pakistani politics is closely linked to changes in the composi-
tion of Pakistan’s military and bureaucratic elites. The future of democra-
cy and the consolidation of democratic institutions in Pakistan, Shafqat
warns, hinge on the disengagement of the military from civil sectors;
revival, sustenance and restoration of the legitimacy of mainstream politi-
cal parties; and professionalization of the civil service.

In brief concluding remarks during the Wilson Center conference in
January, Akbar Ahmed of American University argued that South Asia’s
Muslims have much to contribute to the global debate concerning the
nature of Islam. Mohammed Ali Jinnah, Pakistan’s founder, stood for
democracy, human rights, minority rights, and respect for constitutional-
ism and the law. Islam, Ahmed asserted, is about far more than the 19
hijackers of September 11th; it is also about compassion and tolerance.
Islam has answers to many of the fears about itself prevalent in the West
today, even if Muslims in recent times have failed to address those anxieties
adequately. What is most needed, Ahmed concluded, referring back to
Shatqat’s formulation, is not Pakistan’s “reinvention,” but its “rediscovery.”
That is, Pakistanis must go back to their roots, to the country’s raison d’etre.
In so doing, Pakistan can escape the suspicions under which it presently
labors and take its rightful place among the nations of the world.

Neither the Wilson Center conference in January 2004 nor this publica-
tion would have been possible without the help of many individuals. My
thanks to Ambassadors Dennis Kux and William Milam, friends and
esteemed colleagues here at the Wilson Center, who generously shared
their considerable knowledge of Pakistan with me during the formative
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stages of this endeavor, and who chaired panels during the conference. Dr.
Ishrat Husain, governor of the State Bank of Pakistan, graciously carved
time out of a demanding schedule in order to come to Washington specif-
ically to deliver the conference’s keynote address. Invaluable assistance of
another sort has been provided by the Fellowship Fund for Pakistan
(FFFP), a charitable trust based in Karachi, whose financial munificence
has enabled the Wilson Center to expand its Pakistan programming dra-
matically. FFFP chairman Munawar Z. Noorani has been the driving,
indeed the indispensable, force behind the creation of the Fund. More
than any other individual, he has provided the vision and the energy that
have made possible the Center’s enhanced Pakistan activities, and I wish to
acknowledge publicly my considerable debt and my deep appreciation for
his efforts and for the confidence in the Wilson Center and its Asia
Program he has demonstrated. Lastly, the creative talents of Wilson Lee,
my associate and colleague here in the Center’s Asia Program, have trans-
formed the initial drafts of these essays into the volume you hold in your
hands. Deep and abiding thanks to Wilson for his splendid work, his
unfailing enthusiasm, and his commitment to fostering a deeper under-
standing of Pakistan and the world of Islam.
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CHAPTER 1

The Economy of Pakistan: Past, Present
and Future

ISHRAT HUSAIN

Ishrat Husain is currently governor of the State Bank of Pakistan. Prior to his
appointment in December 1999, Dr. Husain was director for the Central Asian
Republics at the World Bank. Previous positions at the World Bank include director of
the Poverty and Social Policy Department, chairperson of the Public Sector Group,
and chief economist for Africa and for the East Asia and Pacific region. Prior to join-
ing the World Bank, he served in the civil service of Pakistan. His publications include
Economic Management in Pakistan, 1999-2002 and Pakistan: The Economy

of an Elitist State. He holds a doctorate in economics from Boston University.

n this shrinking global village, internet chats, cable TV, talk shows and
Itransmissions through satellite dishes have made perceptions more

powerful than realities in influencing public opinion. There is a wide-
ly held perception in Pakistan—right or wrong—that the popular
American view of the U.S.S.R. as an evil empire and communism as a
threat to economic and social stability of the world is beginning to res-
onate itself, with Islam replacing communism and Pakistan and other
Muslim countries standing in for the U.S.S.R.

Those who hold this perception point, as an example, to the recent
Council of Foreign Relations/Asia Society Task Force Report, which
aptly sums up the popular American view about Pakistan in the following
sentences: “Pakistan presents one of the most complex and difficult chal-
lenges facing U.S. diplomacy. Its political instability, entrenched Islamist
extremism, economic and social weaknesses and dangerous hostility
towards India have cast dark shadows over this nuclear-armed nation.”

It is in this context that the Woodrow Wilson Center deserves our com-
mendation for organizing this conference to explore in depth one of the
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elements of this newly emerging conventional wisdom about Islam and
Pakistan—although each one of the components of the above statement
deserves further analysis and discourse to sift out the facts from myths.

I hope that the candid discussion today will enlighten many of us, clari-
fy a number of issues, and debunk some of the popular myths surrounding
Islam and Pakistan’s economic direction.

I have chosen to focus my remarks today on the one aspect of Pakistan
and Islam that is, in my view, hardly discussed and least known but creates
a lot of jitters in the United States. This has increased importance since the
elections of October 2002, when an alliance of religious parties won
power in the Northwest Frontier Province. I propose to walk you through
the past and current trends of the Pakistani economy, sketch the future
direction, and offer my own assessment of how the adoption of an Islamic
economy, if it indeed happens, will affect Pakistan’s future.

This paper 1s divided into six sections.

The first section deals with the past achievements and failures of
Pakistan’s economy. The second section presents a synopsis of economic
performance during 1999-2003—a period of intensive restructuring and
reforms of the economy. Section I1I distills the policy lessons learned from
the historical and most recent experience of Pakistan’s economic manage-
ment. Section IV attempts to lay down the contours of the future direc-
tion of Pakistan’s economy based on the lessons learned and development
experience gained from in-country and cross-country record. Section V
assesses how the attempts to introduce an Islamic economic model in the
country, if successtul, will impact upon this future direction. The final sec-
tion provides insights into the economic prospects of Pakistan in the
medium term.

I: PAST ACHIEVEMENTS AND FAILURES

Pakistan was one of the few developing countries that had achieved an
average growth rate of over 5 percent over a four-decade period ending
1988-89. Consequently, the incidence of poverty had declined from 40
percent to 18 percent by the end of the 1980s.Table I lays down the main
economic and social indicators in 1947 and compares them with1997 and
2001. The overall picture that emerges from a dispassionate examination

of these indicators is that of a country having made significant economic
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Table I: Long-Term Structural Change and Growth

1947 1970 2001
Population In millions 33 60 146
Income GDP (current m.p.) 58 151 3,231
Rs.bln
GDP (U.S. $)billion 3.8 10.8 72.3
Per Capita Income 1,638 2,541 5,383
(constant Rs.)
Per Capita Income 85 70 495
(US. $)
Per Capita Income 405 809 28,980
(current Rs.)
Agriculture Production Index 100 219 530
Fiber Production 100 172 921
Index
Water Availability 55 76 97
(MAF)
Wheat Production 3.3 7.3 19.2
(m. tons)
Rice Production (m. 0.7 2.4 4.8
tons)
Cotton Production 1.1 3.0 10.4
(m. bales)
Fertilizer per ha. 0 23 212
Crop (kg)
Industry Manufacturing 100 2346 12,633
Production Index
Steel Production 0 0 2203

(000 tons)
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1947 1970 2001
Population In millions 33 60 146
Industry Cement Production 292 2656 11,000
(cont’d.) (000 tons)
Chemical Production 0 130 445
(000 tons)
Sugar Production 10 610 3686
(000 tons)
Veg. Ghee 2 126 743
Production (000
tons)
Cloth Production 29,581 60,544 576,000
(000 sq. meter)
Infrastructure  Per Capita Electricity 1000 1950 10,160
Generation (Index)
Per Capita Electricity 6 63 520
(kwh)
Road Length (km) 50,367 72,153 249,959
Area under Canal 7.9 18.0
Irrigation (mill. ha)
Consumption  Natural Gas billion 0 29 26.1
cu. Meters
Road Vehicles per 1 3 30
1000 Persons
Phone Connections 0.4 2.5 28.6
per 1,000 Persons
TV Sets per 1,000 0 1.5 26.3
Persons
Social Primary Enrollment 5 22 74
indicators Rate
Population per 23,897 4,231 1,484

Doctor

1141




The Economy of Pakistan: Past, Present and Future

1947 1970 2001

Population In millions 33 60 146
Social Population per Nurse 369,31 13,141 3,560
indicators 8
(cont’d.)
Literacy Rate 11 20 51
Infant Mortality Rate N.A. 117 34
Total Fertility Rate N.A. 6.3 4.7
Population with
Access to Safe Water N.A. 25 85
Under Five Mortality N.A. 181 109
Rate

achievements but with a disappointing record of social development. The
salient features of Pakistan’s economic history are:

* A country with 30 million people in 1947 could not feed itself and had
to import all its food requirements from abroad. In 2002, the farmers of
Pakistan were not only able to fulfill the domestic needs of wheat, rice,
sugar, and milk of 145 million people at a much higher per capita con-
sumption level, but also exported wheat and rice to the rest of the world.

* An average Pakistani earns about $500 in 2003, compared to less than
$100 in 1947. In current U.S. dollar terms, the per capita income has
expanded more than five-fold and in constant terms three times.

* Agriculture production has risen five times, with cotton attaining a level
of more than 10 million bales compared to 1 million bales in 1947.
Pakistan has emerged as one of the world’s leading exporters of textiles.

* Pakistan hardly had any manufacturing industries in 1947. Five decades
later, the manufacturing production index is 12,000, with a base of 100

in 1947. Steel, cement, automobiles, sugar, fertilizer, cloth and vegetable

1151



Ishrat Husain

ghee, industrial chemicals, refined petroleum and a variety of other
industries manufacture products not only for the domestic market but in
many cases for the world market too.

Per capita electricity generation in 2003 was 10,160 kwh compared to
100 in 1947. Pakistan’s vast irrigation network of large storage reservoirs
and dams, barrages, and link canals constructed during the last five
decades has enabled the country to double the area under cultivation to
22 million hectares. Tubewell irrigation provides almost one-third of
additional water to supplement canal irrigation.

The road and highway network in Pakistan spans 250,000 kilometers—
more than five times the length inherited in 1947. Modern motorways
and super highways and four lane national highways link the entire
country along with secondary and tertiary roads.

Natural gas was discovered in the country in the 1950s and has been
augmented over time. As of now, almost 26 billion cubic meters of natu-
ral gas is generated, transmitted and distributed for industrial, commer-
cial and domestic consumption.

Private consumption standards have kept pace with the rise in income.
There are 30 road vehicles for 1,000 persons in 2001, relative to only
one vehicle for the same number of people in 1947. Phone connections
per 1,000 persons have risen to 28.6 from 0.4. television sets, which
were non-existent, adorn 26.3 out of every 1,000 houses.

These achievements in income, consumption, agriculture and industrial
production are extremely impressive and have lifted millions of people out
of poverty. But these do pale into insignificance when looked against the
missed opportunities. The largest setback to the country has been the neg-
lect of human development. Had the adult literacy rate been close to 100
instead of close to 50 today, it is my estimate that per capita income would
have reached at least $1,000 instead of $500.

Pakistan’s manufactured exports in the 1960s were higher than those of
Malaysia, Thailand, Philippines or Indonesia. Had investment in educating
and upgrading the training, skills and health of the labor force been up to
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the level of East Asian countries, and had a policy of openness to world
markets been maintained without any breaks, Pakistan’s exports would
have been at least $100 billion instead of a paltry $12 billion. Had the pop-
ulation growth rate been reduced from 3 percent to 2 percent, the prob-
lems of congestion and shortages in the level of infrastructure and social
services would have been avoided, the poor would have obtained access to
education and health, and the incidence of poverty would have been
much lower than what it is today.

But as if this neglect of human development was not enough, the coun-
try slacked in the 1990s and began to slip in growth, exports, revenues, and
development spending, and was entrapped in a deep morass of external and
domestic indebtedness. As a result, the incidence of poverty rose from 18
percent in 1988-89 to 33 percent by the end of the 1990s. This was due
both to fundamental structural and institutional problems as well as to poor
governance and frequent change in political regimes. With short life spans,
succeeding governments were hesitant, if not outright unwilling, to reform
the rent-seeking activities of the ruling elite—consisting of a small class of
politicians, bureaucrats businessmen, feudal landlords and other vested
interests—and desisted from taking tough unpopular economic decisions
to set the economy right. Understandably, they were more preoccupied
with the imperatives of retaining political power, and making such deci-
sions could have further exposed them to the risk of removal from office.
Moreover, the average government lifespan of two to three years was clear-
ly inadequate for meaningful policy or institutional change. The external
environment was also unfavorable as the inability of successive govern-
ments to meet their commitments with international financial institutions
led to a serious credibility gap among the donors and intermittent with-
drawal of assistance. The events of May 1998, when Pakistan conducted
their first nuclear test, and their aftermath led to further economic isolation
of Pakistan and a considerable erosion of confidence by domestic and non-
resident Pakistanis. Economic sanctions were imposed against Pakistan by
the Western governments. By the late 1990s, Pakistan had entered an
almost critical state of paralysis and stagnation in its economy, particularly
in its external sector. The freezing of foreign currency accounts had result-
ed in a significant drop in workers’ remittances; export growth was nega-
tive; IMF programs and World Bank assistance were suspended; and bilater-
al donors had terminated their aid, while debt payments due were far in
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Table II: Changes in Key Macroeconomic Indicators

October September Change in
1999 2003 the Indicator
GDP growth 4.2% 5.3% Positive
rate
Inflation 5.7% 3.3% Positive
Fiscal 0 0 .
deficit/GDP -6.1% -4.0% Positive
Current o o L.
account/GDP -3.2% +5.0% Positive
Domestic 0 0 L.
Debt/GDP 52.0% 43.4% Positive
External Debt $ 38 billion $ 35 billion Positive
Remittances $ 88 million per $ 300 million per Positive
month month
Export $ 7.8 billion $ 12 billion Positive
Tax Revenues Rs. 391 billion Rs. 510 billion Positive
Rupee-Dollar o o .
Parity Depreciating Appreciating Positive
Foreign Direct $ 472 million $ 500 million Positive
Investment
Foreign
Exchange $ 1.6 billion $ 12.0 billion Positive
Reserves
Poverty o Data not available .
Incidence 3% but perhaps rising Negative
Poverty related | [ )33 ijtion Rs. 161 billion Positive
expenditure
Unemployment 6% 8% Negative

Note: All indicators in Column 1 pertain to 1998-99 or October 1999. All
indicators in Column 2 pertain to 2003-04 or end September 2003.

1181



The Economy of Pakistan: Past, Present and Future

excess of the liquid foreign exchange resources the country possessed.
Pakistan was almost at the brink of default on its external payments.

II: EcONOMIC PERFORMANCE, 1999-2003

It was at this stage that the military government under General Pervez
Musharraf assumed power in October 1999. The economic team of the
new government devoted the initial period to managing the crisis and
making sure that the country avoided default. A comprehensive program
of reform was designed and implemented with vigor and pursued in
earnest, so as to put the economy on the path of recovery and revival. The
military government did not face the same constraints and compulsions as
the politically elected governments. It was therefore better suited to take
unpopular decisions—imposing a general sales tax, raising prices of petro-
leum and utilities, and removing subsidies—so badly needed to bring
about fiscal discipline and reduce the debt burden. The IMF and the World
Bank were invited to enter into negotiations on new stand-by and struc-
tural adjustment programs.

Although the canvas of reform in Pakistan was vast and corrective
action was required on a number of fronts, there was a conscious eftort to
focus on achieving macroeconomic stability, on certain key priority struc-
tural reforms and improving economic governance. The structural reforms
included privatization, financial sector restructuring, trade liberalization,
picking up the pace of deregulation of the economy and generally mov-
ing towards a market-led economic regime. A stand-by IMF program was
put in place in November 2000, and was successfully implemented, fol-
lowed by a three-year Poverty Reduction and Growth Facility (PRGP),
which will expire in November 2004. What have been the outcomes of

the economic reforms undertaken during the past four years?

Macroeconomic Stability

There has been considerable progress in achieving macroeconomic stabil-
ity. Strong fiscal adjustment has led to primary budgetary surplus and sig-
nificant reduction of the fiscal deficits. The current account has turned
around from a chronic deficit to a surplus of more than 5 percent of GDP,
mainly due to renewed export growth and resurgence of workers’ remit-

tances. Monetary aggregates have been contained, and the inflation rate is
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below 4 percent. The external debt burden has been reduced in absolute
terms from $38 to $35 billion, and as a proportion of GDP from 62.5 per-
cent to 46 percent. The risk of default on external debt, which loomed
large on the horizon in 1999 and 2000, was mitigated and the country’s
capacity to service its restructured debt has considerably improved. The
exchange rate has not only stabilized but appreciated during the last two
years. Table II shows the changes in the key economic indicators between
October 1999 and September 2003.

Structural Reforms: Privatization, Deregulation, Liberalization

The Musharraf government actively pursued an aggressive and transparent
privatization plan, whose thrust was the sale of assets in the oil and gas
industry as well as in the banking, telecommunications and energy sectors,
to strategic investors, with foreign investors encouraged to participate in
the privatization process. This plan is being followed by the newly elected
government under Prime Minister Jamali.

To demonstrate the seriousness of the government in encouraging for-
eign investment flows into Pakistan, there has been a major, and percepti-
ble liberalization of the foreign exchange regime. Foreign investors can
now bring in and take back their capital and remit profits, dividends and
fees, without any restrictions. Foreign portfolio investors (FPI) can also
enter and exit the market without any restrictions or prior approvals. In
the Karachi Stock Exchange, with a market capitalization of $15 billion,
over 700 listed companies showed average returns of 15 percent, which
were higher than those in most emerging countries. This makes Pakistan
an attractive place to invest for foreign portfolio investors. As part of this
liberalization, non-residents and residents are allowed to maintain and
operate foreign currency deposit accounts, and a market-based exchange
rate in the interbank market is at work.

Allied to this eftort, the trade regime has been opened up and the max-
imum tarift rate has been cut down to 25 percent with only four slabs, and
the average tariff rate is down to 14 percent.

The financial sector too, has been restructured and opened up to compe-
tition. Foreign and domestic private banks currently operating in Pakistan
have been able to increase their market share to more than 60 percent of
assets and deposits. The interest rate structure has been deregulated, and

monetary policy uses indirect tools such as open market operations, and dis-
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count rates. Domestic interest rates on lending have dropped to as low as 5
percent from 20 percent, substantially reducing financial costs of businesses.

Central to the economic reforms process has been a clear progression
towards deregulation of the economy. Prices of petroleum products, gas,
energy, agricultural commodities and other key inputs are determined by
the market, and imports and domestic marketing of petroleum products
have been deregulated and opened up to the private sector. The markets
do not always function eftectively. Independent regulatory agencies have
been set up to protect the interests of consumers and end-users of utilities
and public services. Despite this movement towards a liberalized and
deregulated regime, old habits die hard. Bureaucratic hassles at lower lev-
els continue to be irritants for the business community.

Tax Reforms

Taxation reform has figured prominently on the government’s agenda, as
this is another area where the business community has innumerable griev-
ances and dissatisfaction with the arbitrary nature of tax administration.
Tax reforms are aimed at broadening the tax base, bringing in tax evaders
under the tax net, minimizing personal interaction between tax payer and
tax collector, eliminating the multiplicity of taxes and ultimately reducing
the tax rate over time. A massive survey and documentation drive was
undertaken to widen the tax base, extend incidence to all sectors of the
economy and develop data for purposes of assessment. Despite these
reforms, the business community remains dissatisfied with the perform-
ance and attitude of tax officials, particularly at the lower level. Complaints
of delays in refunds of sales tax persisted throughout the three-year peri-
od. The Central Board of Revenue (CBR) is being restructured to
improve tax administration, including taxpayer facilitation.

Economic Governance

The most dramatic shift introduced by the military government is in
promoting good economic governance. Transparency, consistency, pre-
dictability and rule-based decision-making have begun to take root.
Discretionary powers have been significantly curtailed. Freedom of the
press and access to information has had a salutary effect on the behavior
of decision makers. The other pillars of good governance are (a) the
devolution of power to the local governments, which will have the
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administrative and financial authority to deliver public services to all
citizens, and (b) an accountability process that will take to task those
indulging in corruption through a rigorous process of detection, inves-
tigation and prosecution.

Despite these positive outcomes and their impact on the business com-
munity and other stakeholders, within the country as well as abroad, the
incidence of poverty is still quite high and unemployment rates are worri-
some. The challenge, therefore, for the next phase of the reform process is

to accelerate the growth rate and reduce poverty and unemployment.
III: PoLiCcY LESSONS LEARNED

I now turn to the policy lessons learned from the experience of the last
50 years and the success achieved in reforming and restructuring
Pakistan’s economy during the last four years. With experiments running
from state controls, liberalization, socialism, reversal to market mecha-
nisms, deregulation and privatization, there is today almost a consensus
on the broad contours of economic policy in the country, although the
modalities, policy instruments and nuances differ, as they ought to. My
reading of the last 15 years suggests that the general thrust of Pakistan’s
economic policies broadly reflects the following lessons learned from

the past:

* Central planning has been a failure, as it leads to low productivity, lack of
innovation, lack of incentives, poor quality goods and services and low
investment in human resources. Bureaucratic judgment is a poor substi-
tute for the market’s judgment on allocation of scarce resources.

* Licensing to open, operate, expand, and close businesses by government
functionaries is a sure way to promote rent-seeking in the economy for
the benefit of a few while keeping the majority poor. Basic business
decisions should not be made for the businessmen by bureaucrats.

* Public sector ownership and management of business, production, distri-

bution and trade do not capture the commanding heights but lead to a
fall into the deep morass of inefficiency, waste and corruption.
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* Import substitution behind high tarifts not only protects a few thousand
inefticient producers but also penalizes millions of consumers with
shoddy and expensive goods, which they do not particularly want.
Profits at world prices are negative in these protected industries, thus

leading to inefficient utilization of capital and labor.

Opver-regulation, controls and inspection of all kinds on the private sector
not only hike up the cost of doing business and subdue entrepreneurship,
but also make a few wily politicians and bureaucrats rich at the expense
of the prosperity of the country. Private monopolies and oligopolies were
nurtured under the cover of these controls.

High tax rates on individuals and corporations are counter-productive
as they raise costs, discourage effort and initiatives and lead to wide-
spread tax evasion and have unintended consequences of lowering over-
all revenue collection.

Banks and financial institutions owned and managed in the public sector
and offering cheaper credit and/or directed credit have a pernicious
effect on economic growth, as credit decisions are made on the basis of
political connections rather than the merit of the proposal. Value sub-
tracting enterprises are set up while real opportunities for businesses that
contribute to output and employment are missed.

Administered prices of key commodities and utilities are the worst pos-
sible means of insulating the poor segment of the population from the
onslaught of market forces. Instead, these prices create shortages in the
economy and hit the poor hardest by denying them access to essential
commodities or services.

Subsidies on inputs such as fertilizers, seeds, electricity, water, gas and
petroleum incur heavy budgetary costs but benefit the well-to-do class-
es and highly influential individuals rather than those for whom the sub-
sidies are intended.

Foreign investment and multinational corporations are not evils that
should be shunned but are the most important conduits for transfer of
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technology, managerial skills, organizational innovation in addition to
much needed capital and foreign exchange. They should be welcomed
and made to feel comfortable in their operations.

IV: FUTURE DIRECTIONS

The lessons learned from historical experience, development literature
based on cross-country records and the imperatives of globalization
have led to the emergence of a broad consensus on some key policies
and parameters.

These views are shared by a majority of the political parties, military,
businesses, bureaucracy and other stakeholders in Pakistan. It will be
fair to surmise that investors in Pakistan should feel confident that the
future direction of economic policy making will be guided by the fol-
lowing principles, although in a dynamic and ever changing world,
economic management will have to be responsive to the needs of the
time and events.

* An outward-looking strategy that promotes exports and integrates
Pakistan into the world economy is in the best interest of the country
for accelerating growth and reducing poverty. Tariff reductions have
been quite drastic from 220 percent to the current maximum of 25 per-
cent, helping the businesses to become cost competitive. Anti-export
bias has been significantly reduced and export promotion is the stated
policy objective.

* The private sector is the main vehicle for producing and exchanging
goods and services for the domestic economy as well as the rest of the
world. Prices should be determined by market forces, but monopolies
should be regulated by independent agencies.

* The role of the state is to provide security of life and property, have an
independent judiciary that can arbitrate disputes and enforce contracts,
build physical infrastructure, nurture human skills and train manpower
and maintain an enabling macroeconomic and regulatory environment
in which businesses can flourish.
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* Public sector enterprises and government trading houses should be pri-
vatized through a transparent process so that the government can focus
its attention on its basic responsibilities to the citizens. Selling these
enterprises to private entrepreneurs has stopped the hemorrhaging of

government finances.

Pakistan will continue to have a liberal foreign exchange and low-tariff
regime without recourse to non-tarift barriers. Raw materials, compo-
nents, machinery and equipment, and consumer goods can enter the
country free of restrictions. Foreign investors are free to bring in and
repatriate capital, dividends, profits, remittances, royalties, etc. without
any approvals.

The value of the Pakistani currency in relation to other foreign curren-
cies will be determined through supply and demand in the foreign
exchange markets and not by administrative fiat of the Central Bank. A
free-floating exchange rate policy is being pursued at present and will
continue in the future.

The Central Bank or the government no longer controls interest rates
on government securities, corporate borrowing, deposits, etc. They are
totally deregulated and the banks are free to charge spreads according to
the risk assessment of the borrowers. There are no priority sectors to
which credit is directed. Government is not allowed to borrow from the
banking system beyond a specified limit.

Foreign companies, individuals, and multinational corporations can
own 100 percent shares in locally incorporated or unincorporated
firms. They can raise equity through national stock markets, borrow
from the local banking system and sell their goods or services abroad or
domestically. They enjoy a level playing field with the domestic
investors and do not face any barriers to entry or exit. They can expand
capital or wind up business without permission from any government
department.

» Consumers have choices to purchase foreign goods or domestically pro-
duced goods. This has compelled the domestic manufacturers to improve
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the quality and reduce the prices of their products or face extinction at
the hands of imported goods. The competitiveness of industry has been
boosted by the unhindered availability of foreign goods.

V:THE IMPACT OF ISLAMIZATION ON THE FUTURE DIRECTION

I now turn to the main theme of the conference today. The basic premise
of this conference is that there are many protagonists in Pakistan who are
pushing the country towards adopting an Islamic economic system.
Western analysts and observers view such a move with apprehension and
feel that this will lead to Pakistan’s decoupling from the global economic
system and its isolation from mainstream economic thinking. In their
minds, such behavior will create greater instability and amplify risks for
the rest of the world.

Pakistan is a moderate and progressive Islamic country that is commit-
ted to the war against extremism and terrorism and, thus, any suggestion
that it will adopt policies that may be risky for the rest of the world is
untenable. President Musharraf is already paying a high price in combat-
ing the menace of terrorism and extremism in the country. These policies
may have short-term costs but are essential to set the country on its course
of enlightened moderation.

Unfortunately, most of the assumptions and premises on which the
hypotheses about the Islamic economic system have been constructed are
seriously flawed. Pakistan is and will remain a responsible member of the
international community and is committed to utilizing the the vast oppor-
tunities provided by globalization and financial integration of world markets
for the benefit of its population. There is no suggestion whatsoever by any
significant group of people or political parties in favor of isolation or with-
drawal from the international economic system. Secondly, the preconditions
for a robust and well-functioning Islamic economic system are missing in
Pakistan. The Islamic moral values that emphasize integrity, honesty, truth-
fulness and full disclosure and transparency are not yet widely practiced by
Pakistani businesses. Once these preconditions are established the adoption
of a real Islamic economic system will lead to superior welfare outcome for
the majority of the Pakistani population.

How can the Islamization of the economy aftect this future direction of
Pakistan’s economy and improve the welfare of its people compared to the
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present system? The extensions that the true practice and application of an
Islamic economic model can bring about will, in fact, help in overcoming
the weaknesses inherent in the capitalist model of economy. Before that,
let us recapitulate the basic principles upon which the Islamic economic
system is built.

Unlike positive economics, the entire edifice of Islamic economics is
built upon a set of objectives or magqasid. In other words, Islamic econom-
ics is normative in nature, with the objective of the Shariah being to pro-
mote the well-being of all, which lies in safeguarding their faith, their
human self, their intellect, their posterity and their wealth.

At the micro level, the precepts of profit maximization and utility max-
imization are retained intact but are supplemented by a set of interlinked
objective functions. An Islamic system tries to promote a balance between
market, family, society and the state. It does so by promoting both the
material and the spiritual urges of the human self, in order to foster peace
of mind and enhance family and social solidarity. Some Western thinkers
and anti-globalization activists decry the Western economic model as
being suppressive of collective human rights and community and social
well-being, disruptive of family values, and too much focused on selfish
individual interests. Behavioral economists have also begun to challenge
the assumption of rationality in the choices and preferences an individual
makes in day-to-day life. Thus, the merit of the Islamic economic model
lies in its extension of the Western model in some fundamental and bene-
ficial ways. It introduces into the objective function an additional argu-
ment which keeps self-interest within the bounds of social interest by lim-
iting individual preferences to conform with social priorities, and elimi-
nating or minimizing the use of resources for purposes that frustrate the
realization of the social vision. This may help promote harmony between
self-interest and social interest.

This second argument complements the market mechanism by making
the allocation and distribution of resources subject to a double layer of fil-
ters. It attacks the problem by first changing the behavior and preference
scale in keeping with the demands of the normative goals. Claims on
resources are then exposed to the second filter of market prices. In this
process, the influence that initial resource endowments are able to exercise
in the allocation and distribution of resources may be reduced substantial-

ly. Faith tries to accomplish this by giving self-interest a longer-term per-
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spective—stretching it beyond the span of the world to the Hereafter. This
interest in the Hereafter cannot be served except by fulfilling his or her
social obligations. This may induce individuals to voluntarily hold their
claims on resources within the limits of general well-being and thus create
harmony between self-interest and social interest even when the two are
in conflict.

The promotion of simple living and the reduction of wasteful and con-
spicuous consumption may help reduce excessive claims on resources and
thereby release a greater volume of resources for need-fulfillment by oth-
ers who are not so well off. It may also help promote higher savings and
investment and thereby raise employment and growth.

At the macro level, the Islamic economic model in its ideal form tends
to combine the positive aspects of the capitalist economy and the socialist
economy while minimizing their negative consequences. A capitalist
economy based on private property and market mechanisms allocates
resources efficiently but as it takes initial resource endowment as given,
equity considerations do not figure in this system. The socialist system is
very much concerned with equity and welfare of its population and
ensures benefits from cradle to grave for its citizens. But as it relies on state
ownership and bureaucracy, it is poor in allocating resources, thus creating
inefficiency, waste and value subtraction. The Islamic system overcomes
the deficiencies of both the systems as it is solidly based on private prop-
erty and the market mechanism but has also explicitly built in equity and
distribution through compulsory deduction of zakat—i.e., transfer pay-
ments from the asset holders to the poor segments of the population. The
Western economic model is criticized today as unable to address the issues
of unemployment, poverty and income inequities in developing coun-
tries. The Islamic economic model addresses the distribution issues explic-
itly after the market has allocated the gains. It does so by a compulsory
deduction of 2.5 percent of tangible wealth and net asset holdings from
the income generated by market mechanisms for transfer among the vul-
nerable, sick, handicapped, indigent and poor segments of the society.
Although the deduction is compulsory, the transfers are made voluntarily
by the well-to-do to their poor relatives, neighbors and others whom they
know to have legitimate needs. Thus the leakages, waste and corruption
that are inherent in a state administered system of welfare payments are

conspicuous by their absence under this system. Only really deserving
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persons and families or mustahageen receive these payments. In Pakistan, it
is estimated that private transfers made voluntarily to the poor account for
2 percent of GDP annually. These welfare payments are a potent force in
reducing poverty, helping the vulnerable to earn their own livelihoods and
lowering income disparities.

At the sectoral level, the introduction of Islamic banking should result
in deepening of the financial sector. There are believers in the Islamic faith
who do not use the conventional banking system because of their strong-
ly held views that this system is based on riba. They will willingly deposit
their savings into Islamic banks and borrow from these banks for expan-
sion of their businesses or new investment. Thus a significant segment of
the population that is currently outside the organized financial sector will
be brought into its fold.

The primary principle of Islamic banking is the prohibition of riba
(usury), which is believed to be a means of exploitation of the masses.
Trade is the preferred mode of business in Islam. The goal of banking is
the general economic improvement of the public at large rather than of a
few groups.

‘What are the characteristics of the Islamic bank?

* One of the most distinguishing features of Islamic banking is that being
part of a faith-based system, it is obligatory on Islamic banks not to pur-
sue activities that are detrimental to the society and its moral values.
Thus Islamic banks are not allowed to invest in casinos, nightclubs and
breweries, etc. It is pertinent to note that casinos are one of the prime
vehicles used for money laundering, and dealing with them could
expose the conventional banks to such risk.

* The second distinguishing feature of Islamic banking is that, in addition
to the rules and regulations applicable to the conventional banks, the
Islamic banks have to go through another test—i.e., fulfill exhaustive
requirements to be Shariah-compliant. This requires that the clients of
Islamic banking must have business that should be socially beneficial, cre-
ating real wealth and adding value to the economy rather than making
paper transactions. Therefore, a stringent “Know Your Customer” (KYC)
policy is inherently an inbuilt requirement for an Islamic bank, since the
Islamic bank has to know the customer and his business before getting
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into a socially responsible Shariah-compliant transaction. KYC is the first
line of defense against money laundering in any banking system.

Third, by their very nature, Islamic modes of financing and deposit-tak-
ing discourage questionable/undisclosed means of wealth that form the
basis of money laundering operations. The disclosure standards are strin-
gent because the Islamic banks require the customers to divulge the ori-
gins of their funds in order to ensure that they are not derived from un-
Islamic means—e.g., drug trading, gambling, extortion, subversive activ-
ities or other criminal offences. On the financing side, the Islamic banks
must ensure that funds are directed towards identifiable and acceptable
productive activities. Most Islamic financing modes are asset backed—
i.e., they are used to finance specific physical assets like machinery,
inventory, and equipment.

Fourth, the role of the bank is not limited to a passive financier con-
cerned only with timely interest payments and loan recovery. The bank
is a partner in trade and has to concern itself with the nature of the busi-
ness and profitability position of its clients. In the case of loss in business,
the Islamic financier has to share that loss. To avoid the loss and reputa-
tional risk, Islamic banks have to be extra-vigilant about their clientele.

To sum up, it can be said that banks that judiciously follow Islamic
banking principles are less likely to engage in illegal activities such as
money laundering and financing of terrorism than conventional banks.
However, the existence of rogue elements cannot be ruled out in any type
of organization. It is the duty of the state and the regulators to ensure that
despite these built-in safeguards, there are adequate pieces of legislation,
regulations, and enforcement mechanisms to take action against the
potential offenders.

Pakistan has taken a policy decision that it will allow both the conven-
tional and Islamic banking systems to operate in parallel. The choice will
be left to the consumers whether they wish to migrate from the conven-
tional to the Islamic system or stay with the conventional system. The
State Bank of Pakistan has a transparent system of licensing, regulating
and supervising the Islamic banks in Pakistan. There are three ways in
which this type of banking can be set up: (a) a stand-alone exclusive
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Islamic bank; (b) existing conventional banks establishing a subsidiary; or
(c) earmarking some of their branches for Islamic banking. A Shariah
Board consisting of scholars, economists, accountants and bankers will
determine whether the products and services offered by these institutions
are compliant with Shariah or not.

The MMA Government in NWFP has earmarked one of the branches
of a provincial government-owned bank as an Islamic bank, and only on
the basis of the experience gained will they gradually move to convert
other branches to this mode. You can therefore see that, contrary to the
alarmists’ cries, the provincial government has been extremely prudent
and responsible in moving gradually in this direction. It has fulfilled all the
standard requirements which the Central Bank had stipulated, and no
exception was made in granting the license for this branch. Business and
commercial considerations will determine the future evolution of Islamic
banking in the province.

To sum up, Islamization, if adopted and practiced in its true form at any
time in the future, will strengthen the economy, particularly income distri-
bution and poverty alleviation, which have proved elusive under the present
economic model. This will, in fact, eliminate the sources of instability, vio-
lence and propensity towards terrorism arising from a sense of deprivation.

VI: EcONOMIC PROSPECTS IN THE MEDIUM TERM

As the full-fledged operation of a true Islamic economic system in any of
the Muslim countries and particularly Pakistan is far from realization in
the near future, only gradual and slow changes will take place. Thus, the
burning issues of poverty, income distribution and unemployment will
remain to preoccupy the attention of economic managers and policymak-
ers, as the remedies available under the Islamic economic system to resolve
them are unlikely to be applied. Under this scenario, what does the future
hold for the Pakistani economy, and what are the prospects for addressing
these issues?

Empirical evidence from the history of Pakistan suggests that there is a
direct relationship between rapid economic growth and poverty reduc-
tion. After the annual economic growth rate crosses the threshold of 6
percent or more on a sustained basis, there is a strong probability that the

incidence of poverty will begin to decline.
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There is little doubt that GDP growth rate can recover to the historic
levels of an average of 6 percent or more, provided structural reforms are
continued and further deepened, productivity gains in agriculture are
achieved, and a set of non-economic factors including governance are put
in place. This will not only reduce the incidence of poverty but also
unemployment and, to some extent, regional disparities. It is also project-
ed that the inflation rate will remain contained within the 6-8 percent
range, provided appropriate monetary and fiscal policies are followed. The
latter are geared to bring the budgetary deficit down to 3 percent of GDP
in the next three years, increase the tax-GDP ratio to over 15 percent,
contain the growth in non-development expenditure and raise the share
of social and poverty-oriented programs.

What is the agenda for getting back on this trajectory? The realization
of the projections outlined above will depend upon the interplay of evo-
lution in political and social developments, economic policies to be pur-
sued, the quality of governance and institutions, the external environment,
and most important, investment in human development. It has become
quite obvious from both Pakistan’s own history and the experience of
other developing countries that sustained economic growth and poverty
reduction cannot take place merely on the strength of good economic
policies. Political stability, social cohesion, supporting institutions, and
good governance are equally important ingredients, coupled with a
benign external environment, for achieving economic success. The econ-
omy will suffer from temporary shocks, both domestic and externally
induced, but will develop resilience to tolerate these shocks with mini-
mum disruption and dislocation if these ingredients are present. So what
do essential ingredients for transforming the Pakistani economy entail?
‘What are the pillars on which the foundations of Pakistan’s rapid econom-
ic development will be built in the future?

Pakistan’s checkered and uneven record on political instability and
lack of democracy has deprived the country of a long-term vision,
direction and continuity of economic policies. The rapid turnover of
governments and the actual and imminent threat of the dismissal of gov-
ernments through extra-constitutional means have certainly proved to
be inhibitors to investment, innovation and institutional development.
Democracy in Pakistan is still interpreted in a fairly narrow sense—i.e.,

holding general elections and allowing political parties to compete.
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While this is necessary, other pre-requisites of a well-functioning
democracy—e.g., rule of law, civil liberties, freedom of expression,
checks and balances on the powers of different organs of state, and reli-
gion and ethnic tolerance—have not yet taken root. Parliamentary elec-
tions are not meant to provide license to those elected to rise above the
law and do whatever pleases them. Separation between executive and
legislature, with the latter exercising effective controls on the former, is
still missing due to the entrustment of executive powers to the ruling
party in the legislature. As there is no other countervailing mechanism,
excesses committed by the executive have only been corrected by dis-
missals or extra-constitutional measures. These extraordinary steps create
uncertainty and unpredictability, which are inimical to long-term eco-
nomic growth. Thus an effective watchdog legislature and a vigilant
judiciary-enforcing rule of law that includes enforcement of contracts
and protection of private property will obviate the need for frequent
changes in the government. Political parties themselves have to shift the
emphasis on dialogue to broad-based strong growth rather than narrow-
minded slang and personality-oriented cults. A stable and orderly politi-
cal system ingrained and practicing all the elements of democracy is the
first pillar for transforming the economy.

Although democracy does mediate between different ethnic, religious
and regional groups, Pakistan has witnessed growing polarization and
division along sectarian, ethnic, linguistic, and cultural lines in the decade
of the 1990s, particularly after the defeat of the Soviet forces in
Afghanistan. Social capital, which is a glue for fostering economic devel-
opment, has been depleting. Although Islam teaches us tolerance and har-
mony, the violent sectarian killings and the consequential law and order
problems need to be curbed effectively. Social cohesion, trust, tolerance
and inter-provincial harmony on the back of a truly participatory and well
functioning democracy, a vibrant civil society and a shared sense of fair
play in allocation of national resources are the second pillar for robust eco-
nomic transformation.

Recent empirical evidence and common sense strongly suggest that
sound economic policies cannot make any difference to the lives of the
common citizens if the country does not have strong institutions to
implement those policies. Pakistan had inherited a strong civil service,

judiciary, and police, which could meet the demands of thirty million
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people. But as population expanded and the nature of problems became
more complex, the capacity of these institutions did not keep pace with
the emerging demands of the economy. On the contrary, these institutions
were politicized and captured by a small elite group to serve their own
narrow interests and those of their masters. The consideration of the com-
mon good was replaced by self~aggrandizement, and the process of insti-
tutional decay crept in and gradually eroded the foundations of most of
these institutions. These dysfunctional institutions were unable to deliver
basic services to ordinary citizens.

Crude estimates suggest that if institutions and the legal system were
working well, Pakistan’s GDP would grow by at least two percentage
points faster—if the land titles were clear, actively traded, mortgaged
and exchanged without much hassle. If tax assessment, the tax code and
tax collection methods were simplified, made less arbitrary and free
from discretion of tax officials, the tax base would be much wider and
the tax-GDP ratio much higher. If the court system were unclogged,
the enforcement of contracts would be quicker and reduce transaction
costs substantially.

The fourth pillar is good governance. There is an overlap between the
other three pillars described above and good governance. Rule of law;, trans-
parency, and predictability are the essential elements of good governance.
Authoritarian governments have a relatively better record of governance in
Pakistan, but these gains have proved to be short lived. Only democratic
governments with clear rules of transition and strong functioning institu-
tions can provide the platform for embedding good governance in the work
ethic. It has to be demonstrated during the next five years that democracy
and good governance are not mutually incompatible, that a democratically
elected government can also serve collective interests in contrast to its per-
sonal interests, and that the quality of governance can be better. The inter-
play of voice and accountability, civil liberties and free media, which form
the core of democracy, reinforce the quality of governance.

Three recent steps—devolution of powers to local governments, the
National Anti-Corruption Strategy and National Accountability Bureau,
and encouragement of private-public-community partnerships—will fill
in the missing gaps in effective implementation of governance.

The devolution of powers to local governments since 2001 is undergo-

ing a phase of consolidation and is facing some teething problems. But this
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devolution has a built-in capacity to respond to the demands of the com-
mon man for obtaining basic services such as security, education, health,
water supply, and sanitation. This system is facing fierce resistance from all
those groups who had vested interests in the old centralized, highly per-
sonalized top-down system of administration. The system needs to be
carefully nurtured and monitored, and its structural and operational defi-
ciencies and weaknesses removed, but any attempt to dislodge it or make
it impotent will adversely affect the access of the poor and disenfranchised
to public expenditures and public goods.

Finally, most important among all the factors that will impinge upon
the future shape of Pakistan’s economy is accelerated investment in human
development. In fact, underdevelopment of human capital is the most
daunting challenge facing Pakistan. High population growth—one of the
fastest in the world—has given rise to a young dependent population and
increased unemployment among youth. One-half of the population is
illiterate, making it more difficult to impart new skills to the ever-bur-
geoning labor force. The average years of schooling remains quite low.
Investment in higher education, science and research has been almost
insignificant and has hurt the competitiveness of Pakistani firms in world
markets. Low levels of female education and literacy have made one-half
of the population less than adequately prepared to participate in the
domestic labor markets and deprived the country of many externalities
that arise from a literate female population.

A comprehensive package of educational sector reforms, a medium-term
health strategy, fiscal restructuring and devolution of administrative and
financial powers to local government, public-private partnership in delivery
of social services, and community involvement and participation are some
of the items that need to be put in practice with full commitment.

The above survey of Pakistan’s past, present and future should reassure
the Western community that if and when Islamization of the economy
takes place, it will not pose a threat to Pakistan’s journey towards stability,
growth and poverty reduction. Along with good policies, good gover-
nance and good luck, it will create conditions that are conducive for
growth and poverty reduction. Pakistan is very much, and will remain,
integrated into the world economy and fully utilizing the opportunities
thrown open by globalization to benefit its population.
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Standing Committee on Finance, Economic Affairs and Planning. He has also
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70 books, including Crisis of Political System in Pakistan and the Jama’at-
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Monetary and Fiscal System of Islam, and Economic Development in an
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am extremely grateful to the Woodrow Wilson Center for provid-
I ing all of us with an opportunity to share with each other reflec-

tions on certain key concepts of Islamic economy and salient
aspects of the Pakistani experience, in the context of their implications
for the world economy.

Islamic economics, although rooted in the values, principles and com-
mands contained in the Quran and Sunnah, is neither a branch of theolo-
gy (Kalam) nor of law (Figh). It represents an approach to the fundamental
questions of economics—i.e., what is to be produced, how is it to be
shared, and what is to be the shape of final consumption in a society?

Man’s economic problem is as old as are humans on the earth. While
economics as a social science has been developed only during the last two
centuries, the economic problem has always been there. Humans, in all
times and climes, have strived to grapple with the economic problems at

conceptual as well as practical levels in different civilizational contexts.
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Islamic economics is a nascent yet evolving discipline. It represents a fresh
approach to economics and the economic problems of mankind.

Economic discipline and economic policy as they have developed in
the West during the last two hundred years pose certain problems. All eco-
nomic relationships have two dimensions: one technical, which relates to
the physical or positive laws of production and consumption; and the
other normative and ideological. The two are intertwined. Wherever there
is a question of choice, there has to be a moral dimension. Choice can be
motivated by physical and positive considerations, but choice is also influ-
enced by our moral values and normative considerations. Over the years,
economic science, even policy formulation to a certain extent, has wit-
nessed what I call a de-linking between the positive and the normative
dimensions. The founding fathers had developed their conceptual frame-
work on certain moral and ethical assumptions, sometimes explicit, often
implicit. Over the years the separation between ethics and economics has
been accentuated with far-reaching consequences for the theory and
practice of economics.

A second development relates to separation between economics and
other social disciplines. Gradually economics tried to become a self-con-
tained social discipline, parting ways with its integral linkage with politics,
sociology, psychology and other disciplines. Obsessed by the idea of mak-
ing economics a more and more positive science, an eagerness to introduce
quantitative methodologies of physical sciences, particularly mathematics,
is partially responsible for this de-linking from other social sciences.

Thirdly, the pursuit of efficiency and optimal allocation of resources
became the central problem of economics. Efficiency is a very important
concern, but over the years, considerations of efficiency have become so
dominant that the equally important dimensions of equity and justice and
of social and ecological consequences of economic efforts became
eclipsed. Issues of distributive justice, quality of life and sustained growth
were marginalized. Consequently the link between wealth and well-being
was drastically weakened if not totally severed.

Finally money, which was primarily a medium of exchange, a measure
of value and a powerful instrument for financial intermediation, became
an objective in itself. The institution of interest played a crucial role in this
transformation. Consequently, the critical link between money and the

physical economy was thinned out. Money became a commodity. An

1381



Islamizing the Economy: The Pakistan Experience

expanding fiduciary space emerged, which has ballooned ever since, occu-
pying a central realm in the world economy.To give just one example: for-
eign exchange is primarily an instrument for facilitation of international
trade and exchange of services. Yet presently, daily turnover in foreign
exchange in global markets is more than 50 times that of total volume of
international trade. The make-believe world of derivatives has overtaken
the physical economy.

These four major de-links have transformed economics. Efficiency
and equity in the world economy no longer go hand in hand. While
global production has increased exponentially, economic miseries of
almost two-thirds of humanity remain unrelieved. Almost 87 percent of
the world GDP is concentrated in the hands of less than 20 percent of
the world population in developed countries, even if gross inequalities
within the developed world are ignored. The world is becoming more
and more inequitable. The ratio of wealth between the rich one-fifth and
the poor four-fifths of the world was 30:1 in 1950, which increased to
60:1 by 1980 and at the advent of the 21st century it had roared to 85:1.
Yet people all over the world, and countries rich and poor, are groaning
under ever—increasing mountains of debt. The United States, the richest
country of the world, is also the most indebted country on the globe.
And there is the plight of the poor. At the advent of the 21st century all
are faced with an explosive situation.

The predicament in which we find ourselves is, among others, a result
of these four major de-links. Islamic economics represents an effort to
search for a new paradigm. We are not seeking some changes within the
economic paradigm of capitalism, which is the dominant system. The
effort is aimed at paradigm change. The idea is to address basic economic
problems from a moral and socially responsible perspective. We seek to
reintegrate economics with ethics. Efficiency and equity become elements
of a composite reality. Instead of a piecemeal, incremental approach, our
approach is more holistic, integrated and all-embracing. We want to refo-
cus on growth involving production of useful goods and services and on
asset creation, as against financial ballooning. Productive efficiency and
distributive justice are twin objectives, inalienable elements of an integrat-
ed whole. This, broadly, is the roadmap to a new paradigm.

‘While abolition of interest and introduction of zakat are two pillars of

the Islamic economic system, Islamic economics represents much more
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than that. It represents a new approach to economics, including resort to
some new methodologies to come to grips with the eternal issues of the
economy: what is to be produced? How is it to be distributed? And how
would it be consumed?

Let us not forget that the right of private property, freedom of enter-
prise, the market mechanism and the profit motive predate capitalism.
While capitalism built its system on the foundations of self-interest—pri-
vate enterprise, markets and profit—its unique contribution lies in giving
them a particular shape and role. They are not unique to capitalism. Private
property and enterprise, self-interest, the market mechanism and competi-
tion are integral to the Islamic economic system.Yet their distinct character
and role are fashioned by the value framework of Islam. The individual is
the building block of the society and private enterprise is a premium
mobile of the system. Yet property rights, legal and sacrosanct, have a
dimension of social responsibility. A fundamental Islamic concept is that
property, power, and authority—at all levels including state authority—are
in the nature of trust. Within the framework of this relationship of trust
there are clearly defined lines and limits of rights and obligations.

As such, moral and social dimensions are integral to the reality of indi-
vidual rights. In fact, rights and duties represent two sides of the same
coin. Competition and cooperation go hand in hand. Market mechanisms
operate in the context of different sets of moral filters and societal and
legal regulatory mechanisms. The state is neither the police state of the lib-
eral democratic model, nor a totalitarian entity of the socialistic brand.
Primarily, its function is to maintain law and order, ensure national securi-
ty and provide a congenial regulatory environment for civil society and
the economy to operate and prosper. But establishment of justice is also an
overriding function. This is so not merely in the sense of legal justice, but
also concern for and commitment to political, social and economic jus-
tice. The state has a more positive role to play, without suppressing individ-
ual liberties, participatory processes and the democratic character of the
society, economy and polity. Self-interest is hedged by moral concerns.
Freedom goes with social responsibility, competition is complemented
with cooperation, and efficiency with justice. This is our vision of an
economy and this concept has relevance not only to Pakistan and the
Muslim world, but to human society anywhere in the world. The issues of

property rights, intellectual propriety, competition, self-interest, efficiency,
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profit, growth and accountability are our common concern. So are ques-
tions of justice and well-being. There are certain similarities between the
Islamic and the capitalistic order. There are equally important dissimilari-
ties and divergences. It is the unique ethos of Islam as that of liberal capi-
talism that defines the role and character of these fundamental concepts, in
the two geo-economic profiles.

Islamic economics is not isolationist and autarkic. It has a universal rel-
evance. There is trade-oft with other systems. There could be diversity
within the Muslim countries and between the Muslim world and the rest
of the world, despite areas of agreement and disagreement and conver-
gence and divergence. International trade, movement of capital and invest-
ment, and ever-increasing economic and financial relationships between
individuals, groups and states at the regional and global levels are integral
to the Islamic system. Of course there are certain areas where readjust-
ments and realignments would be needed, particularly because of the
Islamic sensitivity with respect to interest and ethical investment. But it
should be clear that the Islamic agenda for eliminating interest does not
involve any denial of profitability of capital or its right to enjoy a just
return. What is disputed is a predetermined fixed return on capital, with-
out sharing the risks of enterprise. Capital is entitled to a return based on
its actual productivity. While facilities for credit are not denied, an Islamic
economy is primarily an equity-based economy and not a debt-based
one. It is a sharing and stake-taking economy. Equitable sharing is as
important to the Islamic milieu as efficient production.

As to the Pakistan situation, the concept of Islamic economics is an
essential part of the very concept of Pakistan. The Objectives Resolution
passed by the Constituent Assembly of Pakistan in 1949 and the
Constitution of Pakistan contain essential elements of the vision of Islamic
economics. However, very little effort was made to actualize this vision,
particularly in the public sector. It was during General Zia ul-Haq’s period
that some piecemeal and disjointed efforts were made in that direction.
That process too did not go far enough. Most of the changes were only
ornamental. That is why they could not bring any substantial change in the
system. In the private sector, however, a number of pioneering efforts have
been made to bring economic relationships into harmony with Islamic
values. Many enterprises and institutions have tried to switch over to equi-

ty finance. There are quite a few cases of success stories in the private sec-
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tor. In the fields of education, social services and poverty alleviation too, the
private sector has made distinct contributions. To give an example the allo-
cation in the federal budget for social services is almost negligible—less
than 0.8 percent of the GDP for health care and only 1.8 percent for edu-
cation. However it is through private philanthropy that over 70 billion
rupees per year are provided for these support networks. This is equal to
almost one-tenth of the total federal budget, of which 50 percent goes
away in payment of interest on external and domestic debts and almost 30
percent is spent on defense. People are surviving because of private philan-
thropy. There is no nationwide state-based system of social security.

The Supreme Court judgment of 1999 and, before that, the judge-
ment of the Federal Shariah Court of 1991 on elimination of riba are
important documents, but they have failed to make any real dent in the
system. Their implementation is still far oft. However, the State Bank of
Pakistan has taken some serious initiatives in the recent past and there is
an increasing response from the financial and business sectors. This
becomes all the more important in the context of the Islamic revivalist
movement in the country. A number of Islamic banks or Islamic banking
branches of conventional banks have been established during the last
three years. It is too early to evaluate their performance. The possibilities
of success are bright. It may be recalled that the global Islamic banking
movement gained strength when the first Islamic bank in the private sec-
tor was established in Dubai in 1975. The Islamic Development Bank,
Jeddah, was also established in the same year at the initiative of the gov-
ernments of the Muslim countries. Presently there are over 300 Islamic
banking institutions operating in some 40 countries of the world. The
asset base of these banks is around 250 billion dollars and their deposits
and advances exceed 300 billion dollars. The overall performance of these
Islamic banks is generally regarded as positive and encouraging. Most of
these banks operate in the private sector, some with limited government
or institutional participation. Iran and Sudan have made some efforts to
change the entire financial and banking system through state-sponsored
change, but with limited success. However, in the private sector the rate
of growth of Islamic banks is three to five times higher than the rate of
expansion of conventional banking. Being newcomers, the rate was
expected to be faster because of the low base, but the fact that they have

competed successfully with established conventional banking and have
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carved out a significant space for themselves, both by partly taking over
from conventional banking and partly creating a new market, goes to
their credit. A number of new financial products have evolved. Shariah-
compatible trading and financial organizations are on the increase. There
is an emerging Islamic capital market. Redesigning of accounting and
auditing practices is taking place. Ever-expanding efforts towards dia-
logue, discussion, research and experimentation represent a very positive
development and hold promise for the future.

It is mainly in the private sector that Islamic banking has made some
substantial progress in Pakistan, Kuwait, Malaysia, UAE, Bangladesh and
others. Every Muslim country has its own model, despite many similarities
and commonalities. The Islamic Development Bank is playing an impor-
tant role in promoting Islamic banking in the world. As to Saudi Arabia in
my view, Islamic banking remains a less developed sector. While interest-
based contracts cannot be enforced through the courts of law, the banking
system, by and large, is operating on the basis of interest. One major bank
and interest-free windows in some other banks have appeared during the
last decade. At the theoretical level a lot of work is being done on this sub-
ject. There is a heightened interest by the public and professionals through
exchange of ideas and experiences via conferences, seminars and visits.
There is no central Islamic bank so far, although the Islamic Development
Bank has played an important role in promoting interaction between
Islamic banks worldwide.

As I have said earlier, elimination of interest and promotion of zakat is
only one aspect of the Islamic economy. Similarly zakat in most of the
Muslim countries is instrumental in providing some kind of a social secu-
rity net to the underprivileged classes. The effort to reform or restructure
the economies of the Muslim world is still in an early phase. The objec-
tives of an Islamic economy are now more widely acknowledged. These
objectives primarily are strengthening the moral fiber of the individual
and the society (taqwa), and ensuring provision of adl (justice) and ehsan
(benevolence) for all human beings.

Finally, our vision of Islamic economics is one where on the one hand
Muslim people should have an opportunity to order their economic life
in accordance with moral and social ideals of Islam, but on the other they
are equally eager to promote cooperation and co-existence with the rest
of the world, wherein every people should be equally entitled to establish
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its economy according to its own values and vision. We firmly believe that
competition is important not merely within a given economic system but
also between economic systems. This is important for the progress and
well-being of humanity. Hegemony of any one system throughout the
entire world cannot but signal the “end of history,” as progress comes from
diversity, healthy competition and cooperation among the nations.
Robert Fogel, winner of the 1993 Nobel Prize for economics, says in
his recent book The Fourth Great Awakening and the Future of Egalitarianism:

At the dawn of the new millennium the critical issues are no longer
whether we can manage business cycles or whether the economy is like-
ly to grow at a satisfactory rate. It is not even whether we can grow
without sacrificing the egalitarian advances of the past century. Although
the consolidation of past gains cannot be ignored, the future of egalitar-
ianism in America rests on the nation’s ability to combine continued
economic growth with an entirely new set of egalitarian reforms that
adhere to the urgent spiritual needs of our age, secular as well sacred.
Spiritual (or immaterial) inequity is now as great a problem as materi-
al inequity, perhaps even greater.

John Gray, a British economist, in his book False Dawn: the Dimension of
Global Capitalism makes an important observation on which I would like
to conclude my presentation:

A reform of the world economy is needed that accepts a diversity of cul-
tural regimes and market economies as a permanent reality. A global
free market belongs to a world in which Western hegemony seemed
assured. Like all other variants of Enlightenment Utopia of a universal
civilization it presupposes Western supremacy. It does not agree with a
pluralist world. .. It does not meet the needs of a time in which Western
institutions and values are no longer universally authoritative. It does
not allow the world’s manifold cultures to achieve modernizations that
are adapted to their histories, circumstances and distinctive needs.
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hose who are familiar with the subjects of Islamic economics,

I Islamic finance and Islamic banking know that the real push in

these areas came in the late 1970s. There is a consensus among

Islamic historians that the real pressures to bring Islam into economics and

finance came after the enormous increase in income and wealth of Saudi

Arabia and the Gulf States following the sharp rise in the price of oil in

1973 and again in 1979.The Saudi Kingdom was prepared to use its newly

developed economic muscle to promote its interpretation of Islam in the

rest of the Muslim world, particularly in the way the countries in this area
managed their economies and institutions of finance.

One development, more than any other, prompted the Islamization of
the economies in Muslim countries—the establishment of the Islamic
Development Bank (IDB). The IDB was founded in 1975,! following a
resolution passed by the Organization of Islamic Conference (OIC). The
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OIC itself got a new lease of life with the infusion of some petro-dollars
into its coffers. It acquired a number of new members who looked to the
IDB as a financial intermediary between them and the cash-rich oil
exporting countries. Based in Jeddah, the IDB’s principal function was to
promote development and alleviate poverty in the Muslim world’s poor
countries. Since this was to be an Islamic institution, it could not adopt
the working procedures of other multilateral development banks such as
the World Bank and the Asian Development Bank.

There were two traditional ways of providing development finance
from multilateral development banks (MDBs). One was to receive grants
from rich member countries and pass them on highly concessional terms
to those that were relatively poor. The MDBs provided very little grant
money themselves. The other was to go to the capital markets and use the
better credit rating of the agencies to raise finance. The amounts mobi-
lized were given out as loans at the rates the recipients could not have
managed even if they could access the capital markets. In either case, loans
and credits were provided at a defined rate of interest. This was not possi-
ble for the IDB, given the Islamic injunctions against interest. The Bank,
therefore, had to find some other way of providing assistance to its poor
members. It was this search for Islamic lines of product that gave push to
the development of Islamic finance in the Muslim world.

This essay will look at the impact of Islamization on private enterprise
in Pakistan. But first, let us address the suggestion that the Islamization of
the Pakistani economy has proceeded far enough to begin to affect private
enterprise and private entrepreneurship. This is not the case in Pakistan. In
Islamizing the economy and its financial system, Pakistan has still to travel
a long distance before private enterprise begins to be affected positively or
negatively in a meaningful way.

That said, it would be useful to provide some background on the
forces that are lending some dynamism to the Islamization effort in
Pakistan. It would also be useful to say a word or two about the state of
play in the country at this time. Accordingly, I will divide this presenta-

tion into three parts.
* One, why Pakistan waited until the late 1970s to bring Islamic principles
into economic management and why the effort has proceeded unevenly

in fits and starts.
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* Two, how far has Pakistan gone in Islamizing its economy over the last
quarter century.

* Three, how far is Pakistan likely to go towards the goal of Islamization as

related to economiics, in particular to the evolution of the financial sector.

As for how private enterprise is likely to be affected by Islamization as
it has already occurred and is likely to occur in the future, I have already

offered my conclusion.
REASONS FOR PAKISTANI INTEREST IN IsLAMIC FINANCE

Pakistan waited for more than three decades before the country’s poli-
cymakers showed some interest in Islamizing the economy. This is sur-
prising since it was the pursuit of an ideology that resulted in the cre-
ation of Pakistan as an independent state. A country carved out as a
homeland for the Muslims living in British India could have been
expected to order their lives according to the dictates of Islam. This did
not happen for the simple reason that a vast majority of the new coun-
try’s population believed—without explicitly stating this view—that the
state and religion did not need to mix, and if made to mix they would
not work well together.

That notwithstanding, a concerted attempt was made by a small
group of Islamists in the 1950s to have Islam influence the make-up of
the political system. That effort did not produce a tangible output other
than the preamble to the country’s first constitution adopted in 1956.2
Progress in the political and economic areas insofar as Islamization was
concerned had to wait for another three decades after the country
gained independence. The push towards Islamization was felt only in the
late 1970s after some of the forces looking to bring about change were
able to coalesce. What were these forces and how much change did they
bring about?

It would be useful, therefore, to identify the main sources of the push-
es and pulls that have been felt in the area of Islamization not only in
Pakistan but in the entire Muslim world. Most countries and people have
responded to one or more of the following four sources of demand for the

Islamization of the economy:
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* One, leaders or leadership groups within the countries that pushed for

Islamization.

* Two, people with strong beliefs in the Islamic system who were in search
of instruments of savings and finance that complied with the teaching of
Islam. In other words, the development of a market that demanded
Islamic products.

* Three, large external donors who were prepared to provide assistance

only or primarily on the basis of Islamic principles.

* Four, the Muslim diasporas, some members of which wanted to invest their
sizeable savings only in Islamic instruments and lines of Islamic products.

In the case of Pakistan, at least in the initial phase of the development
of Islamic finance, impetus came from a combination of outside persua-
sion and the commitment of strong leaders. As already noted, it was the
combined pressure from Saudi Arabia and the Islamic Development Bank
that were the principal motives for the first few initiatives taken by the
government in Pakistan. It needed the additional reinforcement provided
by General Zia ul-Haq, Pakistan’s third military leader and a devout
Muslim, to set the stage for Pakistan’s tentative move into the field of
Islamic economics. One European historian of some repute has suggested
that even in the case of President Zia, political expediency overrode piety
in motivating action to Islamize the economy. According to Gilles Keppel,
“...in Pakistan, Islamization served to associate devout bourgeoisie and
Islamic intellectuals with a system that allowed the governing elites to
remain in the form of a military hierarchy. More significantly, it prevented
the masses from rebelling in the name of Allah.”3 Among the several ini-
tiatives taken by the Zia government, two had a lasting effect on the coun-
try’s economy. Those included the introduction of zakat, or wealth tax,
and the Islamization of the banks.

In more recent times, Pakistanis and other Muslims resident abroad
have begun to look for Islamic products in their homelands in which to
make investments. The Pakistani diasporas spread over three continents—
the Middle East, Europe and North America—have large incomes and
savings and are rapidly building their wealth in the countries in which
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they live. I have estimated elsewhere that the combined annual income of
the four million Pakistanis living abroad is about the same as the gross
domestic product of their homeland. The rate of savings among the dias-
pora Pakistanis is about twice as high compared to the proportion of
income saved by their counterparts living in Pakistan. These savings used
to go into housing and small businesses; significantly larger amounts are
now being committed to building financial assets. However, with a sharp
decline in returns available in North America and Europe, the holders of
assets abroad among the Pakistani diasporas have now begun to look at
investment opportunities back at home.

There are other pressures also at work which are increasing attraction
of the diaspora members for investing in Pakistan. Some Islamic products
developed by the Muslim communities in America and Europe have
recently come under official scrutiny and pressure, especially by the U.S.
authorities. The crackdown by the U.S. administration on Islamic charities
and financial institutions has had a chilling eftect on the development of
Islamic finance in the West, particularly in America. Feeling these con-
straints the diasporas are turning increasingly towards Pakistan, hoping to
find instruments structured on Islamic principles into which they can
plough their ample savings.

I don’t wish to suggest that the number of people among the diasporas
with an active interest in Islamic finance and the amount of savings avail-
able to them are so large that they will exert a profound influence on the
pace of development of Islamic banking and finance in Pakistan. There are
no hard numbers available in this little-researched and analyzed area. But
the amount of funds that are looking for Islamic products is large enough
to have some prominent Western banks—HSBC, based in London, and
Citigroup, operating out of New York, for example—to invest time and
resources to develop the lines of Islamic products. From the data provided
by these institutions it would appear that there are now sizeable amounts
placed in them by the members of the Muslim community residing in
Britain and North America.

The point of this discussion about the sources of pressure being exert-
ed on the Pakistani financial system to move towards Islamization is to
draw an important conclusion: that these pressures are coming from exter-
nal sources (Saudi Arabia, the IDB, the Muslim diasporas) but no longer
from the leadership or the Islamabad-based establishment (as they did dur-
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ing the periods of rule by President Zia ul-Haq and Prime Minister
Nawaz Sharif). There is no palpable pressure from the domestic market
made up of hundreds of thousands of individual and household savers and
tens of thousands of investors. This may be a controversial statement to
make, but I don’t believe that in the Pakistani population there is an over-
whelming desire to move towards an Islamization of the economy.

There are many in the country who would want such a system to
develop, but their proportion in the population is not very significant—
certainly less significant than is the case in Saudi Arabia, the Gulf States,
Iran and possibly also in Turkey. After all, and notwithstanding the relative
electoral success of the Islamic parties assembled under the banner of the
MMA, the support for both political and economic Islam has never been
more than ten percent of the population. Whether this proportion will
grow will depend upon a number of factors, including the conduct of the
U.S.-led war on terrorism and political developments in Afghanistan and
Iraq. For the moment, it is safe to conclude that the domestic pressures for
moving the economy towards Islamization are not likely to bring about

brisk and palpable change.
THE PACE OF ISLAMIZATION

It is for the reasons cited above that Pakistan has not moved quickly
towards economic and financial Islamization. Any change thrust from
above—by external donors or by foreign investors or by leaders with little
broad support, as was the case in Pakistan—will not throw deep roots into
the economy. That will only happen if there is a strong domestic demand
for bringing about such a change.This is the reason why Pakistan’s eftorts
to date have been, at best, half~hearted.

To say—or claim—that Pakistan is today operating a hybrid system of
finance and economics which has incorporated all those principles of
Islam that can be introduced without producing serious disruption would
be too generous an interpretation of what exists today. Malaysia is proba-
bly the country that has made the most serious advance in developing
parallel and functioning systems. Bahrain is another country that has
moved in the same direction. In Pakistan during the periods of President
Zia ul-Haq and Prime Minister Nawaz, an effort was made to radically

Islamize the banking system. But a sense of pragmatism prevailed over
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piety and only cosmetic attempts were made by the banking system to
conform to the edicts issued from Islamabad.

Commercial banks changed their interest-bearing accounts into profit-
and-loss accounts in which profits were still determined ex ante and at a
pre-determined rate. According to a strict interpretation of Islamic eco-
nomic principles, this conversion did not produce an Islamic banking sys-
tem. Disappointment that the country was not moving fast enough led to
an effort by some Islamists to force compliance through the use of the
judicial system. The legal system, as a result of President Zia’s intervention,
had itself become a hybrid—an uneasy marriage had been forced between
western jurisprudence and Sharia.

In a long and closely argued judgment issued by the Sharia bench of
the Supreme Court, the government was provided a strict timeline for
the introduction of the Islamic system in banking and finance. By the
time the bench issued its judgment, the Islamabad establishment was
under the control of more secular-minded people. Forced to confront
the issue, Islamabad chose not to directly seek judicial review of the
timeline provided by the judges to Islamize the financial system. Instead,
the authorities persuaded one of the commercial banks operating in the
public sector to file a case based on the practicality of implementing the
judicial injunction. The judiciary obliged and allowed the government
to re-examine the issue once again. As Ishrat Husain, Governor of the
State Bank, writes in a recent book, “the government of Pakistan and the
State Bank are fully committed to implementing the decision of the
Supreme Court for transforming the economy according to the precepts
of Sharia. To this effect, the Commission on Transformation of Economy
at the State Bank, and the Task Forces in the Ministries of Law and
Finance have made some recommendations...To achieve a smooth,
orderly and gradual transition towards an Islamic financial system, a clear
road map has been developed, which allows the conventional and the
Islamic system to run parallel to each other, without severe disruption or
dislocation of the present system.”*

Translated, this statement by the State Bank governor says the following:
one, today’s authorities in Islamabad do not feel they have the political
strength to put on hold the efforts to radically Islamize the economy. It is
politically not feasible to pull back entirely from the announced intentions
of such earlier rulers as Zia ul-Haq and Nawaz Sharif. Two, that notwith-
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standing, the type of radical transformation of the economic system in gen-
eral and the banking system in particular would be too disruptive for the
economy. The Zia-Sharif-Sharia bench visions are not practical in
Pakistan’s circumstances. Three, it is possible to put in place a parallel rather
than a total or even a hybrid system.That is the direction in which Pakistan
will move. Four, it would take time even for such a system to evolve.
‘What the governor didn’t say was that the functioning of even a paral-
lel system would require some significant changes in the accounting and
banking supervision framework as well as the way the country manages its
monetary policies. In a well-researched Anthology of Islamic Banking issued
by a London-based institution, a number of experts identified the changes
that must occur in the policy environment in which Islamic banking and
finance must operate for it to become viable. As Mohsin Khan, a senior
IMF ofticial and one of the contributors to this volume puts it, “Islamic
banks operating in a modern economy also face their own particular set of
problems. These need to be addressed if Islamic banking is to reach a level
that would place it on par with conventional interest-based
banking...Obviously [for this to happen| will require considerable
research and experimentation—but it is an agenda that will need to be
addressed if Islamic banks are to prosper and take an increasingly impor-

tant role in financial transactions in [this] century.”>
ISLAMIZATION’S FUTURE IN PAKISTAN

Having set itself on a course that would gradually and pragmatically intro-
duce Islamization into the economy, how far is Pakistan likely to go?
Gazing into the future is always difficult, particularly when the future
depends on the factors that come bound with a great amount of emotion.
‘With this caveat in place, I am prepared to make the following predictions.

One, the evolution of new political systems in countries such as
Afghanistan and Iraq will tie Islam much more closely with governance in
Muslim societies. In other words, the systems that will evolve in these
countries will run counter to the series of assumptions made by the U.S.
neo-conservatives as they forced regime and political change on some
parts of the Muslim world. They had to see Muslim political systems to be
built upon the principles of western democratic liberalism. Instead they

are likely to see an infusion of Islam and politics and economics.
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It appears at this point—and in large part because of the way the
attempts to democratize Iraq’s political system are currently unfold-
ing—that Islam will enter the democratic political and market-based
economic systems being designed under American influence in some
parts of the Arab world. If America’s Iraq project succeeds, the forces of
Islam—the only ones that have some organization behind them and
have an aura of legitimacy—will ensure that economic and political
Islams are not separated from the marketplace and from governance.
This will set a pattern and will be of great consequence for the rest of
the Muslim world.

Two, the U.S.-led war on international terrorism may lead to a per-
ception in many parts of the Muslim world that this is, in effect, a war on
Islam. If this perception continues to grow, it is bound to lead to a politi-
cal reaction. That in turn will see considerable strengthening of the Islamic
parties in the parts of the Muslim world—and this includes almost all Arab
countries—where political institutions are weak.

Three, in the rest of the Muslim world—that is to say in non-Arab
countries in the world of Islam—the rise of Islamic parties will be bal-
anced by the growing strength of more secular-minded political groups
which are likely to become more assertive faced with the fear that unchal-
lenged Islamic parties could gain great strength. Even in the countries
such as Turkey where Muslim parties are in power, these groups will press
for the modernization of their societies and work to temper the move
towards political and economic Islam.

Four, the large Muslim diasporas numbering some 20 to 50 million in
Europe and North America, may seek a refuge in Islam as they come
under pressure from the governments of the countries in which they live.
This is happening in the United States and has begun to take place in
France.The Islamization of the diasporas will create pressures in the coun-
tries from which their members come. This includes Pakistan.

Five, coming to Pakistan, I believe that the Islamic resurgence since the
beginning of the Zia period, the fallout from the war against the Soviet
occupation of Afghanistan, and the immediate reaction to America’s war
on terrorism will not engulf the political system. It would be checked by
the new establishment in Islamabad. Its resolve was demonstrated by the
tone and content of the speech delivered on January 17, 2002, by
President Musharraf to the joint setting of the parliament.
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Six, the evolving rapprochement with India will further strengthen the
secular forces in Pakistan. And if this rapprochement leads to the establish-
ment of the South Asian Free Trade Area, it will slow down the further move
towards a radical transformation of the political and economic systems.

In other words, I don’t expect the development of domestic market
forces that will create a strong and growing demand for Islamic banking
and financial products to happen any time soon. But what about the
sources of pressure that have previously propelled efforts to Islamize the
economy in Pakistan? These pressures came from Saudi Arabia, the Islamic
Development Bank and the Pakistani diasporas. These pressures will con-
tinue to yield some results, produce some forward movement, but not
bring about a radical change.

In response to these external developments, Pakistan is likely to move
towards a system of parallel structures with Islamic institutions of finance
and banking co-existing with those that follow the principles of open
markets not subjected to ideological constraints. This movement has
already started. Let me quote again from Governor Ishrat Husain’s recent
book. “To achieve a smooth, orderly and gradual transition towards an
Islamic financial system, a clear road map has been developed, which
allows the conventional and the Islamic systems to run parallel to each
other, without severe disruption or abrupt dislocation to the present sys-
tem. The State Bank has created three windows of opportunities for the
industry; it has allowed the opening of dedicated Islamic banks; conven-
tional banks have been allowed to open branches dedicated to Islamic
banking; and conventional banks can set up a subsidiary to do Islamic
banking. Through institutionalized mechanisms capacity will be devel-
oped within the industry by learning from the experience of other coun-
tries in Islamic banking, such as Malaysia and Brunei.”®

In sum, the Islamic economic system in Pakistan is still underdeveloped
and will remain that way for a long time to come. Steps will continue to
be taken to meet the demands of those who are prepared to invest only in
Islamic products, but these steps will be small and will not disrupt the larg-
er economy and its institutional base. Private enterprise—if it is domestic-
based—will have no problem in working within this framework. External
players, mostly investors from the diasporas and some institutions mandat-
ed to put their resources only in Islamic instruments, will be served by

institutions that will exist in parallel to the mainstream economy.
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NOTES

1.The Islamic Development Bank is an international financial institu-
tion established in pursuance of the Declaration of Intent issued by the
Conference of Finance Ministers of Muslim Countries held in Jeddah in
Dhul QQ’adah 1393H, corresponding to December 1973.The Inaugural
Meeting of the Board of Governors took place in Rajab 1395H, corre-
sponding to July 1975, and the Bank formally opened on 15 Shawwal
1395H corresponding to October 20, 1975.

2.There is considerable academic interest in the subject of Islam and
the development of the Pakistani economic and political systems. Articles
and books continue to be written and published both inside and outside
the country. For a reasonable bibliography covering this subject see Akbar
S.Ahmed, Religion and Politics in Muslim Society: Order and Conflict in
Pakistan (Cambridge, U.K.: Cambridge University Press, 1983).

3. Gilles Keppel, Jihad: The Tiail of Political Islam (Cambridge, Mass.;
Harvard University Press, 2002), p. 99.

4. Ishrat Husain, Economic Management in Pakistan, 1999-2002.
(Karachi: Oxford University Press, 2003), p. 97.

5. Mohsin Khan,“The challenges for Islamic banking” in Asuma
Siddiqui, ed., Authority of Islamic Banking (London: Institute of Islamic
Banking and Insurance, 2000), p. 630.

6. Ishrat Husain, Economic Management in Pakistan, 1999-2002.
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must start with a disclaimer. I am not a scholar of Islamic economics.
I Though I am a western-trained general economist, personally and

professionally, I have no problem with mixing ethics and economics
and making value judgments. I believe strongly that a just, equitable, and
growing economy, in which the economic and social backwardness of the
Muslim masses could be addressed, was an important part of the dream
that led to the creation of Pakistan. Thus, the eradication of poverty and
fair distribution of the benefits of growth are important objectives of an
Islamic society, and are very relevant for Pakistan’s future.

Let me start with a look at the past and the present situation. How
have we fared in meeting the social objectives in Pakistan’s 57-year histo-
ry? My estimates show that, despite very disappointing growth during
the last decade or so, average growth in per capita GNP in Pakistan over
the long period since independence has been around 2 percent per
annum. This is about the same long-term growth rate as in India, though
Indian per capita GNP, since the early 1990s, has been growing at 2-3
times the rate of that in Pakistan. In Pakistan, the growth in per head
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income has grown notwithstanding an almost explosive growth in popu-
lation that has more than quadrupled since 1947. It is rather remarkable
that, despite considerable periods of political instability and poor eco-
nomic management, average living standards in Pakistan are now nearly
three times their level at independence.

But clearly the distribution of growth benefits has not been equitable.
Not only has the gap between the rich and the poor widened greatly, but
also the number of poor has multiplied greatly. Currently the number of
poor in Pakistan is estimated at over 45 million, with the incidence of
poverty at around 33 percent. According to my estimates the number of
poor in what is now Pakistan did not exceed 18 million at the time of
independence.! While the incidence of poverty has declined from an esti-
mated level of 55-60 percent half a century ago, the sharp rise in the
absolute number of the poor is a root cause of social problems and ten-
sions and may explain the breakdown of law and order and the growth in
ethnic and sectarian violence in the country. Even more disturbing, the
trend towards poverty reduction that was visible especially during the
1960s and the 1980s tended to be reversed the 1990s.

The extremely disappointing performance in poverty alleviation is the
result of multiple policy failures that are related in many ways to the neg-
lect of Islamic principles of equity, balance and moderation. The neglect of
social and human development is a root cause of poverty. That Pakistan
lags seriously behind other developing countries including South Asian
neighbors is well known. What is particularly alarming is that the gaps in
public goods delivery have been widening and the delivery of services to
the poor is much lower than the higher income groups.

According to the World Bank’s estimates, for example, net primary
enrollment rates are 37 percent for the poor, compared to 59 percent for
the non-poor; the incidence of medical consultation for diarrhea among
children is 79 percent for the poor compared to 84 percent for the non-
poor; only 15 percent of married women of ages 15 to 49 in the poorest
households have ever used contraceptives, compared to 25 percent of
those in the richest households; as many as 24 percent of the poor rely on
potentially unsafe sources for drinking water, compared to 19 percent of
the non-poor; only about 52 percent of the poor live in households con-
nected to electricity, compared to 76 percent of non-poor households. It
is the extremely low indicators for the poor that keep the overall human
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development indicators in Pakistan at levels lower than even the Lesser
Developed Countries.

Generally low levels of social spending and low priority to human
resource development by the governing elite, inattention to pro-poor
policies, high population growth, excessive focus on urban areas and neg-
lect of rural areas, ineffective use of resources, and excessive centralization
have all contributed to the present plight of the poor.

More generally, the pattern of Pakistan’s development has favored the
rich by bestowing unearned economic rents on businessmen and industri-
alists. The government’s fiscal policies have not played a role in the redis-
tribution of income. The law-and-order and justice systems have especial-
ly discriminated against the poor. Pakistan’s income distribution data
greatly understate the extent of inequal