24

MACROECONOMIC EFFECTS OF FINANCIAL LIBERALIZATION IN PAKISTAN: AN ASSESSMENT 

Abstract

The financial liberalization hypothesis forwarded by McKinnon and Shaw (1973) postulates that financial liberalisation in financially repressed developing countries would induce higher savings, especially financial savings, increase credit supply, stimulate investment and hence economic growth.   Some empirical research on fast growing economies of East Asia supports this hypothesis.  Pakistan made several attempts to initiate a similar liberalization process since 1980s.  However, these attempts did not work due to political instability and macroeconomic mismanagement.  Pakistan’s economy has experienced remarkable strength during the last 12 months.  What determines this growth path is an interesting testable hypothesis.  This paper focuses on the impact of financial liberalization on some important sectors of the Pakistan economy.  We use annual data to see the impact of certain deregulation policies on saving, investment and growth.  The empirical results, in general, are mixed, though we find some support for financial liberalization argument.  
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MACROECONOMIC EFFECTS OF FINANCIAL LIBERALIZATION IN PAKISTAN: AN ASSESSMENT 

1. 
INTRODUCTION

The McKinnon-Shaw hypothesis argues that suppressive regulations in the financial markets lead to financial repression distorting  incentives of savers and investors in an economy. Regulations such as deposit interest rate ceiling, minimum/maximum lending rates, quantity restrictions on lending, etc. cause real interest rates to be negative and unstable especially in the presence of high inflation in an economy.  Regulation does lead to negative impact on the amount of domestic savings and thus capital formation, which retards economic growth and development. Thus, the policy prescription of the McKinnon-Shaw hypothesis (McKinnon, 1989; Shaw, 1973) is financial liberalization especially deregulation of interest rate restrictions.  In the formal theory of financial liberalization, the writers focused on clarifying the linkages between higher interest rates and savings as well as investment and economic growth. In a survey of literature on this issue, Gibson and Tsakalotos (1994) emphasized the importance of financial sector liberalization for resource mobilization, capital accumulation and economic development.  Thus, for example, the attempts to liberalize restrictions on the financial sectors in many emerging economies arise from the knowledge that such policy actions are growth-promoting in the long run. This was the driving force behind financial liberalization policies in developing countries especially in Asia, Eastern Europe and Latin America.  

The empirical observation, however, show that not all countries have benefited to the same extent from liberalization attempts
.  Some countries succeeded in mobilizing savings, stimulating investment and accelerating growth but few others experienced financial crisis with very little economic growth following the financial reforms. These differing experiences have stimulated intense research studies attempting to document the process of liberalization more fully. This type of studies has become an issue of immense importance in the wake of the recent 1997-98 Asian Financial Crisis and the February 1999 Brazilian Crisis. 

In the late 1970s and 1980s, empirical studies such as those of Fry (1978, 1988) and Giovanni (1983, 1985) focused on using pooled data across countries as an attempt to test the financial liberalization hypothesis. These cross-sectional analyses are criticized on the ground that these studies failed to fully account for the different economic results among countries. Hence, there is difficulty in generalizing the results (Demetriades and Hussein, 1996).  In the late 1980s and early 1990s, there was an increasing number of empirical research focused on individual countries regarding the effects of financial liberalization on savings, investment and growth. Gupta (1984), de Melo and Tybout (1986), Rittenberg (1991) and Warman and Thirwall (1994) and Kitagawa (1995) are some examples.  These studies analyzed the impacts of financial liberalization on different sectors of the economies included in their studies.  The results of these studies were mixed, though mostly supporting the McKinnon-Shaw hypothesis. 

Most of the empirical works cited above is on the experiences in Latin America. Research with a limited papers used Asian data.  The recent attempts to liberalize the real and financial sector in India and Pakistan along with some progress in peace process make it an interest case to study.  The discussion and subsequent analysis in this paper is restricted to the case of Pakistan.  The paper aims to examine the effects of financial liberalization (with particular focus on interest rate deregulation) on saving, investment and economic growth to study the benefits, if any, from financial liberalization. .

The remainder of the chapter is organized in the following manner. In section 2 we provide an overview of the economic development in Pakistan since independence with a particular focus on the developments since September 11, 2001.  An econometric model to analyze the impact of financial liberalization on different sectors of the economy is developed and discussed in section 3.  A brief discussion on the methodology and data selection is provided in section 4.  Empirical results are reported and discussed in section 5.  Finally, the readers will find conclusions in section 6.   

2.  PAKISTAN’S ECONOMIC DEVELOPMENT: AN OVERVIEW

Pakistan experienced persistent uneven development ever since the country was established in a bloody partition from India in 1947. The first few years of this newborn country were the most difficult ones, given the violence and the refugee problems. Its economic performance was very poor in the first decade. The 1960s witnessed a sharp favorable turn for the better when growth approached 6 percent.  Since then the country has been experiencing fair economic growth, though with cyclical downturns. Growth trend was maintained at 5-6 percent per annum until mid-1990s. The major reasons for cyclical growth were endemic political instability and huge defence expenditure for strategic reasons (essentially to regain a disputed land over which India and Pakistan had fight seven wars). War-mongering is part of the political culture that slowly evolved to justify the huge resource mobilization for these wars: all political parties had to subscribe to war, and that is a major handicap for this country. Another main obstacle to development is the high population of 131.7 million growing at 2.7 percent per annum, which is considered to be one of the highest in developing countries. Even Bangladesh has reduced birth rate below this level.  

Pakistan has traditionally been a mixed. Pakistan kept the traded sector quite open, though the domestic sector had pervasive price distortions. The traded sector was relatively liberalized. The financial sector had all forms of controls to support a system of subsidies for agriculture and industries. The outcome was a lack of fiscal discipline, and the public services fostered (thus diminishing economy’s ability to grow) endemic inefficiencies in the process of intervening in the market pricing process. Educational, social and health services were considered least important for budgetary allocation. 

As stated above, the trade sector was liberalized at an early stage but the capital and current accounts were closed along with stringent financial suppression that distorted domestic prices made perverse by subsidies. The country did not have a capital nor an industrial base at the time of its birth in 1947. Obviously, the basic focus then was on agriculture and agro-based industries. The 1960’s witnessed the Green Revolution, when resources were applied to increase per capita outputs. Shortage of natural sources, especially irrigation water, required spending huge amounts of domestic resources as well as foreign aid loans to introduce a canal irrigation system as a backbone for agricultural output required to feed a growing population. These efforts resulted in reduced dependence on food imports, especially wheat, and increased export earnings from cash crops such as cotton, rice, jute and sugar cane.  

Only after this foundation in agriculture was laid in the 1960s that private sector became interested in manufacturing industries such as textile, cement, fertilizer, etc.  Meanwhile, investment was made in the services sector, to build infrastructure in banks and financial institutions, educational institutions and health facilities. The public sector, however, could not accelerate investment in these sectors as a large proportion of domestic resources were allocated for defense in a period of rule by generals. Despite that, some industrial sector development did occur in textile and agro-based industries.  

During the next four decades, Pakistan experienced complete political instability with military regime takeover five times. All efforts of any economic planning proved to be unsuccessful due to political instability and border issues with neighboring India, which included seven direct or indirect border clashes.  The collapse of the Eastern wing of the country (now Bangladesh) in December 1971 was a further slight and an Indian- assisted blow to economic prosperity.  The nationalization drive in 1972-75 reversed the process of any private sector participation in economic development. Until 1980, distortions such as subsidized agriculture and industrial activities were the norm. By any stretch of imagination, this was not pro-growth, nor did it result in the market mechanism to work unhindered on the prices in the different sectors.  During 1984-90, the authorities became desperate and could only do the one thing, which is to reduce and eventually eliminate these subsidies. In these reforms, IMF structural stabilization program and the USAID economic aid package did what the political elites failed to do for quite a long while.
  Later, the Russian occupation of Afghanistan which left Pakistan with no option but to become a direct partner to the US-led coalition war brought a culture of drugs, ammunition, and terrorist activities in the country diverting the resources from economic planning to internal security concerns. 

Pakistan was facing severe economic and financial difficulties during the 1990s mainly due to political instability made worse by the festering pre-terrorism lawlessness and extremism made worse by then 11-years of dictatorial regime of General Zia with pro-US policies to avoid any international criticism and domestically leaning towards fundamentalist to win back the already entrenched extremism borne out of war and disorder in the neighbouring country in Afghanistan and in the disputed territory, Kashmir. The very high indebtedness that arose from pursuing a twin policy of subsidies to some sectors and a high defense spending brought only one result.  Debt soared and inefficiency persisted. Besides political instability, many economic factors were responsible for this decline in growth in 1990s. These include financial resource limitation, persistent fiscal imbalances, inadequate infrastructure, declining export demand, declining foreign reserves and soaring international debt. Had there been no sanctions, the severity of this problems would have been lot less, but that made it hurt in all corners of the economy. 

In 1990, a major package of economic reforms had been unveiled earlier. It had a wider focus on many development issues; exchange rate and payment reforms, privatization, trade deregulation and financial sector reforms. This was supposedly a more serious attempt at reforms than the reform in the 1980s. However, a lack of political consensus built to implement these policies, high level of corruption and political instability could not help the economy to grow. The result was that just meager progress made, that did not solve the many problems of a young new country founded on a vision to give its people more prosperity. A substantial decline in foreign reserves occurred during this period and the economy reached a point of bankruptcy several times. 

Timely assistance from IMF helped the country to avoid the worst scenario. The revival of economic reforms was expected soon to take centre place and the government focused on these reforms as its main agenda. Some drastic measures were also announced including reforms in tax collection system, downsizing the government and incentives to attract foreign capital both from foreigners and nationals living abroad. To these were added a wide range of reforms in financial sector, which included capital markets, central bank and commercial banks. These measures, however, failed to produce any positive result as gross domestic savings and investment continue to remain extremely low. Severe fiscal and external imbalances and a very high debt-service ratio worked jointly to create a vicious circle where lack of efficient revenue collection mechanism leaves no choice but to borrow from domestic and external sources to meet mounting government spending. The government attempted on its own and on the behest of IMF and the World Bank to curtail public spending and improve revenue collection mechanism. These included streamlining development plans and projects, a 19 percent cut in the public sector development outlay, restructuring the existing tax system and imposition of an agriculture income tax. Despite the assurances and securities provided, investor confidence did not improve given the continued political instability. 

In the later half of 1990s, another insidious problem emerged: non-performing loans of the private sector worsened. The banking and financial sector suffered loan defaults of about 7 percent of the GDP in 1997 (Asian Development Outlook, 1998; p. 135).  On the external sector, the country was facing three basic problems. One, remittance from nationals working abroad was declining; two, a reduction in demand for exports; and three, a huge allocation of funds for debt servicing. Foreign debt in 1999 stood at US$29.0 billion, which was 44.5 percent of GDP. Although, efforts were made to accelerate exports, but this sector remains sluggish, just got worse with decline of 2.7 percent in 1997. 

In May 1998, the country’s decision to retaliate to the Indian atomic explosion by their own nuclear explosion brought severe economic sanctions by the world. The result: by the end 1999, the country had exceptionally high level of debt with foreign exchange reserves enough for mere 3-months of imports. This economic mismanagement led to another military takeover in October 1999.  This time, the regime change did not get a nod from the West and the United States.  The country went into a complete isolation.  

However, the post-September 11 events turned out to be a way out for Pakistan.   Pakistan’s decision to become part of US-led war against terrorism opened the doors for soft loans and aid from Western countries and the United States.  Economic sanctions that were imposed in 1998 were gradually removed.  Softening of US foreign policy towards Pakistan resulted into some debt relief and loans rescheduling.  At the same time, United States strict security regulations also forced many Pakistani investors and business community to transfer their funds to a safe place, Pakistan.  These two factors increased foreign reserves at a historically high level of above US$14 billion and led to a slight appreciation of the currency as well as improvement in country’s credit rating. By 2003, for the first time in the last three decades, that the country has experienced a growth rate of 5.1 percent with single digit inflation (3.3 percent).  Basic economic, financial and social development indicators are summarized in Table 1.  In view of significant increase in foreign reserves, notices have been served to the World Bank and the Asian Development bank for early repayment of US$1.078 billion worth of loans.  These include 11 World Bank loans and 7 ADB loans, which were originally due between 2005-2019.
  At the same time, the current peace process with historical arch-rival India is good news for economic prosperity as it has a historical chance to divert more resources to economically efficient uses. ASAEN acceptance, in principal, to accept Pakistan in the ASEAN Regional Forum (ARF) and also the membership to WTO will further boost the attraction of the country for trade.  The economic prospects, at this point in 2004 seem positive. 

INSERT TABLE 1 HERE
Financial Deepening: In this sub-section, we perform an analysis of the impact of certain reform measures undertaken during the last 20 years.  These are reported in Table 2.  M3/GDP which was more or less stable until 2001 has slightly increased to around 56 percent.  This is very low as compared to some other Asian economies such as Singapore (163 percent) or Korea (108 percent).  Even India with financial reforms done at about the same time has a higher M3/GDP ratio, which increased from 25 percent in 1960s to 64 percent in 2001.  The financial intermediation ratio shows that public sector is a major borrower in the credit market.  The ratio of public and private sector claims are almost the same, which is very different to those of East Asian countries, where private sector seems to be much active and efficient. Gross capital formation was almost stagnant until 2000 when it started declining.  The foreign direct investment improved significantly since 1993, though still very low as compared to some relatively developed countries in the region.  The huge burden of fiscal deficits forces the government to involve in substantial borrowing activities. In periods, when foreign borrowing becomes difficult, the government has no option but to borrow domestically, thus leaving the total borrowing unchanged.  A proof of this historical trend of domestic and foreign borrowing is depicted in Figure 8.5     

INSERT TABLE 2 HERE
INSERT FIGURE 1 HERE
The numbers provided in Table 2 do not attest to any significant impact from liberalization.  This may be due to the fact that the liberalization process that was initiated in 1991 could not be continued until 1995 due to political instability. Again the takeover of the country by the military and the changing global economic and political environment meant that the momentum that should have built got halted.   

3. 
ECONOMETRIC MODELS
Before moving on to the discussion of the econometric model, we first see the theoretical predictions of financial liberalization on different sectors of the economy. These effects are on savings, investment, money demand and growth itself.  

Mickinnon-Shaw hypothesis suggests that financial liberalization, which advocates that the reasonably high and positive real interest rates in a liberal environment would induce large financial savings.  This would in turn increase credit supply to the firms and allows the firms to carry out positive net present value projects, which were previously constrained by credit availability in a financially repressed economy with, for example deposit interest rate ceiling (India and China being two good examples in the pre–1990s).  Increase in capital accumulation would lead to economic growth.  There is also an opposing effect on the investment.  The rise in real interest rate increases the cost of borrowing and decreases investment outlays.  Thus, strictly, the effect on growth may be ambiguous depending on which effect is dominant.  If economic growth is stimulated by financial liberalization due to the dominance of the credit effect, then a virtuous circle of higher savings, investment and growth would open up as savings out of current income rises when income increases.  We follow Warman and Thirwall (WT; 1994) as basis for model specification.

2.1
The Determinants of Savings

It is important to distinguish between the effects of financial liberalization on three different types of savings, namely, total, private and financial savings.  According to the theory of financial liberalization hypothesis, the relevant dependent variable is private saving.  However, data on private saving is not easily available and hence several authors use total savings as a proxy based on the argument that a large proportion of total savings is private savings in non-command economies.   In addition, it is argued that financial liberalization is successful if it can mobilize financial savings efficiently without increasing private or total savings.  We estimate the following equations to investigate the impact of financial liberalization on total saving and financial saving:

TSt = (0 + (1RGDPt + (2RIRt + (3 CFt + (4 INFt + (5TSt-I + et
(1)

FSt = β0 + β 1RGDPt + β 2RIRt + β 3 CFt + β 4 INFt + β 5TSt-I + ut
(2)

TS is total saving, RGDP is the level of real income, RIR is the real rate of interest, CF is a measure of capital flight INF measures inflation uncertainty and FS is a measure of financial saving.  

According to the financial liberalization hypothesis, savings must be positively related to real rate of interest (R) so that the deregulation of interest rates would bring about a large increase of savings for capital accumulation.
  This positive real interest rate elasticity is especially important in the pre-liberalization period if savings are to be efficaciously mobilized by financial liberalization.  After liberalization, the interest elasticity may become insignificant or decrease in magnitude as households would have already adjusted their portfolios in response to interest rates deregulation. 

The level of real income (Y) is expected to have a positive effect on savings according to Keynes’ absolute income hypothesis.
 If the coefficient of the real income variable increases in magnitude and/or is significant in the post-liberalization equation, this would support the hypothesis that financial liberalization induces growth, which in turn feedbacks to increased savings.  However, such a structural change may not occur in the short run as time is needed for the transmission mechanism to feed through the economy.

The capital flight is measured as (R – Rf + e)  where R is the real rate of interest in the domestic country, Rf is the level of real foreign interest rate and e is the expected appreciation/depreciation of the domestic currency against a “basket” of foreign currencies. Changes in savings with respect to interest rate changes can be interpreted as a combination of the domestic response to interest rates and the effect of capital flows.  A significant coefficient indicates a substantial capital flight to and from the country (World Tables, 1994, 635).

Uncertainty associated with volatile inflation is captured in the variable P, which is usually calculated as a standard deviation of the monthly inflation rates (quarter by quarter). Before liberalization, uncertainty of the price level may have a positive effect on financial savings since nominal interest rates are fixed and the public are at least certain of this nominal return, especially when compared to the uncertainty associated with returns on other assets like curb market deposits or foreign currency holdings. After liberalization, when nominal interest rates are free to adjust, uncertainty associated with expected returns would cause holdings in domestic financial assets to be unattractive.  In general, total saving may respond negatively to uncertainty as the public prefer to spend on inflation hedges (which are consumption expenditures) than save their current income.  An insignificant coefficient associated with P would indicate the unimportance of such uncertainty in the economy.  This is usually observed in economies where inflation is relatively low and stable.  Due to data limitations, we use inflation as a proxy for inflation uncertainty.

2.2
The Determinants of Investment
A modification to WT leads to the following equation for investment. 

INVt = γ0 + γ 1RGDPt-1 + γ 2RIRt + β 3 DCt + β 4 FSt + β 5INVt-1 +  vt

(3)

The real rate of interest (RIR) may affect investment in two opposite directions.  On one hand, it affects investment positively through the effect of increasing financial savings and the supply of credit (C) to the investors. On the other hand, the real interest rate affects investments negatively (holding credit constant) since it is considered a proxy for the price of credit/capital.  To work out the net effect, the real interest rate and the credit supply are both included in the investment function in Equation (3).

Before financial liberalization, the coefficient of credit should be positive and significant in the investment function because credit rationing in the loan market will make the availability condition of credits binding.  Once financial liberalization reduces credit rationing, the level of real interest rate must be negative and significant.  The lagged change in real income ((GDP-1) is included as one of the explanatory variable to capture the standard accelerator effect on investments.  A measure of financial saving (the difference between M3 and M1) is also used to capture the effect on investment.  Theoretically, less liquid form of assets with the financial institutions would help to increase loan growth and thus accelerate investment.  

2.3
The Determinants of Growth

The McKinnon-Shaw hypothesis predicts that financial liberalization, which causes institutional interest rates to rise towards competitive free-market equilibrium levels, will exert a positive effect on the rate of economic growth in both the short and medium run.  The deregulation of interest rates will increase savings, which in turn raises credit availability for investments stimulating growth.  Hence, from such a relationship, an econometric model of growth can be constructed to test the financial liberalization hypothesis. Some studies have regressed the rate of economic growth on the real rate of interest: a positive coefficient in such regression provides support for the McKinnon-Shaw hypothesis.  The positive coefficient would only show up in the short and medium run but not in the long run.  Ultimately, growth in the long run depends on real factors and the competitiveness of the economy.

Based on McKinnon’s virtuous circle model of growth, the equation to be estimated is of the following form:

RGDPGt = ό0 + ό 1RGDPt-1 + ό 2INFt + ό 3 FSt + ό 4 Sgt + ό 5Sft  + ό 6 CFt + ξt

(4)

where RGDPG is the growth rate of real income, RIR is the real rate of interest, FS is a measure of financial saving, Sg is the ratio of government savings to income, Sf is the ratio of foreign savings to income and CF is a measure of capital flight.  

According to the financial liberalization hypothesis, the coefficient of RIR is positive and significant.  Foreign savings is important for growth especially in the early stages of development since foreign savings can fill the foreign exchange constraint as well as savings constraint.  Government saving is important determinant of growth given that Pakistan has a history of high deficits.  Capital flight shows the uncertainty if the financial market and has implication for economic growth.  

4. 
DATA AND METHODOLOGY

The empirical estimation of the model requires data on total savings (TS), financial saving (FS), gross fixed investment (INV), real income (RGDP), real interest rate (RIR), foreign interest rate (Rf), expected appreciation of domestic currency (e), inflation rate (INF), domestic credit (DC), government saving (Sg), foreign saving (Sf), Savings data is mainly calculated from national account data.  The level of total savings is proxied by gross domestic savings (GDS).  Foreign reserves to GDP ratio is used as a measure of foreign saving (Sf).   Real GDP is based on 1995.  

In calculating the real rate of interest, we use the rate of change in consumer price index as a proxy.  US money market rate is used as a proxy for foreign interest rate.  Expected rate of domestic currency appreciation/depreciation is proxied by the actual rate of change in the domestic currency value against US dollar. INF is the inflation series using CPI.    Private investment is more relevant variable to examine the effects of financial liberalization.  However, data on government capital expenditure is not adequately available.  Therefore, gross fixed capital formation plus changes in stock is used as a proxy for investment (INV) is used to estimate the investment model. Government saving is government budget deficit/surplus while foreign saving is taken as net exports.  The data is obtained from the International Financial Statistics (IFS) (CD ROM, 2003) and Pakistan Economic Survey, 2002.

The data is split into five groups to see the impact of liberalization.  The five groups are, 1961-2002 (the complete period); 1961-1980 (pre-liberalization period); 1961-1988 (denationalization initiated); 1981-2002 (post-liberalization) and 1989-2002 (2nd phase of liberalization).  Given the limited number of observation for the last period, we do not expect any meaningful results emerging in this sub-period.  The date for Chow test is set at 1981-1983 for most of the countries in this study.  

5. 
EMPIRICAL FINDINGS

5.1 
Estimates for Saving Equation

The results are provided in Table 3.  It is interesting to note that in the pre-liberalization period (until 1988), total saving is only influenced by the real GDP and its own lag.  As the history of liberalization is not long enough, this has an implication on the complete sample (1961-2002) as well.  However, when the same equation is regressed for 1981-2002 (initial deregulation started in 1981), real interest rate have a posit effect on saving.  A positive capital flight parameter means capital inflow as a result of liberalization.  We, however, observe a negative relationship.  This is due to the fact that Pakistan experienced substantial currency depreciation. during this period and liberalization of the currency controls made it possible for individuals to put their savings outside Pakistan or in foreign currency accounts.  A positive parameter for inflation is not surprising as with fixed nominal interest rates, inflation uncertainty with high stock market volatility would encourage individuals to put their saving in the safe asset (bank account) rather that buying assets in the market.  This is a typical episode of pre-liberalization.  One should note, however, that in Pakistan liberalization with not smooth due to political instability and other external factors that created uncertainty in the market.  When some controls were relaxed, domestic residents took this as an excuse to transfer funds to a safe place. 

 
Financial saving is measure the difference between M3 and M1.  This basically includes relatively less liquid to highly illiquid assets.  The results do not reflect any impact of liberalization policies on financial saving.  It is mainly determined by real income.  Any macroeconomic variable that, consistent with financial liberalization hypothesis, would have had some impact on financial saving is statistically insignificant in out estimation.  The results for the period 1989-2002 are not reliable due to just a few degrees of freedom.  

INSERT TABLE 3 HERE
5.2
Estimates for Investment Equation

Financial liberalization may increase investment by increasing the supply of credit via the increase in financial savings but liberalization may decrease investment by increasing the capital cost of borrowing.  The investment function developed in section 3 attempts to model these opposing effects by including both the credit supply and the real interest rate in the investment function. Financial liberalization is also expected to induce a structural change in the investment function.  The coefficient of real interest rate is expected to be negative as it captures the credit/capital cost of investments.  Before liberalization with controls on nominal interest rates and high inflation, capital cost is low and hence is not significant in explaining investment.  Rather, it is credit supply that is constraining investments. After liberalization, real interest rate increases and firms’ investment decisions are affected by the cost of capital effect of real interest rates.  

Table 4 presents the regression results for the investment demand function. These results suggest that the investment demand in Pakistan is determined by lagged real income, domestic credit and financial saving.  The positive relationship between real income and investment is theoretically consistent and does not need any further comments.  In the absence of a developed capital market for corporate bonds and equity, supply of domestic credit becomes dominant in fulfilling the demand for investment.  Lagged investment shows a positive impact on current investment partly due to its positive impact on economic growth and partly the built-up of inventories.  Real interest rate does not show any statistical significance, however, the relationship with investment is negative and consistent with the theoretical observation.  A surprising result is a negative relation between financial saving and domestic investment.  One would have expected a higher flow of broad money to the financial institutions would increase their power to lend.  However, history of non-performing loans (NPLs) discourages banks to extend loans, especially for a long term.  Banks, therefore use these sources of funds for investment other than loan growth and hence it has a negative impact on investment.  

INSERT TABLE 4 HERE
5.3
Estimates for Economic Growth Equation

The results of estimating the economic growth function are also presented in Table 4.  The results for the first sample (1961-2002) show that the growth is negatively related to government saving. One would expect this variable to be positive (as in the case of East Asia
) when budget is mostly in surplus.  However, huge budget deficits (basically used to service debt) erode any resources available for real sector.  Hence, a reduction in budget deficit would lead to higher economic growth (as we observe for the years 1001-2002).  Foreign saving (ration of foreign reserves to GDP) has a positive impact on economic growth.  Given a high level of debt (both domestic and external), the level of foreign reserves has important implication for money and capital market as well as currency market.  The recent trend of rising stock market and appreciating currency is a confirmation of this argument.  Capital flight is negatively related to economic growth and is consistent with the theoretical expectations.  The results are very much the same in all sample periods with one exception.  For sample periods 1961-1980 and 1961-1988, the measure of financial saving seems to have a negative impact on growth
.    

5.4 Some limitations and possible extensions:  Main constraint of this study is the lack of quarterly data.  Given that reforms were initiated only about 15 years back, it is difficult to get some important results using annual observations.  Another limitation is that we did not perform any diagnostic tests (stationarity and cointegration).  Again, this was due to a small sample that we are dealing with.  In any case, it would be good to have these tests.  One possible extension of this study is to develop a simultaneous equation model by combine saving and investment equations and growth equation.  Another possible avenue is to test the impact of financial liberalization on the money demand stability.  The paper could also be extended to have a cross country comparison including other South Asian countries.  This extension is being undertaken.      

6. 
CONSLUCIONS

With the discovery of financial repression as a potent force against economic growth, Pakistan followed the success story of East Asian countries and embarked on financial liberalization as part of their development strategy to secure sustainable economic development and through that social development. The main concern was to increase savings and improve resource mobilization for development purposes.  These reform policies first initiated in early 1980s (with denationalization) and then major steps were taken in 1990 to revamp the whole financial system.  It is unfortunate to note that these policies had many hiccups and did not have the same positive impact as enjoyed by the East Asian economies.  As a matter of comparison, the same policies turned out be very successful in China, moving from a command economy to market economy and to some extent in India, moving from import substitution to export growth.  Pakistan was never a completely controlled economy and the trade sector was open since independence.  The discussion in section 2 of the paper and the subsequent empirical results in section 5 confirm that the liberalization policies have little effect to help the economy.  After about 15 years of liberalization policies most of the indicators of the financial liberalization do not show any significant impact on saving, investment or growth.  Why the same policies did not work in case of Pakistan is an interesting question and the answer, probably we all know
.  The recent developments (which are mainly due to external factors) show some positive effect on the economy.  It is interesting to note that for the first time in Pakistan’s history, the government is willing to retire some pre-mature debt.  The sources of this financial strength are expected to be short-lived though. It is, therefore, important that these, so-called, short-lived resources should be used as a breathing space to find a long term solution for Pakistan’s economic problems.  The reform agenda should be more transparent and non-reversible and policy makers should be more sincere and pragmatic in their approach.  The task is difficult but not impossible.  If East Asia can do it so can Pakistan! 
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TABLE 1: BASIC ECONOMIC & SOCIAL INDICATORS OF DEVELOPMENT IN PAKISTAN

	Indicators
	1961-70
	1971-80
	1981-90
	1991-95
	1996-2000
	2000
	2001
	2002

	NATIONAL ACCOUNTS:
	
	
	
	
	
	
	
	

	  GDP Growth (%)
	3.35
	4.81
	6.19
	4.85
	3.07
	4.26
	2.72
	4.41

	  Per Capita GDP (US$)
	138.86
	180.18
	327.06
	404.85
	438.82
	426.64
	380.54
	439

	  Private Consumption/GDP
	77.71
	79.00
	76.92
	70.81
	73.99
	74.43
	75.15
	74.96

	  Government Consumption/GDP
	12.51
	13.79
	17.06
	18.16
	15.51
	15.01
	13.65
	15.25

	FINANCIAL INDICATOR (%):
	
	
	
	
	
	
	
	

	  Gross Domestic Savings/GDP
	-
	13.81
	13.83
	14.81
	13.29
	14.4
	14.6
	13.6

	  Fixed Capital Formation/GDP
	15.37
	15.38
	16.96
	18.07
	15.41
	14.37
	14.29
	12.33

	  Inflation  (per year)
	3.51
	12.42
	6.98
	11.20
	7.30
	4.37
	3.15
	3.29

	  M2/GDP
	36.14
	41.76
	41.25
	43.39
	46.63
	46.92
	48.30
	51.74

	  Fiscal Balance/GDP
	-5.17
	-7.41
	-6.74
	-7.67
	-6.91
	-5.47
	-4.71
	-4.62

	  Trade Balance/GDP
	-
	-8.06
	-9.31
	-5.15
	-3.73
	-2.4
	-2.3
	-0.5

	  Current Account Balance/GDP
	-
	-5.35
	-2.91
	-4.49
	-3.17
	-0.14
	3.41
	4.5

	  Total Trade/GDP
	21.20
	28.00
	33.59
	36.73
	35.16
	34.30
	37.37
	35.75

	  Debt/Exports
	403.90
	606.09
	509.28
	-
	-
	550.66
	-
	-

	  Debt/GDP
	33.91
	61.96
	64.15
	-
	-
	90.00
	-
	-

	  Foreign Reserves/Imports
	21.27
	17.98
	11.52
	14.24
	10.56
	14.23
	34.05
	71.86

	SOCIAL INDICATORS:
	
	
	
	
	
	
	
	

	  Literacy rate (% )
	-
	26.2
	35.7
	37.9
	43.7
	47.1
	49.0
	50.5

	  Unemployment Rate (%)
	-
	-
	2.00
	5.42
	6.22
	7.80
	7.8.
	7.8

	  Expenditure on Education (% of

     GNP)
	-
	-
	0.8
	2.2
	2.21
	1.7
	1.6
	2.0

	  Expenditure on Health (% of 

    GNP)
	-
	0.6
	0.8
	0.7
	0.6
	0.7
	0.7
	0.7

	  Expenditure on Defense (% of 

    Budget)
	
	
	
	
	
	25.3
	25.3
	26.9

	  Population Growth (%)
	3.00
	3.14
	3.13
	2.99
	2.34
	2.24
	2.22
	2.16

	  Population in Poverty (%) (1998)
	
	
	
	
	
	13.4
	
	

	  Human Development Index (Rank in 1998)
	
	
	
	
	
	138
	
	


Source: IMF International Financial Statistics (CD-ROM), World Development Report (Various Issues) and Asian Development Outlook (various issues); Ariff and Khalid (2000).

Table 2: Indicators of Financial and Capital Market Depth in Pakistan

(Percentage Annual Averages)

	Indicators
	1961-70
	1971-80
	1981-90
	1991-95
	1996-2000
	2000
	2001
	2002



	Money Depth (M3/GDP)


	40.26
	46.78
	49.62
	50.38
	49.69
	50.19
	50.85
	55.54

	Intermediation Depth:


	
	
	
	
	
	
	
	

	  FIR (total)/GDP (=DC/GDP)


	38.44
	45.49
	51.18
	52.70
	50.63
	49.57
	45.47
	42.34

	  FIR (Private)/GDP


	19.18
	23.68
	28.60
	26.86
	27.92
	29.76
	28.39
	27.14

	Capital Accumulation:


	
	
	
	
	
	
	
	

	    GCFC/GDP


	15.37
	15.38
	16.96
	18.07
	15.41
	14.37
	14.29
	12.33

	    FDI (Net)/GDP


	-
	-
	0.39
	0.81
	1.03
	0.54
	0.75
	-

	    FDI (Inflow)/GDP


	-
	-
	0.38
	0.81
	1.01
	0.53
	0.69
	-

	Indebtedness:


	
	
	
	
	
	
	
	

	  Domestic Borrowing/GDP


	1.84
	3.42
	5.29
	5.60
	4.89
	4.56
	2.51
	3.35

	  Foreign Borrowing/GDP


	3.34
	3.74
	1.45
	2.06
	2.03
	0.91
	2.20
	1.27


Source: IMF International Financial Statistics (CD-ROM), World Development Report (Various Issues) and Asian Development Outlook (various issues); Ariff and Khalid (2000).
M2 = Currency + quasi money; M3 = M2 + Other Deposits; FIR = financial intermediation ratio; claims on public + private sector (total credit), on private sector (private); 

GFCF = Gross fixed capital formation; FDI=foreign direct investment (net); FDI (In): foreign direct investment (inflow). 

Figure 1
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TABLE 3: Saving Equations

	VARIABLES
	TOTAL SAVING (TS)
	FINANCIAL SAVING (FS)

	
	1961-02
	1961-80
	1961-88
	1981-02
	1989-02
	1961-02
	1961-80
	1961-88
	1981-02
	1989-02

	Constant


	-22.93
	-10.05
	-10.94
	-209.7
	
	-29.06
	-20.59
	-22.81
	-80.67
	-433.8

	RGDP


	0.04

(2.58)
	
	
	0.19

(5.22)
	
	0.06

(3.11)
	0.05

(2.99)
	0.06

(4.72)
	0.12

(2.51)
	

	RGDP-1


	
	0.03

(2.69)
	0.02

(2.17)
	
	
	
	
	
	
	0.34

(5.33)

	RIR


	-0.115

(-0.14)
	0.03

(0.53)
	0.03

(0.15)
	5.09

(1.92)
	
	-0.80

(-0.58)
	0.20

(2.24)
	0.24

(0.91)
	-1.37

(-0.30)
	-17.69

(-2.89)

	RIR-1


	
	
	
	
	
	
	
	
	
	

	INF-1


	
	
	
	4.72

(2.48)
	
	-1.25

(-1.07)
	-0.06

(-0.55)
	-0.12

(-0.50)
	-2.9

(-0.68)
	-3.86

(-0.81)

	INF-2


	
	
	
	
	
	
	
	
	
	

	CF


	0.013

(0.05)
	-0.001

(-0.05)
	-0.03

(-0.39)
	-1.88

(2.02)
	
	-0.17

(-0.40)
	
	0.03

(0.38)
	-1.28

(-0.68)
	-1.68

(-0.77)

	TS-1


	0.91

(13.92)
	0.37

(1.41)
	0.86

(5.32)
	
	
	
	
	
	
	

	TS-3


	
	
	
	0.62

(4.86)
	
	
	
	
	
	

	PS-1


	
	
	
	
	
	
	
	
	
	

	PS-2


	
	
	
	
	
	
	
	
	
	

	FS-1


	
	
	
	
	
	0.44

(1.81)
	0.16

(0.54)
	-0.27

(-1.12)
	0.28

(0.73)
	

	Observations
	41
	19
	27
	22
	
	41
	19
	27
	22
	14

	Adj-R2
	0.98
	0.89
	0.93
	0.98
	
	0.73
	0.89
	0.78
	0.62
	0.74

	D-W
	2.71
	1.90
	1.61
	2.23
	
	1.60
	1.82
	2.17
	1.59
	1.79

	F-statistic
	445
	36
	88
	241
	
	22.8
	37.8
	20
	7.8
	10.3


TABLE 4: Investment and Growth Equations

	VARIABLES
	INVESTMENT (INV)
	GROWTH (RGDPG)

	
	1961-02
	1961-80
	1961-88
	1981-02
	1989-02
	1961-02
	1961-80
	1961-88
	1981-02
	1989-02

	Constant


	-14.14
	-1.57
	-11.55
	-27.66
	-421.6
	1.80
	1.53
	1.48
	3.79
	1.23

	RGDP


	
	
	0.03

(2.55)
	0.04

(1.13)
	
	
	
	
	
	

	RGDP-1


	0.03

(3.05)
	
	
	
	0.39

(2.86)
	
	
	
	-0.04

(-0.18)
	-0.09

(-0.45)

	∆RGDP-1

	
	0.39

(1.38)
	
	
	
	
	0.20

(20.41)
	0.18

(18.49
	
	

	RIR


	-0.22

(-0.68)
	0.02

(0.20)
	0.006

(0.07)
	-1.20

(-0.81)
	-0.66

(-0.29)
	
	
	
	
	

	INF

	
	
	
	
	
	0.04

(0.54)
	-0.01

(-0.87)
	-0.02

(-1.01)
	
	-0.33

(-1.89)

	INF-1


	
	
	
	
	
	
	
	
	0.03

(0.23)
	

	DC


	0.17

(4.15)
	0.43

(2.13)
	0.06

(0.96)
	0.18

(2.73)
	0.14

(2.09)
	
	
	
	
	

	FS (M3-M1)

	-0.12

(-2.63)
	-0.53

(-1.81)
	-0.10

(-0.87)
	-0.11

(-1.74)
	-0.16

(-1.92)
	
	-0.09

(-9.27)
	-0.06

(-12.33)
	
	

	FS-1 (∆M3)


	
	
	
	
	
	
	
	
	
	-0.03

(-3.07)

	FS-1 [∆(FA+M2)]


	
	
	
	
	
	
	
	
	-0.02

(-2.72)
	

	Sg (BD/GDP)


	
	
	
	
	
	-0.43

(-1.84)
	0.05

(1.11)
	0.02

(0.30)
	-0.34

(-1.16)
	-1.28

(-2.86)

	Sf (FR/GDP)

	
	
	
	
	
	37.3

(2.59)
	6.71

(1.29)
	12.27

(1.996)
	35.10

(2.09)
	32.3

(2.24)

	CF


	
	
	
	
	
	-0.07

(-2.40)
	
	
	
	

	INV-1


	0.56

(3.13)
	0.54

(1.49)
	0.83

(4.17)
	0.50

(1.94)
	-0.11

(-0.33)
	
	
	
	
	

	Observations
	41
	19
	27
	22
	14
	42
	19
	27
	22
	14

	Adj-R2
	0.996
	0.98
	0.998
	0.99
	0.99
	0.18
	0.99
	0.96
	0.35
	0.49

	D-W
	1.07
	1.31
	1.22
	1.29
	1.80
	1.73
	2.71
	2.19
	2.13
	2.16

	F-statistic
	2295
	148
	2148
	600
	241
	3.2
	261
	112
	3.3
	3.5


























� See Khalid (1999) and Ariff and Khalid (2000) for details. 


� During 1982-88, Pakistan was the second largest recipient of economic aid from the United States Agency for International Development (USAID). 


� Dawn Internet Edition, 14 October 2003.


� Note that there is no a prior reason for the coefficient of real interest rate to be positive as a change in real interest rate has a positive substitution effect but a negative income effect.  Thus, savings may be positively, negatively or unrelated to real interest rate.


� It is recognized that other measurements or proxies for income can be used, depending on the theory of consumption that one is subscribing to.  For the purpose of this analysis, the use of a simple income variable is sufficient and this measurement is similar to the one used in WT (1994).


� See Khalid (1999).


� I am trying to find an explanation for this.


� The reader can make a long list of factors including social problems such as high population, level of loan defaults and corruption; economic factors such as huge budget deficits, huge domestic and external debt, lack of a legal framework to govern the financial system; political instability and external factors including border issues with India and situation in Afghanistan.  
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