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Abstract  

Institutional freedom is considered one of the most important factor in the debate of 

economic growth of nations. The most prominent kinds of institutional freedom which 

actively take part in economic prosperity are democracy (political liberalization) and 

economic freedom (business liberalization). The nature of impact of democracy and 

economic freedom on nation’s economic growth is not crystal clear.  The nature of impact 

of democracy and economic freedom on national well being directly indirectly depends 

on social, economic, political, geographical and cultural aspects of society. This 

dissertation presents the overview of significance of democracy and economic freedom 

for Pakistan’s economic growth.  This thesis starts with the explanation of notion of 

democracy and economic freedom and comprehensive review of various measures of 

level of democracy and economic freedom.  Followed by theoretical and graphical 

analysis of economic freedom – economic growth and democracy – economic growth 

trends in Pakistan. For empirical investigation this study measured the indexes of level of 

economic freedom and democracy annually. “Alliance for Restoration of Democracy in 

Asia” (ARDA) and “The Fraser Institute Canada” methodologies are adopted for 

measurement of democracy and economic freedom respectively, while statistics of 

growth proxies are taken from State Bank of Pakistan and Federal Bureau of Statistics 

government of Pakistan reports.  For study period 1970 to 2007 this thesis has constructed 

the data set of 38 annual observations. The most recent econometric technique ARDL 

approach is employed for examination of long run and short run relationships between 

targeted variables. To observe the comprehensive impact of institutional freedoms 

(democracy and economic freedom) on economic growth of Pakistan’s economy this 

study regress a number of regressions.  

Therefore in sum economic freedom in the presence of poor infrastructure and illiterate 

society in Pakistan hindered the pace of economic prosperity. Democracy on the other 

hand approximately enhances the pace of economic growth, but apart from national 

incomes growth proxies’ democracy shown insignificant touches toward growth proxies 

of financial, capital and fiscal markets. The most important finding of this dissertation is 

that, stable democratization alone is not to key of economic growth in Pakistan but it is 

necessary condition. Therefore, Pakistan will have to focus on stable democrization, 

which ultimately will encourage or reinforce the economic freedom and economic 

growth. 
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Chapter 1                            Introduction 

1.1 Introduction                                  

Interest in the detection of determinants of economic growth and discovery of nature of 

relationship of these factors with economic growth has been long standing. This is 

imperative that higher economic activity leads toward higher level of national output and 

improved living standards. The proponents of classical school of thought pay notable 

attention to physical resources to accelerate growth rate. They argue that any 

simultaneous or partial increase in possessions (technology, land, labor and capital) 

ultimately improves the pace of economic growth (Cannan1893; Mark 1958; Adelman 

1962; Nurkse 1961). Subsequently, the modern growth (endogenous growth) theories 

Barro (1991), Grossman and Helpman (1994), Lucas (1988); Mankiw, Romer, and Weil 

(1992); Verspagen (1992); Pack (1994); Romer (1990); Solow (1994) and Aghion and 

Howitt (1998) recommend that endogenous factors play vital role in economic prosperity 

of any economy. The set of exogenous variables (partially which are endogenously 

determined) consist of a number of physical resources and institutional factors.  In recent 

research, existing institutional structure in any economy like political freedom and 

economic liberalization is acknowledged to be essential for steady state economic growth. 

North (1990); Ali and Crain (2001) and Adkins et al. (2002), focus attention on political 

and economic activities liberalization and their vital role in the game of economic growth.  

One cannot deny the significance of these factors for economic prosperity, because 

structure of institutional set up is considered fundamental in decision making for 

economies. Although these institutional factors have their vital position in growth game, 

but judgment of exact levels of effectiveness of these variables toward economic growth 

is tricky. It is the common philosophy that there exists direct relationship between 

institutional freedom and economic growth, where institutional freedom causes the 
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economic growth. It is true that   occasionally institutional freedom spurs the speed of 

economic opulence1, but negation of reverse relationship is not so simple. Since Adam 

Smith, it is acknowledged that any economy depends in part on political factors, market 

structure, liberty of economic activity and other economic factors for economic activities. 

In a free private market, citizens of that community have the freedom of choice, freedom 

of consumption, freedom of production and to undertake any other economic activity. The 

economic mechanism and automatic forces let economic agent free for maximization of 

its own satisfaction and voluntarily lend a hand to others   for economic wellbeing (Smith, 

1776). Over time the impact of institutional freedom (democracy and economic freedom) 

on economic growth especially in less developed countries attained a handsome notice in 

economic literature. Friedman did a lot on the fundamental issues of institutional freedom 

and their impact on economic prosperity. Friedman (1962) points out that the 

relationships between economic freedom, political freedom and economic growth are 

noteworthy, but not as simple as the general beliefs. It is a reality that economic 

liberalization, political freedom and economic growth have multidimensional 

associations.  

“History suggests that only capitalism is a necessary condition for political   freedom. 

Clearly it is not a sufficient condition.” (Friedman, 1962:10)  

“Historical evidence speaks with a single voice on the relation between   political 

freedom and free market. I know of no example in time or place of a society that has been 

marked by a large measure of political freedom that has not also used some thing 

comparable to a free market to organize the bulk of economic activity.” (Friedman, 

1962:9)                                                   

                                                 
1 See Barro (1990). 
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Simon Kuznets (1973) also brought into focus sociopolitical institutions for economic 

growth especially in developing nations. He mentioned:   

“Although advancing technology is a necessary condition for growth, in itself it does not 

provide a sufficient condition. Sufficiency is insured only if technological advancement is 

coupled with stable and flexible sociopolitical institutions offering freedom and civil 

liberties to its citizens.” (Kuznets 1973:50)   

1.2 Elucidation of Institutional Freedoms    

1.2.1 Economic Freedom  

As far as the core concept of the leading exogenous variables (Economic Freedom and 

Democracy) of this study is concerned, a clear understanding of these would facilitate the 

nature of their relationships. Economic Freedom means economic cooperation, 

particularly security of property rights, competition in markets, small size of government, 

rule of law, freedom of expression and openness to world markets. Economic freedom 

means provision of a free private market which is attributed with voluntarily transaction 

among individuals for their own economic benefits.  Economic freedom may also be 

defined as, an environment of free economic transaction among individuals for 

maximization of their own satisfaction. These transactions are voluntarily and on their 

own behalves but not as an agent of any public organization. Economic freedom is 

usually treated as the substitution of public choice with private choice.2   

“A private market is one in which the people making deals are making them either on 

their own behalf or as agents for identifiable individuals rather than as agents of 

governments. A private market is very different from a government market. In a strictly 

private market, all the deals are between individuals acting in their own interest or as 

agents for other identifiable individual.” (Friedman: 1991:9, 10) 

                                                 
2 See Friedman, M. 1991. 
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Human freedom is another term which is commonly used by researchers in literature,3 but 

the term human freedom is close to the concept of free private market, where individuals 

make decisions on their own behalves. They do not act as representatives of public sector 

institutions. They do what they want and for maximization of their own satisfaction.  

Friedman states,  

“The essence of human freedom as of a free private market, is freedom of people to make 

their own decisions so long as they do not prevent any body else from doing the same 

thing. That makes clear, I think, why free private markets are so closely related to human 

freedom.” (Friedman: 1991:6) 

As for the matter of determinants of economic freedom, it is very controversial. The 

reason is that economic freedom is a very subjective term. Each researcher has his own 

interpretation as to what is economic freedom and then decides what variables should be 

included in measurement of economic freedom. Because any change in the nature and 

measurement of determinants of economic freedom will definitely affect the relationships 

of economic freedom with other variables, (Hanke and Walters 1997; Scully and Slottje 

1992). So selection, weighing and quantification of determinants and finally indexation of 

economic freedom level have unique and vital importance. In the same token studies 

showed difference in measurement of economic freedom in a different way affect the 

pace of economic prosperity across different economies (Dawson 1998; De Vanssay and 

Spindler 1994; Spindler and Miyake 1992). 

1.2.2 Quantification of Economic Freedom  

Gastil and his colleagues at Freedom House4 were the pioneers of economic freedom 

measurement.  After that Scully and Slottje (1991) measured the better rating of economic 

freedom of the world. Lately, two more economic freedom indexes were published. The 

                                                 
3 See Friedman, M. 1991 
4  See Gastil et al.(2009)  
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first one was measured by “The Fraser Institute Canada” (Gwartney, Lawson, and Black, 

1996) and the second index was by the “Heritage Foundation U.S.A.”(Johnson and 

Sheehy,1995). Researchers associated with The Fraser Institute were paying their 

attention to the issues of definition and measurement of economic freedom since 1986 

(Easton and Walker, 1992). As a result Fraser Institute developed a composite index. As 

far as the area wise detail of economic freedom index  38 subcomponents  of this rating  

are classified in, size of government, legal structure and security of property rights, access 

to sound money, international trade freedom , and regulations of credit, labor and 

business markets.5 The Heritage Foundation, the second prominent organization, has been 

measuring the rating of economic freedom of the world since 1995. Heritage Foundation 

is updating its rating of economic freedom of different economies on annual basis. 

Classification of the Heritage Foundation’s economic freedom index stands on the 

following ten categories6: trade policy, fiscal burden of the government, government 

consumption and ownership, monetary plan, foreign direct investment and capital   

voyage, banking, wage and price controls, property rights, regulation, and size of black 

economy. 

1.2.3 Democracy  

The other key explanatory variable is democracy. Usually democracy is characterized by 

set rules and regulations which manage the shifting of political process. It also secures the 

freedom of expression and selection at each and every step of public life. Social thinkers 

and researchers defined it variously. According to Huntington (1991), democracy is one 

public virtue, not the only one, and the relation of democracy to other public virtues and 

vices can only be understood if democracy is clearly distinguished from other 

characteristics of political systems.  

                                                 
5 See Fraser Institute “EFW: 2008 Annual Report. 
6 See Johnson et al 1980. 
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Lipset (1959) explains democracy as,  

“Democracy is a political system which supplies regular constitutional opportunities for 

changing the governing official, and a social mechanism which permits the largest 

possible part of the population to influence major decisions by choosing among 

contenders for political office.” (Lipset   1959:71)  

“Democracy is a political system that meets at  least three conditions: first, it features 

competition among organized groups and individuals over government power on a 

regular basis and without the use of force; second, it allows for political participation 

through regular free elections that should not exclude defined social groups; and third, it 

offers a certain level of civil and political rights that ensures competition and 

participation.” (Diamond, Linz and Lipset, 1990:6-7) 

Bollen (1993) explains the concept of democracy as,  

“Political liberties exist to the extent that the people of a country have the freedom to 

express a variety of political opinions in any media and the freedom to form or to 

participate in any political group. Democratic rule exists to the extent that the national 

government is accountable to the general population, and each individual is entitled to 

participate in the government directly or through representatives.” (Bollen 1993:1209) 

Political freedom may also be used as a substitute for the word democracy. According to 

Hayek (1994) removal of external constraints on free choice and action is known as 

political freedom. 

 Preston (1982) defines the political freedom as,   

“Modern Anglo- American liberalism has understood freedom as the ability of 

individuals to pursue personal goals without burdensome restraints or coercion.” 

(Preston 1982:73)  
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Political freedom is actually a multirooted concept; it contains political rights and civil 

autonomy. Adequate political rights allow individuals to select their leaders and the mode 

in which they are ruled. Sufficient availability of these characteristics to community 

indicates the enough political rights. Civil autonomy means freedom in decision making, 

individuals make decisions on their own behalves for better economic and social status 

rather than they take decisions on the directions of leading authorities for their own 

benefits (Wu and Davis 1999b). 

So the study concludes that democracy is actually the freedom of political selection, 

transfer of political power to others and freedom of expression in every sphere of life. 

Democracy is an environment where different groups are entitled to govern the people on 

ideological and social grounds. And these are nominated by the people and are 

accountable to the people. 

1.2.4 Measurement of Democracy 

Just like the measurement of economic freedom quantification of democracy is also a 

sensitive issue. As it is closely related with human behavior and human behavior always 

remains unpredictable, so selection of determinants of democracy is much controversial.  

Instead of all this, there are various measures of democracy. Bollen (1980) developed 

index of democracy which lies between 0 and 100. Dahl (1971) defines democracy and 

provides better foundation for measurement of democracy. According to Dahl, a society 

will be considered democratic if its citizen have facilities of freedom of election, 

selection, expression, entitlement for public office, press and media autonomy, 

sovereignty of job selection and launch a business, political rights to compete for support 

and institutionalized consensus based decision making. These conditions are considered 

the nucleus of modern democracy. Beside these some other democracy measurements are 
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also available (Vanhanen 1990; Przeworski et al. 2000 and ARDA. 20057). Alliance for 

Restoration of Democracy in Asia (ARDA) democracy index is based on six areas and 22 

subcomponents. Civil rights, elections and political processes, governance and corruption, 

media, rule of law, and participation and representation are areas of this index.  

1.3 Flash review of studies  

As far as the matter of significance of democracy and economic freedom for economic 

prosperity is concerned, it is not surprising that the connection between these institutional 

freedoms and well being of society received a handsome attention in economic growth 

literature since 1776.  As since existing institutional set up in any economy is  considered 

vital for steady state growth arrangement,  all decisions are  thus settled through this 

institutional set up and no one can refute  its matchless status in the growth game. 

However, perhaps due to the possibility of joint venture of these three concepts together, 

slight quantitative evidences are available for the explanation of nature of these 

multidirectional relationships. Other major point is that at what extent democracy and 

economic liberalization have an effect on economic prosperity. It is the common 

philosophy that the greater the economic and political freedom the   wider facilities are 

provided to economic well being.   

But it is controversial whether institutional factors enhance the pace of economic 

prosperity or economic growth enhances economic and political freedom or all 

participants remain unbiased with reference to inter correlation with one another. 

 It is beyond doubt that economists and sociologists try to determine the nature of the 

impact of the above mentioned variables (democracy and economic freedom) on 

economic performance of economies jointly and separately (Bhagwati 1999; Carlsson et 

al.2002; Dawson 1998; Haan and Sturm 2000, 2001). But it is impossible to negate the 

                                                 
7 Alliance for Restoration of Democracy in Asia. 
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common philosophy that institutional factors like democracy and economic freedom may 

sponsor economic prosperity in one country but not in the other country where 

sociopolitical environment is not identical. Outcome is more contradictory due to 

difference in importance and nature of these variables for targeted country. This is not 

astonishing because each country has its own economic and political restriction. 

Consequently, one can not expect an identical conclusion from different studies. 

1.3.1 Paradox of Economic Freedom and Economic Growth 

Relationships 

As far as the issues of impact of institutional freedoms (political liberalization and 

economic freedom) on economic growth are concerned, these are multifarious and not as 

simple as is the common perception. Research literature has shown repeatedly a strong 

correlation exists among different measures of economic freedom and economic affluence 

across nations. The link between these two factors is not unidirectional. There is 

sufficient availability of empirical confirmation in favor and against the impact of 

economic liberalization on economic growth. It is also occasionally recommended that 

economic freedom is better than democracy for economic prosperity objectives; 

especially in less developed countries because economic freedom promotes the economic 

prosperity through the market competition (Lee 1994). Undoubtedly   economic freedom 

indicates the existence of a natural behavior of individuals in a community in which 

allocation of resources and other economic transactions are taken according to their 

voluntarily expressed needs and requirement. Presence of economic freedom also 

generates the necessary prerequisites for political freedom. In this regard one can say that 

on one hand such as economic liberalized environment enhances the level of social 

welfare and on other hand it augments the political welfare through promotion of 

democracy. It is antithesis of authoritarian regime which suppresses the political freedom. 
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Therefore, one can say that a free market promotes social and economic structure in 

numerous ways. It provides the foundation for sustained economic growth through better 

allocation of resources.  Moreover it facilitates the social interest through proper and 

according to requirement political activities and economic transaction of citizens.   

Proponents of these arguments give the example of so called development dictators, e.g. 

Taiwan, Singapore and South Korea (Lee 1994). Since the time of Adam Smith a large 

number of economists have favored the argument that market oriented economies will 

usually do better than those countries which have lesser economic freedom. Adam Smith 

(1776) explained, in the long span of time it is the economic freedom which in turn 

generates political liberalization and sustains the democratic environment in community. 

Economic freedom facilitates the economic environment and undoubtedly such a market 

considered more advantageous for wealth creation.  

According to Friedman (1962), 

“Economic freedom stands for markets and human liberty means as they are in their 

original position. He said markets mean free private market not only private market (free 

at some extent, working under some conditions of government),but  where individuals 

participate in economic and other transactions on their on behalf without any restriction 

rather than in restricted market or act as the agents of the administration or 

government.” (Friedman (1962:10) 

Friedman further explained  

“No doubt relationships between political freedom and economic freedom are complex, 

facts proved that economic freedom facilitates political freedom but political once 

established, has a tendency to destroy the economic freedom.” (Friedman 1962:10) 

 Friedman (1962) basically believes that the economic freedom is a system of competition 

where resources are utilized efficiently for better economic activity. But on the other hand 
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process of political sovereignty occasionally hampers the process of autonomous business 

activities. According to proponents or thinkers who prefer the economic freedom to other 

systems, the central command and undue state intervention in business activities hamper 

the process of economic prosperity. It should be replaced with rational decisions of 

entrepreneurs, who settle the economic matters with the help of market forces interactions 

and ultimately they maximize their interest. Free business market mechanism is the best 

option for economic wellbeing (Bhagwati 1995; Gwartney and Lawson 2002; and Weede 

and Kampf 2002).  

In the last half of the 20th century when worldwide different experiments for better 

economic growth exercised, such growth query trials give the reflections, undoubtedly it 

is crystal clear that liberalized economic activities are more conducive to economic 

growth. Experiences approximately corroborate the reality that freedom of business 

related institutions works like excel in economic wellbeing. Economies have more 

liberalized economic and commercial strategies achieved better economic targets than 

those have restricted and limited business environment (Bhagwati 1995). 

Most of the research in this area has found that economic freedom does make a 

significant positive contribution toward economic growth. (Barro 1990; Barro and Sala-i-

Martin1995; Gwartney, Lawson and Block 1996) studies provide positive correlations 

evidences between the above said variables.   Singh and Nelson (1998) revealed the direct 

and significant contribution of economic freedom toward economic growth. There is also 

possibility of an inverse relationship between economic freedom and economic growth. 

Heckelman and Stroup (1999); Barro and Sala-i-Martin (1995) indicate the existence of 

adverse connection between economic freedom and economic growth.  
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1.3.2 Democracy and Economic Performance Nexus  

Effects of political institutions for economic growth are valued uniquely. Since fifties of 

the 20th century liberalized and citizens sovereignty based political mechanism also 

acquired acceptance internationally. Freedom of choice, election and selection, and 

security of civil rights usually perceived as necessary conditions for social justice and 

political liberalization. The reason of wide-ranging acceptance of democratic political 

system is, it endorses the security of property rights, individuals’ sovereignty based 

decision making (freedom of selection and election), discourage black economy and 

extremism in politics. It is the sole political system which ensures the equal participation 

and political competition across the society regularly; it did not allow the elite class for 

everlasting kingdom and the decision making which snatch the social and political rights 

of middle and lower class. Presence of these characteristics in any community eventually 

promotes the social and economic physical conditions of a society. On the other hand non 

democratic and rapid changes in political environment generate the economic atmosphere 

which leads towards inconsistent and inappropriate economic polices. This type political 

scenario severely hampers economic wellbeing. Due to the vital importance of political 

system for economic prosperity, the topic nature of relationships between democracy and 

economic growth is considered the hub of growth hypothesis and received more attention 

than in the past.  

“Countries that democratize are found to grow faster than prior similar countries while 

countries that become less democratic grows more slowly than comparable countries, 

these differences are not due to difference in education or investment level.” (Minier 

1998:243) 

Undoubtedly a lot of research has elucidated the issue and in numerous ways economists 

and sociologists have tried to probe the nature of relationships between democracy and 
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economic wellbeing. But the subject of significance of political institutional freedom for 

economic prosperity still has investigation thirst. Does democracy promote the economic 

growth better than authoritarian regimes or not? If yes then, what is the intensity of its 

effectiveness for economic prosperity? Answers of these questions are not yet crystal 

clear.    

It is common philosophy that democracy encourages the economic growth by improving 

the social status of community through better income distribution and improved human 

capital.  According to proponents of this school of thought democracy enhances the 

enthusiasm of citizens to work and earn. They argue that politically liberalized 

administrations in less developed countries are considered more appropriate than 

authoritarian regimes for steady state economic growth. Political liberalized regime 

provides the opportunities for better allocation of resources in appropriate places, security 

of property rights, profit maximization through economies of scale, well informed 

business environment, and social sector development programmes. Furthermore it 

reduces the size of government in business activities, black marking, and unequal 

distribution of resources.  According to United Nation Human Development Report 2002, 

nations having democracies are more conducive to economic growth, because these 

governments maintain security of human and property rights and comparatively better 

control over ethnic and social conflicts than authoritarian regimes. According to this 

group growth is more stable under democracy rather than authoritarian regimes. On the 

basis of these factors democracy as a political system gained wide acceptance during last 

50 years. Proportion of world population living under democratic political system 

increased from 31% to 58.3% between 1980 and 2000. During these period eighty 

countries experienced democratic style of administration partially and completely.8 In 

                                                 
8 The Bank of Finland (2002), Institute for Economies in Transition Discussion papers 13. 



 
 

 15

modern research, statistical evidences are mandatory for justification of theoretical 

background. Empirical findings point out that democratic administration has stronger 

positive association toward economic growth. Democracy gives a smooth style of 

administration which decreases unconstitutional political environment. Yet along with 

regime smoothness it provides flexibility and chances for major change in administration 

within constitutional parameters. So mixture of this macro political certainty and micro 

political adjustability is considered favorite for economic prosperity. Clague et al. (1996) 

and Haggard (1995) argued that democratic regimes are better than authoritarian periods 

for steady state economic growth. Minier (1998) exposed that democracy projects the 

process of economic growth faster than those countries which are exercising non 

democratic administration.  Wacziarg (1998) found that democracy enhances the 

economic wellbeing through human capital formation and equal distribution of income.  

Baum and Lake (2003) found positive and significant impacts of democracy on economic 

growth. 

But opponents of this school of thought also argued that it is luxury and less developed 

countries cannot afford the lavish style of administration. Democratic administration 

hampers the growth game through reducing the pace of physical capital formation. The 

proponents of this thought also argued that in democratic period community consumes 

more at the cost of profitable investments; resources are lesser mobile and rent seekers 

maximize their interests. During democratic periods growing social, ethnic, and sectarian 

struggles adversely affect the growth performance   (Helliwell 1994; Keefer and Knack 

1997). 

Followers of controlled political system criticized the political liberalization and argued 

that, it is the authoritarian system which promotes the economic freedom. It supports the 

bureaucracy and elite class in business and ultimately they overlap on the economic 
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activities.  Business class in authoritarian administration takes the economic decisions for 

community wellbeing according to demand supply forces and central recommendations. 

In other words during authoritarian regime elite class effectively controls the business 

environments through appropriate and effective allocation of resources (Hayek 1994). 

The proponents of this idea is analyzed that democracy first is not as valid for LDCs as it 

is generally taken to be true for Western countries. They say that democracy is a luxury 

and such a political system cannot be afforded by low-income countries cannot afford. 

The impoverished and uneducated people in low-income countries do not care nearly as 

much about democracy and civil liberties as people in rich/industrialized countries. 

According to proponents of totalitarian or central command political system, an 

authoritarian administration can utilize the national resources comparatively in a better 

way than democratic government especially in less developed countries where resources 

are already scarce. Proper utilization of scarce resources increases the economic 

efficiency which in turn enhances the legitimacy of authoritarian regimes. Without proper   

planning inefficient utilization of resources especially in LDCs is the main reason of 

slower economic performance. Shen (2002) supports the authoritarian administration and 

writes there were 60 nations in the world where style of government is authoritarian and 

many newly democratized nations revert to nondemocratic style of administration. 

Many people argued that China has attained the magnificent economic growth during 

authoritarian periods. Furthermore, some other Asian economies like Taiwan and South 

Korea also achieved marvelous economic growth under authoritarian regimes and lately 

experienced the democratic style of administration. A number of scholars form Latin 

America strongly favored the authoritarian government. They conclude that especially in 

less developed countries where resources are already scarce, inappropriate and inefficient 

allocation of resources hampers the pace of economic growth (Youssef 1994).  In recent 
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cross sectional studies analysis it is observed that liberalized political system had negative 

connection with better economic performance (Sirowy and Inkels 1990).  In this regard 

Sirowy, and Inkels offer following three hypothesizes in support of their argue: 

i. Ineffective functioning of premature democracy hinders the process of economic 

prosperity. 

ii. Democratic regimes do not make sure the implementation of proper economic 

polices to be considered essential for rapid growth.  

iii. Democracy is incapable of pervasive state involvement in the development 

process in the present world historical context. 

  Youssef (1994); Sirowy and Inkels (1990) dislike democracy on following grounds: 

a. Democracy promotes corruption and bribery among politicians and bureaucrats.  

b. Democratic government retards growth by promoting rent seeking, dollar bills 

game, and activities of pressure group whose primary goal is to grab the major 

share of national wealth.   

c. Democratic governments encourage trade and labor unions to demand unduly high 

wages, which leads to strikes and lockouts and consequently loss of national 

income.  

d. Democratic governments damage the rule of law, maintenance of law and order 

and legitimacy of government.  

e. Democratic governments promote consumption at the cost of saving.  

 On the basis of empirical evidences Youssef (1994); Sirowy and Inkels (1990) argued 

that there is not any organized connection between democracy and economic growth 

which encourages or hampers the pace of economic growth, because democratic 

governments alone mean very little for economic growth (Barro and Lee 1994; Helliwell 

1994; de Hann and Siermann 1996; Levin and Renelt 1992). Instead, the focus should be 
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on restructuring of institutions and development programmes. Only democracy, in the 

absence of development strategies and institutional structure, cannot enhance the level of 

economic growth. On empirical front, Brunetti (1997) found  after empirical experiments 

that only one out of nineteen  studies showed the  stronger positive association between 

democracy and economic growth, three found the flimsy direct relation, the other four 

showed the fragile negative link between democracy and economic growth, and the 

remaining nine were inconclusive in relationship. 

Similarly Borner et al. (1995) examined sixteen studies and found that three out of 

sixteen expose the direct association of democracy toward economic prosperity, three 

reports the negative correlation between democracy and economic growth and remaining 

ten are unconvincing. Most recent studies, e.g. Barro and Lee (1994); Helliwell (1994); 

de Hann and Siermann (1996); Levin and Renelt (1992); Alesina et al. (1996) and World 

Bank (1990) determined that democracy and economic growth are uncorrelated. Barro 

(1996) investigates the non linear connection between democracy and growth and 

determined that preliminary democracy enhances the pace of economic growth while it 

hampers the economic prosperity at high levels. He concludes that the overall association 

between democracy and economic growth were inconclusive. Doucouliagos and 

Ulubasoglu (2008) investigate the relationships between democracy and economic growth 

by using 483 regressions estimated from 84 published democracy- growth studies and 

concluded that 27% investigation confirmed the robust significant positive connection, 

37% verified fragile direct association, 15 % estimates demonstrated statistical significant 

negative correlation and other 21% explained poor negative correlation between 

democracy and economic growth. The variation in results was not surprising because 

different researchers focused relationships between democracy and economic growth 

form different from different dimension. For instance, few studies focus on the capital 
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formation channel for detection of relationship between democracy and growth, and 

others look at the social sector development and politically vulnerable governments 

channels to investigate the nature of connection between above said variables.  

1.4 Rationale of the study  

Democracy (Civil Liberties and Political Rights), Economic Freedom and Economic 

Growth are complex theoretically and empirically. Due to their valuable position, these 

variables are also important for Pakistan’s growth   like all other economies. But 

unfortunately uptill now very little has been performed to inquire the ambiguous and 

multidimensional relationships which exist among these variables in Pakistan. It means 

institutional factors (economic freedom and political freedom) did not receive focused 

attention with reference to the issue of economic growth in Pakistan. Few researchers 

only discuss the vital function of democracy for economic growth in Pakistan (Mahmood 

and Samuel 1995; Noman 1988; Kanti and Ganguly 1993; Yasmeen (1994). But to date 

no one has tried to measure the level of democracy and rating of economic freedom and 

one effect on economic growth of Pakistan simultaneously and separately according to 

the strength of these factors.  Analysis of relationship of the above said variables 

according to their strength definitely will be worthy especially due to rapid and uneven 

changes in political process and growth pattern during 1970 to 2007 in Pakistan, because 

this analysis will answer the question whether the inter relationships vary over different 

periods of politics, phases of market structure and economic growth. Heritage Foundation 

(Washington D.C. USA) has been estimating the economic freedom rating of Pakistan’s 

economy since 1994 on annual basis while another prominent organization The  Fraser 

Institute (Vancouver Canada) has been estimating the strength or level of economic 

freedom of  Pakistan  from 1970. But it measured the rating after every five years from 

1970 to 2000 and then onward on annual basis. On the other hand up till 2007 there was 
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not any internal and external effort to quantify the rating of democracy in Pakistan. In 

2005 Alliance for Reforms and Democracy in Asia (ARDA) measured the level of 

democracy in 16 countries of Asia including Pakistan. The Fraser and ARDA efforts are 

no more than only measurement of Economic Freedom and Democracy respectively. This 

study is an attempt to detect the nature and depth of relationship of above mentioned 

variables on growth pattern of Pakistan according to their existing level during different 

periods of time from 1970 to 2007. So this study employs the methodology of the Fraser 

Institute Canada for measurement of economic freedom and Alliance for Restoration of 

Democracy in Asia (ARDA) for measurement of democracy in Pakistan. During 

measurement of economic freedom Except Legal Structure and Security of Property 

Rights all information was collected from the publications of Statistical Bureau of 

Pakistan.  On the other hand we used the primary data for measurement of index of 

democracy.  

As for the impact of economic freedom on national income, study was found to be 

reasonably robust in respect to major changes in model specifications. Economic freedom 

is a significant factor but it has negative connections with national income growth in 

Pakistan regardless of the basic theoretical frame work. Present study uses two different 

dummies of national income GDP (Gross Domestic Product) and PCGNI (Per Capita 

Gross National Income) to asses the firmness and robustness of the results. But all 

attempts gave the identical conclusion of negative and significant touch of economic 

freedom on national incomes growth in Pakistan during the study period. As regards the 

impact of democracy on economic growth, the study found that second core explanatory 

variable democracy has significant direct connection with GDP during the study period 

while it has fragile positive association with per capita gross national income (PCGNI). 

Positive correlation between GDP, PCGNI and democracy is not unpredicted. Similarly 
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according to other results neither economic freedom nor democracy improves the social 

sector growth in Pakistan during the study period. Actually a healthy democracy and good 

economic freedom definitely improve the status of social sector. Unfortunately, up till 

2008 Pakistan could not enjoy the fully democratic and healthy economic freedom 

environment, so results are not so surprising.     

1.5 Objectives of the Study 

 A massive theoretical and empirical literature is available which focuses on the 

relationships between democracy and economic prosperity. In the same token there is also 

availability of colossal empirical research emanating political and economic freedom 

based on developed and especially less developed economies analysis. Notwithstanding 

the extensive and rich discussion on the subject in rest of the world, empirical evidences 

with reference to Pakistan are not sufficient about the impact of democracy and economic 

freedom on economic prosperity. This attempt challenges this consensus and tried to 

understand the nature of paradoxical associations between institutional liberalization 

(political freedom and economic freedom) and economic growth   on statistical ground in 

Pakistan. The nucleus of this study is the evaluation of the impact of economic freedom 

and level of democracy in Pakistan on fiscal, financial and social sector growth through 

latest econometric techniques.  This study employs the ARDL (Auto Regressive 

Distributive Lagged Model) for empirical analysis.  The core explanatory variables are 

economic freedom and democracy. Rating of these variables is measured by adopting the 

methodology of The Fraser Institute Vancouver Canada for economic freedom and 

ARDA (Alliance for Reform and Democracy in Asia) for level of democracy in Pakistan.  

This attempt develops a microscope of empirical analysis, which presents comprehensible 

figures of relationships between sociopolitical institutions and economic growth here in 

Pakistan. This research draws numerous compact and robust finales regarding the 



 
 

 22

relationships between economic freedom, democracy and economic prosperity in 

Pakistan. The main goals of this study are as followed: 

i. To discuss the historical trends of democracy, economic freedom and growth and 

to know whether in Pakistan democracy and economic freedom affect the process 

of economic growth. If yes then brief explanation of nature (direction and 

intensity) of these relationships through evaluation of growth - democracy and 

growth - economic freedom relationships. 

ii. Another important goal of this study is that it investigates, how level of 

democracy and different rating of economic freedom affect the financial system 

performance and social sector growth in Pakistan. 

iii. The next objective of this work is provision of worthy theoretical and empirical 

evidences to other LDCs (have identical political and economic environment) to 

understand the complex relationships of above mentioned variables. 

iv. To know how far the difference in level of economic freedom and political 

freedom influences the use of resources and their productivity. 

v. Provision of factual statistical evidences which in turn will improve the policy 

decisions and economic performance of Pakistan.  

1.6 Structure of the Study 

To pursue the research, the study is divided into several parts.  The study begins with 

chapter two; this chapter presents a review on Pakistan’s political structure and state of 

economic growth. Chapter three explains the review of association between economic 

freedom and economic growth in Pakistan. Chapter four discusses the review of literature. 

Chapter five describes the data, related issues and methodology. Chapter six measures the 

rating of economic freedom and level of democracy in Pakistan during study period. In 

chapter seven this study investigates the association between national incomes growth 
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trends and Institutional freedoms in Pakistan. Chapter eight focuses on national savings, 

investment trends and institutional freedoms in Pakistan. Chapter nine highlights the 

significance of institutional freedoms for financial and capital markets growth in Pakistan.  

Chapter ten of this research elaborates the social sector growth and institutional freedoms 

relationships.  A brief, summary, conclusion and policy suggestions are presented in 

chapter eleven.   
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Chapter 2 

Pakistan’s Political Structure and State of Economic 

Growth: A Historical Perspective  

2.1 Introduction  

The second chapter of this research is designed to take into account the economic growth 

reflections under different political administrations in Pakistan. This chapter is important 

because it provides brief democratic and economic background of Pakistan, which helps 

the researcher to understand the nature of relationships between democracy and economic 

growth in Pakistan. So this chapter supports the study remarkably. 

Since the partition of British Rule into India and Pakistan in 1947, Pakistan has 

undergone a turbulent process of economic growth and nation building, and seeking 

toward sufficient consensus, steps and institutions which are considered necessary for 

stable economic progress and internal politics. The independence of Pakistan, however, 

created several major problems like ethnic crises; insufficient number of trained 

personnel to run the economy, largely depending on agriculture sector, poverty of masses, 

and feudal lord style economic system.  The struggles to establish a parliamentary 

democracy and sustain growth in federal setting have been handicapped by inter-ethnic 

strife, social strains, fragmented elites, authoritarian rule, and unnecessary influence of 

external powers and shortcoming of market structure. Instead of all these, approximately 

half of her life, Pakistan enjoyed democratic governments. Now question is whether 

democratic governments perform better than Military dictators administrations or not? If 

yes then focus of study should be the determination of those factors or attributes of 

democratic governments which are considered responsible for such achievements. But if 

the historical evidences do not support the argument that democracy augments the process 

of economic growth in Pakistan then focus of the study should be the identification of 
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drawbacks of democratic administration which hamper the pace of economic growth. But 

all this can be done after the comprehensive comparison of democratic governments and 

authoritarian administrations (Martial law) in Pakistan. It is also true that comparison of 

Pakistan’s economic performance in different regimes is not as simple as the general 

perception especially due to difference in political, social and economic features. It is also 

problematic that what type of comparison should be. Whether comparison should be 

between different democratic regimes or between democratic and dictatorial 

administrations?   

Whether study compares a snapshot of 1950s with 1960s and so on, which show anything 

of value, other than the obvious fact that there have been extraordinary changes after 

every ten year. And if it does, then the more important question is, how has that change 

been brought about? What has been the process of development or growth or progress 

over different phases of democratic and non democratic administration during last sixty 

years? Perhaps in any evaluation, the story itself, the process and mechanism of change, 

the directions, developments, and dimensions of the process are the most interesting and 

relevant factors. The economic, social and political dimensions of Pakistan’s history 

reflect fluctuations between authoritarian and more democratic regimes, and the activities 

of each have created tension between sociopolitical development and economic 

development. The only suitable manner in which a country can be evaluated is to examine 

its history, and to look at how certain features have evolved through certain processes and 

the directions in which these developments have taken place. The division of this chapter 

is according to different eras of governments. This is only for better understanding the 

economic achievements of focused political regime. The division of rest of this chapter is 

as under: 
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Section 2.2 explains the democratic beginnings (1947-1958), section 2.3 highlights the 

Ayub’s regime (1958-1969). Section 2.4 elaborates about Zulfiqar Ali Bhutto regime 

(1971-1977), section 2.5 is focuses on the Zia-ul-Haq era (1977-1988). Section 2.6 

examines the Benazir Bhutto government (1988-1990), while section 2.7 describes the 

Nawaz Sharif regime (1990-1993). Section 2.8 explains the Benazir Bhutto and Nawaz 

Sharif (II) regimes (1993-1999), section 2.9 discusses the state and economy under 

Perwaiz Musharuff (1999-2007) and in the last section 2.10 is based on conclusion. 

2.2 Democratic Beginnings (1947 - 58) 

With Mohammad Ali Jinnah at the helm as governor general in 1947, Pakistan’s first 

experiment with democracy was to undertake the colossal task of creating a modern 

secular polity in a country created by British Regime on the basis of religious - 

nationalistic identity crises. Jinnah died in September 1948 before really confronting 

major obstacles to his work. His successors, Liaquat Ali Khan (1948-51), Ghulam 

Mohammad (1951-55) and Sikandar Mirza (1955-58), all struggled unsuccessfully with 

the post independence socio-economic and ethnic tensions and with the political elites, 

personal and provincial loyalties. The failure of democratic experiments from 1947 to 

1958 can be attributed to several specific factors. One was factional strife and the 

inability of the Muslim League9 to become an all- encompassing national party. Another 

was the bitter contest between president and prime minister over leadership of the central 

government. The short terms of office also created unstable policies. Since 1958 several 

administrations have ruled with longer terms; the notable exception was the brief Yahya 

Khan period (1969-70), which culminated in the totally free and competitive election of 

                                                 
9 A leading political party in Pakistan since independence.  Khaleeque Zaman was elected as first president 
in 1949. 



 
 

 32

1970 that saw the ascendancy of Zulfiqar Ali Bhutto and the Pakistan People’s Party 

(PPP)10, Pakistan’s first effective civilian government since the early 1950s (Omer, 1988). 

2.2.1 Vision, Strategy, Priorities and Progress                                                                

Policy thinking and developments in early years were focused above all on four things: 

building defense capabilities, rapid industrialization, reducing dependence on trade with 

India and seeking toward the large scale US military and economic Assistance. Quality of 

governance, economic liberalization, resource mobilization and economic growth were 

minor (Hassan, 2006).  

2.2.2 Economic and Political Record of Democratic Beginnings 1947-

1958.  

Economic  

Record  

Low economic growth, concentration toward industrialization, 

reducing dependency on India, Low degree of economic 

liberalization, slower resource mobilization and social justice. Quality 

of governance and delivery of public services was moderate. High 

defense spending, and seeding toward U.S. Military and economic 

assistance. 

Political Regime Move toward democracy 

 
Figure 2.1 

                                                                                                             Source: State Bank of Pakistan Reports 

 

                                                 
10 A leading political party was launched on December 01, 1967 and Zulfiqar Ali Bhutto was first chairman 
of PPP. 
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2.3 Ayub’s Regime (1958-69) 

2.3.1 Vision, Strategy, and Priorities                                        

 Field Marshal Ayub Khan came to power in 1958 through a military take over; the 

National Assembly was dissolved and martial law was imposed. Ayub established a 

system of government which he named “Basic Democracy” and which provided a safe 

electoral college for the president. It was also intended to absorb some of the landowning 

and industrial elites into the structure of military rule. His 11 year rule was a governing 

coalition made up of the modernizing, urban based nationalists and the tradition bound 

rural aristocracy. Initially, Ayub found himself in contention with the bureaucratic elites 

but later became totally dependent on them. The bureaucrats were determined to share 

power, and the involvement of both the rural and the bureaucratic elite in the basic 

democracy system supplied a network of allies for the government and helped the 

bureaucracy develop relations at the gross roots level. With firm grip on power and 

relative political stability, Ayub Khan, Pakistan’s first military ruler, put economic and 

social development high on his agenda. His commitment to economic development was 

strong and clear and his approach to economic issues was essentially pragmatic. The basic 

model of development under Ayub was based high reliance on the key relationship with 

the US for military and economic assistance, strong push for public sector investments 

especially in water and power facilitated by the Indus basin treaty with India, relaxation 

of foreign exchange and investment controls, and much improved availability of long 

term industrial credit for the private sector through PICIC and IDB. Agricultural 

development and long term water and power investment were on priority of Ayub’s 

regime. 
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2.3.2 Economic Progress 

The economic growth was recorded at rate of 6.5 % on average per annum and per capita 

income also increased at the rate of 3.5% per annum during Ayub regime. Large scale 

manufacturing grew at almost 17% annually, and by 1968, 90 % of all exports had been 

freed from administrative control and the government relied only on tariffs to restrict 

demand. The agricultural sector also contributed sufficiently the economic growth of the 

Pakistan economy through the green revolution effects. The rapid economic growth 

created regional and class inequalities and was accompanied with a fall in living 

standards for substantial sections of the population. At that there were few families who 

owned the major share of agricultural and industrial sector of Pakistan. Only 22 families 

had possession of 66% of industry, 97% of insurance sector and 80% of banking.  There 

were only 1% of landholders owned 500 or more acres each, yet they owned 15% of the 

country’s total land. Thus landowning elite, the industrial elite, the bureaucratic elite, and 

the military elite became very strong. The result was ethnic and class friction, especially 

because Bengali citizens in East Pakistan were not very well represented in the elite 

groups. Domestic resource mobilization, economic liberalization and quality of 

governance were moderate during Ayub’s era (Hassan, 2006). 

2.3.3 Ayub’s Era 1958-69, Economic and Political Record  

Economic  

Record  

6.50% GDP growth rate per annum on average, 1st aid episode, long term 

water and power investment, green revolution, moderate degree of 

economic liberalization and resource mobilization, little better quality of 

governance. Low level of social justice. 

Social  

Outcomes 

Unequal distribution of income and Class disparity. 

Political 

Regime 

Military autocracy. 
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Figure 2.2 

 

                                                                                                             Source: State Bank of Pakistan Reports 

2.4 Zulfiqar Ali Bhutto Regime (1971-77) 

2.4.1 Vision, Strategy, and Priorities                                                                            

 In the 1970 elections, the Pakistan People’s Party (PPP) won a majority of West 

Pakistani seats in the National Assembly.  Z.A. Bhutto eventually headed the government 

in 1972 that is after the 1971 war in which East Pakistan became Bangladesh. The PPP 

was basically a grass root movement organized by Bhutto, who was given the mandate to 

eradicate the class structures   that had produced economic growth in sixties. The PPP 

charter recognized that the only way to eliminate the problem of social inequality caused 

by the rapid growth of capitalism was through socialism, but it also recognized that 

Pakistan would have its own form of socialism that incorporated Islamic values. During 

1972-74, Bhutto implemented reforms that did curtail some of the powers of the elite 

classes. In the 1977 election campaign, he stressed the significance of Islamic values and 

tradition, although he had failed to promote with any substance the concept of “Islamic 

Socialism” espoused by the PPP. Bhutto repeatedly used military might to punish his 

opponents, even though he was the only prime minister of Pakistan who had been elected 

democratically by the people. His close reliance on the military made it possible for the 

military to intervene in domestic situations without much opposition, as when it removed 
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Bhutto from office in 1977. Bhutto aware of the power of the bureaucracy, set out to curb 

that power through a service reform, which he was able to enforce because of public 

support. However, the move created disillusionment within the bureaucracy. Although 

Bhutto had come to power on a socialist platform, he began to lean toward the right move 

away from his populist and socialist ideology. In 1977 election, unlike in 1970, he relied 

on elite groups to win, having list confidence in the masses. Out of 50 leaders in his party, 

there were 27 landlord, 6 were tribal chiefs, 5 businessmen, and 7 middle class 

professionals but only one trade union leader. This was a significant change; his previous 

government had included four radical socialist cabinet ministers. In the latter part of his 

regime, Bhutto got rid of some of his socialist party members and tried to take a moderate 

approach. One may argue that his reliance on elite groups instead of the masses was the 

main cause of his downfall. Whatever the reasons, the electoral politics Bhutto followed 

during the 1975-77 further strengthened the elites in Pakistan (Hassan, 2006). 

2.4.2 Economic Progress 

The average annual economic growth during PPP regime was recorded 4.5%. During this 

period the contribution of public sector investment in gross investment increased from 5 

% in 1971 to 74% in 1977.  In the meantime due to the political uncertainty and 

separation of East Pakistan investors transfer their investment to abroad. Then as a result  

large scale manufacturing turn downed considerably, growing at a rate of just below the  

2% annually which was more than 10%  in 1960s on average.  As for as, the matter of 

agricultural sector growth in PPP regime, agricultural production was also affected badly 

due the change in political mechanism and geographical division.  Then for the remedy of 

agricultural crises second land reform act was introduced under which the maximum 

amount of irrigated land owned by one person could not exceed 100 acres. Industry and 

educational institutions were nationalized, the efficiency of industry declined, and people 
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became disenchanted with the economy. Bhutto’s nationalization measures, which later 

adversely affected small scale entrepreneurs and several private industrial firms, led to an 

alliance between religious elites and the entrepreneurs that proved to be a major force in 

removing him from office in 1977. There was stoppage of foreign aid during this period, 

policy adopted by Bhutto was nationalization, more reliance on trade taxes, and 

redistribution with growth, quality of governance was poor due to favoritism toward elites 

(Ahmad, Viqar, and Amjid, 1995).  

2.4.3 Bhutto Regime (1971-77) Economic and Political Record  

Economic  

Record  

4.5% GDP growth rate per annum, aid stoppage, public control and 

nationalization of financial and educational institutions, weak bureaucracy, 

poor economic liberalization and quality of governance, moderate degree 

of resource mobilization. Out flow of capital, deterioration of small and 

medium enterprises. 

Social  

Outcomes 

Uplift of masses. 

Political 

Regime 

Socialist / Populist 

 
Figure 2.3 

 
 
Where GDPGR= Gross Domestic Product Growth Rate                  Source: State Bank of Pakistan Reports 
           DCI      = Democracy Index                                                 Source: Author made Index   
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2.5 Zia-ul-Haq Era (1977-88) 

2.5.1 Vision, Strategy, and Priorities                          

General Mohammed Zia-ul -Haq, Chief of the Army Staff (COAS), came to power 

through a military coup in July 1977. The rationale for the coup was a national protest 

that alleged the March 1977 election had been rigged. General Zia took full advantage of 

Bhutto’s stubborn personality, pride, and isolation to remove him from office and place 

him under house arrest. Election were promised within 90 days but were repeatedly 

postponed, no national election were held until 1985.  Up to that time the Zia regime was 

repressive and used heavy handed tactics to stop any sort of uprising. Political parties 

were banned. After nonparty elections in 1985, parliament was convened and the elected 

representatives were then asked to join a political party, most of them going to the 

Pakistan Muslim League. Interestingly enough, the voter turnout for the election was 

52.93% as compared to 57.96% in the free elections of 1970. This was considered an 

endorsement of Zia‘s plan to hand over power gradually to a civilian government 

(Hassan, 2006; Kardar, 1987). 

Zia sought legitimacy by giving prominence to Islamic jurisprudence but his efforts to 

establish an Islamic state proved to be less than a sound public policy. The major problem 

for Pakistan was not that Islam was in danger but rather the threat from forces of 

parochialism and sub national identity. Some scholars have suggested that 

implementation of Islamic laws has been directed against the lower socioeconomic strata 

because few middle or upper class Pakistanis have ever been charged under these laws. 

But unequal application of Islamic law is not the fault of the courts or the laws; rather it is 

indicative of the in egalitarian structure of Pakistani society. 

The military had established its stronghold in the political arena; the bureaucracy was left 

unbridled by Zia and exercised considerable power as a result. Narcotics and guns 
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became major problems because of the Afghanistan crisis. Personal security declined and 

even the KHAD (Afghan Intelligence Service) became involved in terrorist activities. 

Disenchantment with national affairs was common and for good reason. The military and 

the bureaucracy, the landlords, and the industrial elites maintained power; 157 members 

of the National Assembly in 1985 were landlords or tribal chiefs, 54 were business 

people, 18 were urban professionals, and 6 were religious leaders. Zia administration did 

not pay desired attention on the problems which were  transmitted by the  early 

governments  of 1960s and 1970s like,  the over extension of government,  poor  

governance, deprived environments for investment, raw material based exports 

mechanism, and poor tax collection due to the inefficient tax collecting machinery and 

narrow tax base. A significant increase in non development expenditures due to 

noteworthy increase in defense expenses is another striking activity of PPP 

administration. Then ultimately Pakistan faced the problems like increasing fiscal deficits 

and rising debt burden. 

2.5.2 Economic Progress 

The average annual GDP growth rate was 6.3%during 1978-83.the manufacturing growth 

rate was 9% substantially above the 3.8% average during 1972-78. All sectors except 

services and construction showed improved growth performance, and from 1983to 1988, 

the economy grew at an even better pace: the GDP at an annual rate of 6.6%and large 

scale manufacturing at an average annual rate of 16.6%. The economy clearly started to 

revitalize after the Bhutto government was overthrown. Another economically and 

politically significant event was the flow of people to West Asia to find jobs. 

Approximately ten million people, 11% of the total population, benefited directly from 

this exodus. During 1975 to 1985, Pakistan received remarkable remittances from the 

workers in the Middle East, a good proportion of which went to the poorer segments of 
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the society. The impact of this money on Pakistan’s “absolute poor” was important and it 

gave Zia the stability he needed to re-engineer Pakistan’s political structure. Another 

cause of impressive growth during the Zia era was the large amount of the foreign 

financial assistance coming to Pakistan in connection with the Soviet invasion of 

Afghanistan. Assistance from the United States after1982 totaled around $5 billion, 

making Pakistan the third largest recipient of U.S. aid in the 1980s. Tarbela Dam project 

in 1977 added 10 million acre feet to irrigation water availability and helped sustain 

agricultural growth fertilizer and cement investments undertaken under Bhutto 

contributed to industrial growth. Public spending raised the share of government 

expenditure in GDP from the already high 23.5%in 1976-77 to 27% in 1987-88. 

Government expenditure adjusted for inflation increased nearly 150% during 1977-88.  

Real defense spending increased on average by 9% per annum and on the other side 

development spending rose 3% per annum during above said period.  Although these are 

improvement but on the other side there were deterioration of press freedom, self-

reliance, quality of governance, resource mobilization and economic liberalization. 

Increase in tension caused by ethnic grouping, especially in Karachi (Hassan, 2006). 

2.5.3 Zia-ul-Haq Era (1977-88) Economic and Political record   

Economic  

Record  

6.27% GDP growth rate per annum, 2nd aid episode, public sector 

expansion, remittances boom, more dependence on foreign aid, increase in 

fiscal deficit, sustain agric. Growth, , moderate degree of economic 

liberalization and resource mobilization and decline in  quality of 

governance.  

Social  

Outcomes 

Islamization, ethnic strife 

Political 

Regime 

Military autocracy. 
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Figure 2.4 

 
 
 
Where GDPGR= Gross Domestic Product Growth Rate                  Source: State Bank of Pakistan Reports 
           DCI      = Democracy Index                                                 Source: Author made Index   

        

2.6 The Benazir Bhutto Government (1988-90) 

 Z.A. Bhutto’s daughter, Benazir Bhutto, came to power after the death of General Zia in 

1988. Her Pakistan People’s Party obtained a plurality in the 1988 national election and 

majorities in Sind and the North West Frontier Province (NWFP); it failed to carry Punjab 

and Baluchistan. After some delay, the PPP combined with elements of the former 

Movement for the Restoration of Democracy (MRD) to form a government with barely a 

working majority. Bhutto did not have a majority in upper house and managed to win 

only 92 of the 207 National Assembly seats. She did not have very strong platform and 

lacked an ideology that could mobilize the masses. Her victory reflected a desire of the 

people to have someone different in office, but Bhutto failed as prime minister to make 

any significant change in the political arena. Factional fighting in Karachi remained a big 

issue, and center-province relationships were in dispute. 

2.6.1 Vision, Strategy, and Priorities        

No significant achievements in foreign policy were made and Bhutto spoiled the delicate 

relationship with the armed forces and the bureaucracy. Her policy with regard to 
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Afghanistan and India alienated the military. She preferred a negotiated settlement in 

Afghanistan but the army and the Inter Services Intelligence (ISI) directorate were not in 

the mood to settle for any thing less than a defeat of the Afghan regime by the 

mujahedeen. Benazir’s efforts to tone down Pakistan’s support for the insurgency in 

Kashmir met with fierce opposition in the army, which was interesting in bolstering its 

capabilities vis-à-vis India.  In both cases army viewed her moderation as unpatriotic, and 

tension between them reached a fever pitch over policy toward Afghanistan in the 

aftermath of the Soviet withdrawal. Bhutto decision to dismiss General Gul11 from his ISI 

position on 1989 was critical, as it not only signaled a change in Pakistani policy in the 

direction of a negotiated settlement in Afghanistan but also reflected further domestic 

consolidation of the prime minister’s powers. Benazir was also frustrated by the Eighth 

Amendment to the Constitution which crippled the office of prime minister by giving an 

inordinate share of power to the president. The division of power was another reason why 

Bhutto’s 20 month government was a political failure, if not an absolute fiasco. The 

government lacked popular support and used the elite class, especially the landowning 

elite, to mobilize the masses through various kinds of influence peddling. Benazir also 

support the modern gender equalization against Islamic values, press gained freedom 

,peoples can openly discuss their political views, simply such liberal environment provide 

people hope for better and more open future. Her liberal democratic views along with her 

intentions to create a private sector economy might have been able to promote democratic 

norms if they had been implemented.           

2.6.2 Economic Progress 

Benazir’s 20 month government GDP growth rate was just above the 5% per annum. Her 

more economic liberalization policies promote the privatization. Foreign aid was stopped 

                                                 
11 L.General Hamid Gul (R), Former Director General of Pakistan Intelligence Services ISI. 
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due to end of afghan war but she received $1.168 billion from IMF and the World Bank. 

Overall economic performance was stagnant, reasons were macro imbalances, poor 

quality of governance, cut off of aid and discontinuity of economic policies due to 

dismissal of her government (Ahmad, Viqar, and Amjid, 1995; Hassan, 2006).  

2.6.3 Benazir Bhutto Government (1988-90) Economic and Political 

Record  

Economic  

Record  

5.4% GDP growth rate per annum, end of Afghan war and aid, reliance on 

IMF and WB for assistance but incomplete program, better economic 

liberalization and privatization, macro imbalances and decline in quality of 

governance.  

Social  

Outcomes 

Democratic society/chaos 

Political 

Regime 

Secular democracy 

 
Figure 2.5 

 
 
Where GDPGR= Gross Domestic Product Growth Rate                  Source: State Bank of Pakistan Reports 
           DCI      = Democracy Index                                                 Source: Author made Index  

2.7 Nawaz Sharif Regime (1990-93) 

2.7.1 Vision and Strategy                                                           

Benazir Bhutto’s poor political performance gave Mian Nawaz Sharif the opportunity to 

become prime minister. The military’s dissatisfaction with the Bhutto government 
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contributed to his electoral success, which came about through an alliance of the 

conservative Muslim League and Jamaat-i- Islami parties. The Nawaz victory helped the 

military regain its legitimacy in national politics and attain a freer rein. Sharif’s Islamic 

Democracy Alliance government was the first in Pakistan’s history to enjoy more than a 

two third majority in the National Assembly and to rule in all four provinces as well. As 

prime minister was able to create a certain degree of mutual understanding between the 

center and the provinces but like his predecessor, he was unable to manage the ethnic 

tensions of the nation. He used his power to suppress political opposition, and his policies 

generated a growing opposition among the people. The government grappled 

unsuccessfully with a number of foreign trouble sports. The Persian Gulf crisis seriously 

affected remittances from, and exports to Iraq and Kuwait. Quite understandably, 

Pakistan also lost the strategic significance it had gained from the geopolitics of the Cold 

War, which implied a new phase for its foreign policy in the new era. Military Aid and 

geopolitical configurations would no longer remain the predominant feature of Pakistan’s 

aid programs and security imperatives. Problems continued, particularly over Kashmir 

and Indo- Pak disarmament issues, and no major reconciliation was in sight. Nawaz 

Sharif’s power struggle with President Ghulam Ishaq Khan over the president’s desire to 

remove a duly elected prime minister led to a constitutional crisis that culminated in the 

resignation of both in July 1993. A care taker government under Moeen-ud-din Quereshi 

was appointed to stabilize the situation and organize an improved election 

process(.Ahmad, Viqar, and Amjid, 1995; Monshipouri, and Samuel,  1995).  

2.7.2 Economic Progress and Priorities 

The average GDP growth rate during his tenure was well above the 5%, per annum. 

Privatization and increase in exports seemed to be the primary focus of the government, 

and numerous measure were enacted to expedite the pace of growth through privatization. 
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Sharif privatized some government institutions by providing incentives to foreign 

investment, his reforms opened several industries to private enterprise, and his 

government offered liberal tax and tariff incentives to new industries. It also liberalized 

foreign exchange, opened export trade to foreign firms, returned almost all industrial units 

and financial institutions to the private sector, and opened new banks. Nawaz government 

faced problems like no foreign aid, and poor governance.12 

2.7.3 Nawaz Sharif Regime (1990-93) Political and Economic Record  

Economic  

Record  

5.97% GDP growth rate per annum, no aid, privatization of public sector 

institution, liberal tax and tariff policy for new investors, increase in FDI, 

moderate resource mobilization, and as usual low level of governance.  

Social  

Outcomes 

Social unrest 

Political 

Regime  

Liberalized authoritarian 

 
Figure 2.6 

 
 
Where GDPGR= Gross Domestic Product Growth Rate                  Source: State Bank of Pakistan Reports 
           DCI      = Democracy Index                                                 Source: Author made Index   

 

 

                                                 
12 See  World Bank  2004. 
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2.8 The Benazir Bhutto and Nawaz Sharif (II) Regimes (1993-99) 

2.8.1Vision and Economic Progress 

Nineties was the decade of governments. Four democratic of PPP and PML as well as 

various interim regimes exercised their practice of nation administration. Approximately 

all government continued their privatization policy. Many small and medium sized 

manufacturing units were privatized. According to Shaikh13 the total value of the 

privatizations undertaken in the nineties amounted to about Rs.60 billion (Shaikh 

2006:16). The PPP won a plurality of seats again in the 1993 elections, and B. Bhutto 

latter managed to put together a majority in the National Assembly that was considerably 

larger than she had held in 1988. Benazir appeared intent on developing her own links 

with the army. Confirming its role in Pakistani politics but making it indirect. She began a 

dialogue with the U.S. while stressing that Pakistan would not submit to pressure on its 

nuclear program or its Kashmir policy. During her second tenure Pakistan was facing 

political and economic problems. Since regaining power, she has found herself battling 

with the Muhajir Quami Movement (MQM) in Karachi where sectarian violence has 

grown enormously and residents express deep frustration with the inability of Bhutto’s 

government to end it. 

 Thus Bhutto’s second term economic record is mixed.  The GDP growth rate during 

1993to 95 was approximately 4% per annum. The inflation rate in 1994 remained around 

14% far from the predicted target rate of 5%. Foreign exchange reserves increased 

considerably, up from $300 million in October 1993 to $3 billion in October 1994. And 

significant commitments of foreign investment ($16.5 billion) were made in the energy 

sector including from American, Hong Kong, and South Korea businessmen. This was 

considerable development instead of discontinuity of macro policies as well as the crop 

                                                 
13 Dr Abdul Hamid Shaikh, former federal minister for privatization. 
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failures. However, this favorable development was overshadowed by the adverse impacts 

of political unrest in Karachi, lower level of resource mobilization and quality of 

governance. After the dismissal of Benazir second government by Farooq Hayder 

Leghari, President of Pakistan was belonging to PPP at that time. Mr. Nawaz Sharif was 

elected as Prime Minister of Pakistan with heavy mandate of two third majorities. But due 

to no foreign aid, discontinuity of macro policies, heavy debt burden payments, foreign 

reserves crisis, economic sanctions from Europe, U.S.A. and other countries after atomic 

bomb explosion in May 1998, rise in military expenses due to war with India in 1999, and 

tense relationship with army chiefs, Mr. Nawaz Sharif government once again was 

dismissed by Army Chief of that time General Perwaiz Musharuff on October12 1999.  

The economic progress during Nawaz II regime was not good one but better under that 

time’s bundle of problems. Average annual growth rate was just below the 4% during this 

period. Low manufacturing growth rate generated the demand pull inflation in the 

economy. Freezed foreign currency accounts a step of Nawaz second regime hurt the FDI 

seriously and as a result there was sharp decline observed in foreign direct investment 

(Hassan, 2006). 

2.8.2 Economic and Political Record  
 
2.8.2.1 Benazir Bhutto II Regime (1993-96)  
 
Economic  Record  Approximately 4% GDP growth rate per annum, 14 % inflation 

instead of target of 5%, increase in foreign exchange reserves, 

foreign investment especially in energy sector, economic 

liberalization and privatization and lower resource mobilization. 

Social  Outcomes Unrest, frustration and sectarian violence especially in Karachi but 

democratic society  

Political Regime Secular democracy 
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2.8.2.2 Nawaz Sharif II Regime (1997-99)  
Economic  

Record  

Just below the 4% growth rate, foreign reserves crisis, heavy debt burden 

and interest payments, no aid ,discontinuity of macro policies, increase in 

defense expenditure due to Cargill war, economic sanctions due atomic 

bomb explosion. 

Social  

Outcomes 

Political uncertainty and unrest but democratic society. 

Political 

Regime 

Liberal authoritarian 

 
Figure 2.7 

 
 
Where GDPGR= Gross Domestic Product Growth Rate                 Source: State Bank of Pakistan Reports 
           DCI      = Democracy Index                                                Source: Author made index   
 

2.9 State and Economy under Perwaiz Musharuff (1999-07) 

2.9.1 Progress and problems 

General Perwaiz Musharuff took charge as Chief Executive (Marshal law Administrator) 

after dismissal of National and Provincial Assemblies on October 12, 1999.  After some 

time President Justice Retired Rafiq Tarar resigned and backed to his home. Then General 

Perwaiz Musharuff took oath as president of Pakistan. After 2002 election Pakistan 

Muslim League Quaid-e-Azim (PMLQ) made government and so called democracy was 

restored.  So what has changed and how much during the last eight years? The 

government claimed broad success through putting national finance on sound footing, 
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reviving strong growth, improvement in social indicators (education, health and sanitation 

etc.), and quality of public services, poverty reduction, more foreign direct investment 

especially in financial and telecom sectors and increase in pro poor spending. After 9/11 

sharp rise in foreign exchange reserves, substantial concessionary assistance, and Paris 

Club rescheduling and better access to external market all contributed strongly to 

remarkable build up of external resources. External public debt level was $32.1 billion in 

mid of 2001 moved up to $36 billion in mid of 2006, and sharply rose to $42 billion at the 

end of 2007. During 2000 to 2006 the public debt to GDP ratio declined from more than 

90% to 55%. Government of Pakistan debt as a proportion of public revenue has also 

declined from 600% to less than 400% during same period. Interest payments as 

percentage of government revenue have come down from 33 of public expenditure in 

later 1990s to 17.5 % in 2005-06. The sharp decline in interest payments in the budget 

from nearly 7% of GDP in FY 2000 to 3.1% in FY 2006. The non interest and non 

defense spending increased from a low of 8.6% of GDP in FY 2000 to 12.2 % of GDP in 

FY 2006. On the other side current account deficit is increasing persistently especially 

due to uneven rise in oil prices in international market. Defense spending which was 6.3% 

of GDP in 1991-92 and 4.8% of GDP in 1999-00 further downed to 3.2% of GDP in 

fiscal year 2006 (Hasan  2006:17). 

Another important success of the Musharuff regime was promotion of gross fixed capital 

formation through private sector. Musharuff administration encouraged the private 

investors through privatization of national business assets and provision of more 

conducive investment environment. Ultimately foreign investors invested in 

telecommunication sector, automobile sector, and in financial sector significantly. Due to 

that   induction of foreign investment, foreign private investment has increased from $500 

million to $ 7.3 billion during the 2001 to 2006. Privatization receipts at $ 2.4 billion have 
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accounted for over one third of direct foreign investment. The privatization sales to the 

foreigner have been concentrated in banking, telecommunications and thermal power 

while other important foreign investment flows have been in oil and gas sector.14 

All this is true but there are also some problems especially in power sector, taxation, 

income distribution, poverty and in employment side. The energy sector, a leading public 

owned sector again was not performing well according to requirements. Frequent 

breakdowns in supplies of power, on one hand increased the cost of production, but on 

the other side also enhanced the cost push inflation via reduction in supply of goods and 

services. A massive drainage of power resources due to negligence of governance not 

only hampered the productivity but also resulted in notable losses of public revenue.  The 

other dilemma is inefficient taxation mechanism.  Instead of some improvement in 

structure of taxation (changes in foreign trade taxation, and broadening of tax base) 

inefficient tax collecting machinery did not improve the revenues collection remarkably 

in first six year of 21st century.  It is true that Musharuff administration took some serious 

efforts to improve the taxation system but it does not mean that these steps will provide 

the guarantee of functioning of an elastic taxation system which automatically captures 

the prescribed share of national income as government revenues. After a decade of 

sluggish business activities, a slight increase in real wages and employment is observed 

due to remarkable economic growth and more than double development and non 

development expenditures during 2000 to 2006. Such increase in employment ultimately 

reduces the poverty incidence. But reduction in unemployment and unequal distribution 

of income was not according to requirements.  

 As far as the matter of poverty, a core reason of poverty problem is unequal distribution 

of income especially in rural urban classes. Formal and informal job opportunities in 

                                                 
14 See  Hassan, P. 2006. 
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urban areas reduce the poverty problem as compared to rural areas. In rural areas where 

all the family members including underemployed and disguised employed are involved in 

agricultural forming comparatively earn lesser than the urban citizens.  To eradicate the 

unequal distribution of income and reduce the income gap between urban rural classes 

Musharuff administration has taken some positive steps. Because they know very well 

that undoubtedly reduction in poverty incidence is directly associated with easy access of 

the poor to things consider basic for survival in the rural areas, especially when 

widespread poverty has captured the 80 % of the rural population. In contrast urban areas 

account for little over 20% of the poor. So considerable pro poor spending especially 

facilitation to agricultural sector like electrification, agri financial loaning contributes 

positively in reduction of income difference between urban rural classes. In the same way 

girl’s education in rural area has improved gross enrollment ratios and reduced gender 

differences.15 

As for as the matter of literacy,   Musharuff government tried to little better  for  

improvement in education system  than previous governments but expectation of sudden 

changes in enrollment ratio, literacy rate and behavior of society is not rational thinking 

when the education expenditure to GDP ratio is just bellow the 2% per annum. The net 

primary enrollment rate was 60% in 2004-05. It means that 40% school going children 

were not in school. 

Governance is a very broad area which encompasses the delivery and effectiveness of all 

public services. Here again the record of last several years is very mixed. The opening of 

fiscal space has certainly made possible a very sharp expansion in public spending on 

economic and social development including more adequate pay for the civil servants. But 

the quality of many services including law and order and justices including enforcement 

                                                 
15 See Economic Survey 2008. 
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of property rights remain extremely problematic. Still it appears surprising, that 

perceptions about widespread corruption have not improved. Pakistan is ranked 142 out 

of 163 in 2006 by Transparency International’s Corruption Perception Index. So there has 

been a great deal of talk about second generation reforms but in Pakistan a lot of the 

basics of governance have yet to be put fully in place. For Better governance government 

should has to taken some special steps like comprehensive civil reforms, foreign training 

of civil servants, on merit recruitment and promotion of civil servants, improved tax 

collection machinery and  step like better devolution of power (Hassan, 2006 ).  

2.9.2 Perwaiz Musharuff Regime’s Political and Economic Record   

Economic  

Record  

Rapid growth, 3rd episode of aid, rescheduling of loans, privatization, 

increase in FDI and remittances, high economic liberalization, 

comparatively better governance through devolution of power, demand pull 

inflation, 

Social  

Outcomes 

Ethnic and class disparities, social unrest, 

Political 

Regime 

Military autocracy 

Figure 2.8 

 
 
Where GDPGR= Gross Domestic Product Growth Rate                  Source: State Bank of Pakistan Reports 
              DCI   = Democracy Index                                                 Source: Author made Index   

2.10 Conclusion 
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 The nut shell of this study is that democracy in Pakistan is highly problematic, given the 

country’s complex sociopolitical environment and the military’s continued influence in 

national and regional politics. Pakistan’s ruling elite has not been able to defuse 

interethnic conflicts, sub national loyalties and identities, and rampant regional disparities 

by authoritarian practices. It is also unclear whether democracy can be sustained for long 

in Pakistan in view of the country’s poverty and economic bottlenecks. The nature of 

relations between regime types and economic development defy the established finding 

that economic growth fosters progress toward democratic performance. Under Pakistan’s 

unique circumstances, the relationship between development and democracy is vague and 

indeterminate. Economic growth in Pakistan has been more compatible with authoritarian 

political regimes than with democratic ones, which calls into question the premise that 

there is a positive and consistent correlation between democracy and economic wellbeing. 

On the other hand it also reinforces the argument that economic growth alone cannot 

thrust a nation into steady democratization. It is obviously clear that for better economic 

growth economic system must be accompanied by a measured political liberalization. The 

failure of democratic experiment in Pakistan since its independence demands further 

explanation linked closely to how regional conflicts and disparities, praetorian rule, sub 

national identities, institutional obstacles, the patron- client system, corruption, domestic 

violence, and political decay interact within Pakistan’s political order. Pakistan’s fickle, 

fractious, and short-lived experiments in democracy establish the need for policies that 

link gradual social and political change to broad economic improvement. Therefore due 

to the above given ground realities busted and vulnerable democracy in Pakistan did not 

contribute remarkably toward economic growth, and without the simultaneous expansion 

of civil society, vulnerable democracy can never  be counted on to bring about sustained 

and healthy economic growth  in Pakistan.  
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Chapter 3     

Economic Freedom and Economic Growth in Pakistan: 

A Review 

3.1 Introduction 

The third chapter of this study is designed to reflect the rating of economic freedom and 

its effectiveness for economic growth during different democratic and autocratic regimes 

since 1947.  In so far as, the matter of significance of this section in research, study of this 

chapter pinpoints the nature of relationships between economic freedom and economic 

growth in Pakistan.  It further probes that, either change in rating of economic freedom 

causes   the change in country economic growth or not?  The knowledge of these issues 

unquestionably helps to make the research more reliable and credible. So this chapter 

supports the study remarkably. 

Growth literature received a handsome attention in the second half of the 20th century; the 

economists and sociologists of the world fired their efforts for attainment of high level of 

economic prosperity. There is an extensive list of factors which are considered 

responsible for growth of economies, because these factors vary according to 

geographical, political and economic environments of economy. Differences in the 

structure of political and economic institutions are considered vital in the game of the 

economic growth. In such circumstances each and every country tries to overcome the 

drawbacks of political and economic institutions with other deficiencies for achievement 

of some certain levels of economic growth.  There is also availability of reasonable 

growth theories which are designed according to geographical, political and economic 

requirements of different economies. In the third quarter of  the twentieth century 

economists paying attention on conventional wisdom theories like, enhancement of land, 

labor and technology(Mark 1958; Adelman 1962; Nurkse 1961), linear stages theories 
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like Rostow’s stages of growth (Rostow 1960), redistribution with growth, Lewis theory 

structural changes (Lewis 1954)  and  these theories also received a notable notice. With 

the start of the fourth quarter of the twentieth century intellectuals did efforts differently 

and they mold their mind toward neocolonial dependence and endogenous growth model, 

but found not worthy in all mainstream circumstances. At the same time a group of 

economists and sociologist believe that institutional freedom and social sector 

development also play central role in the game of economic prosperity and neoclassical 

counterrevolution model came in to design. Neoclassical counterrevolution model which 

focused on free markets, public choice and Market friendly economic environment for 

economic growth is also contemporary growth model like neocolonial dependence and 

endogenous growth models (Peter and Bauer 1984; Deepak 1985; Johnson 1971; and 

Little 1982). Then North (1990) and other recommend that freedom of business 

institutions is too much necessary for rapid economic growth. 

As far as the matter of liberty of business institutions and their impact on economic 

growth in Pakistan that is not too much different form the conditions of   economic 

freedom in other third world and less developing countries. Pakistan has undergone an 

unstable process of economic growth and nation building since her independence, one 

reasons of such sluggish movement of growth journey is stumpy motion of sociopolitical 

institutions especially existence of economic freedom in Pakistan at embryonic stages. 

Less development of economy, no financial soundness, and political instability, national 

and international confrontation in region, low literacy rate, feudal and autocratic style of 

government and regular Martial law administrations are all reasons of less development 

of economy.  The Martial law governments which were approximately more than 50% of 

life of independent Pakistan affect the freedom of institutions sharply and harshly. The 

core reality of this institutional deterioration is, the military organized from the top down, 
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i.e. in military administration order moved from top to bottom, and all activities rely on 

officer’s recommendation not on grounds realities, which affect political freedom, human 

freedom and economic freedom inversely. More or less 32 year of Martial law 

administrations in Pakistan hanged the freedom of humanity and other institutions. On the 

other hand in market economy decisions are made according to market forces 

recommendations and direction of movement of activities are form bottom to top, for 

example the consumer tells the retailer, the retailer tells the wholesaler, the wholesaler 

tells the producer and the producer delivers the order. In other words there is an existence 

of free private market where peoples make deals on their own behalf not as an agent of 

government as in army administration. That makes clear that why free private markets are 

so closely related to human freedom. As concerned the case of Pakistan up till know it is  

observed that the pure regulated (Martial law) and partially regulated or mixed economic 

system (so-called democracy) which hampered the freedom of expression, freedom of 

choice and freedom of press again and again in Pakistan,  and these freedoms are 

considered the central pillars of the economic freedom. Therefore up till now Pakistan 

enjoyed least or moderate economic freedom which in turn definitely impedes the pace of 

economic growth (Looney, 1997). The rest of this chapter is organized as follow: The 

division of rest of this chapter is as under: 

Section 3.2 Laying the Foundations followed by Ayub’s Regime (1947 - 1970), section 

3.3 highlights the Zulfiqar Ali Bhutto regime (1971-1977), Section 3.4 elaborates about 

the second military government (1977-1988). Section 3.5 explains the era of structural 

adjustment (1988-1999). Section 3.6 examines the regime of President General Perwaiz 

Musharuff (1999-2007) and the last section 3.7 is based on conclusion. 
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3.2 Laying the Foundations followed by Ayub’s Regime (1947-70) 

With Mohammad Ali Jinnah at the helm as governor general in 1947, Pakistan’s first 

experiment with democracy was to undertake the colossal task of creating a modern 

secular polity in a country created by British Regime on the basis of religious - 

nationalistic identity crises. Jinnah died in September 1948 before really confronting 

major obstacles to his work. His successors, Liaqut Ali Khan (1948-51), Ghulam 

Mohammad (1951-55) and Sikandar Mirza (1955-58), all struggled unsuccessfully with 

the post independence socioeconomic and ethnic tensions and with the political elites, 

personal and provincial loyalties. The failure of democratic experiments from 1947 to 

1958 can be attributed to several specific factors. One was factional strife and the 

inability of the Muslim League to become an all- encompassing national party. Another 

was the bitter contest between president and prime minister over leadership of the central 

government. The short terms of office also created unstable policies. In other words these 

were the years when the country and economy were trying to settle down but no avail. 

Since 1958 several administrations have ruled with longer terms; the notable exception 

was the brief Yahiya Khan period (1969-70), which culminated in the totally free and 

competitive election of 1970 that saw the ascendancy of Zulfiqar Ali Bhutto and the 

Pakistan People’s Party(PPP), Pakistan’s first effective civilian government since the 

early 1950s (Monshipouri, and Samuel, 1995). As concerned the level of economic 

freedom at that time in Pakistan there was not availability of any quantitative rating of 

economic freedom.  In 1994 The Heritage Foundation16 first time measured the economic 

freedom rating of the world. Then in 1995 The Fraser Institute17 measured the economic 

freedom of the world, but The Fraser Institute in 1995 also measured the economic 

freedom of the world from 1970 to onward after every five year till 2000. So the figures 

                                                 
16 See The Heritage Foundation USA.  
17 See The Fraser Institute  Vancouver Canada. 
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of level of economic freedom in Pakistan before 1970 are not available. But form the 

glimpses of history of Pakistan’s economy one can analyze the conditions of level of 

economic freedom in Pakistan before 1970. Before the analysis one should have to know 

the parameters and structure of economic freedom index. This study employed the 

methodology of “The Fraser Institute” for measurement of Pakistan’s economic freedom 

index. The rating of economic freedom ranged form zero to ten. Ten stands for hundred 

percent economic freedoms while zero indicates totally absence of freedoms of business 

institutions or hundred percent controlled economy. In the same token area’s rating also 

ranged form zero to ten. The economic freedom index of above said institute is based on 

the following five areas, 

“Size of Government” is the first area of this index. It captures the involvement of 

government in business activities through volume of public expenditure and rate & 

volume of taxes which are imposed on consumers and producers. Lower level of 

government involvement in business activities leads toward higher level of freedom of 

this area. The second area is “Legal Structure and Security of Property Rights”, this area 

represents the independence of judicial system and security of rights of civil society. Next 

area is “Access to Sound Money”, which stands for the independence of financial and 

capital markets. Competitive, easy accessible and less restricted financial market 

represents the higher rating of this area. “Freedom to Trade internationally” is the fourth 

sector of index of economic freedom. It reflexes that how much trade with rest of the 

world is free. Lesser the restriction on international trade leads toward higher rating of 

this area. The fifth and last area “Regulation of Business, Labor, and Credit Markets” 

measures the liberalization of these limbs of the economy. Higher the liberalization 

means more the rating of this area (Lundstrom, 2003). 
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3.2.1 Economic Freedom and Economic Growth in Pakistan during 

1947-70 

At the  time of  beginning the main concern was survival, because at  that time Pakistan 

was facing adverse international conditions, precarious domestic situation with millions 

of refugees, massive illiteracy rate and very poor financial positions of peoples, 

government faced every responsibility, very poor investment rate and low rate of taxes 

was the major characteristics of Pakistan economy at that time. Political uncertainty, least 

developed and unregistered financial institutions, to some extent restricted business 

activities, low investment by local and foreign investors, and  more intervention of central 

administration in all activities, generates the low level of rating of this sector freedom in 

Pakistan at that time. After first eleven years there was a little bit improvement in social 

and public matters. More development expenditure and a massive investment rate at that 

time trying to boost up the freedom rating from 1958 to 70, but authoritarian Martial law 

style of government hampered the freedom of choice and freedom of expression which in 

turn generated hurdles in the way of freedom of political and economic institutions. At 

the embryonic stages standard of legal structure was comparatively admirable. Merit was 

the top priority in decision making and in judicial mechanism; rights of society were 

protected by the central authority and by the civil society. All these were the attributes of 

the era just after the independence, but after 1958, Martial law administration affects the 

transparency of judicial system. Hence rating of freedom of this sector also deteriorates 

till 1970 (Azid and Mahmood 2009). 

 As far as the matter of soundness of money market during 1947 to 1970, in the very 

beginning Pakistan was not in position to enjoy the sound monetary policy and 

comparatively developed capital market. There were only few banks with less than 50 

branches.  In 1957 there were 275 total branches of commercial banks including 78 
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foreign banks branches, while in 1970 this strength was 3170 and 75 respectively. 

Citizens were not aware with financial services utilizations. But as concerned the 

inflation, that was not in horrible look. According to consumer price index statistics 

inflation in 1957 was 4.01% while in 1970 it was 6.01%.18 Although, instead of all these 

above mentioned statistics freedom level of this sector also was not noticeable. As much 

as the freedom of international trade during targeted period, was not appreciate able, 

because in those circumstance Pakistan was  not in position to afford more foreign 

currency payments on the other hand a major part of Pakistani export was based on raw 

material and agricultural products , which did not earn remarkable. Hence due to fear of 

balance of payment deficit, Pakistan restricted her imports only to those goods and 

services which possessed the less elastic demand and considered very vital for survival. 

That’s why Pakistan did not enjoy the freedom of trade and as a result rating of this 

component was also lethargic.   From the above mentioned environments one can easily 

judge the conditions of fifth area (regulations of credit, labor and business markets) 

freedom in Pakistan at the time of independence and just after that. Therefore freedom of 

credit, labor and business market was at its bottom.19 

As far as the matter of over all level of economic freedom of Pakistan during focused 

period, due to unavailability of reliable data, analysis of rating of economic freedom in 

cardinal numbers is not possible. The sole possibility of comparison of ratting of 

economic freedom is hypothetical ordering of such index. To summarize the discussion 

this study finds the order of economic freedom in Pakistan during targeted period and 

found that the economic freedom was not appreciable before 1970.  Except the Area 2 

“Legal Structure and Security of Property Rights” conditions of other areas freedoms 

were poor. So the level of economic freedom before 1970 was not noteworthy. Without 

                                                 
18 Hand book of statistics on Pakistan Economy (2005) Published by State Bank of Pakistan. 
19  See Azid, T., Mahmood, K.  2009. 
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empirical evidences, discussion regarding the relationships between economic freedom 

and economic growth in Pakistan during the 1947 -1970 will be unmerited, but the record 

of economic performance can be visualized from following graphical illustration. 

Figure 3.1 

 
                                                                    Source:  State Bank of Pakistan Reports 

Just after the partition the record of economic performance was not admirable except year 

1954.  Due to the marvelous economic performance in 1954 Pakistan first time touched 

the double digit GDP growth rate and at that time the balance of trade was also in favour. 

Apart form 1954 economic performance was not in better tone. Reasons of such low 

economic performance in early days were, more concentration on development of defense 

capabilities, political instability, lack of financial resources, low quality of governance, 

least economic liberalization and resources mobilization. But the record of economic 

performance in Ayub regime reflects up gradation. The economic growth was recorded at 

rate of 6.5 % on average per annum and per capita income also increased at the rate of 

3.5% per annum during Ayub regime. Such consistent and steady state GDP growth was 

due to, financial assistance from abroad, long term water and power investment, green 

revolution, moderate degree of economic liberalization, resource mobilization, and 

comparatively better quality of governance (Monshipouri, and Samuel, 1995). 
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3.3 Zulfiqar Ali Bhutto Regime (1971-77) 

Obviously Pakistan’s economic development has been a capitalist development, where 

the private sector and business freedom played a key role. In Ayub’s regime state played 

a critical role in establishment of industry and it assisted the private sector notable. After 

conduction of comparatively transparent election in 1971, Zulfiqar Ali Bhutto took the 

oath as prime minister of Pakistan. Indubitably, Zulfiqar Ali Bhutto government could not 

sustain the pace of economic growth of Ayub’s era, but in this tenure role of state 

diminished and private sector led growth has been the norm. In this respect one can say 

that Zulfiqar Ali Bhutto government tried to establish the freedom of institutions, but 

unfortunately Pakistan -India   war 1971 and some issues which instable the politics of 

Pakistan, hampered the economic growth pace, and economic freedom in Pakistan. 

According to The Fraser Institute which measured the economic freedom rating of the 

world of the year 1970, according to that document economic freedom score of Pakistan 

was 4.7 out of 10, and this score was also deteriorated down to 3.8 in 1975. Downgrading 

of legal structure and security of property rights, financial sector instability and more 

regulation to credit market (nationalization policy of financial institutions) were the main 

grounds of such reduction in economic freedom index during Bhutto regime (Azid and 

Mahmood, 2009).  

3.3.1 Economic Freedom and Economic Growth  

During this period share of non development expenditure was noteworthy.  On the other 

side development expenditure were also made under the strict direction of Zulfiqar Ali 

Bhutto administration and government bought many financial and other productive assets. 

As such the concern of investment Gross Fixed Capital Formation which was Rs. 6835 

million in 1970 moved to Rs. 26421 billion in 197720, but major share of this investment 

                                                 
20 See Hand book of statistics on Pakistan Economy (2005). 
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was invested through nationalization policy. Consequently major share of public 

investment at the cost of private investment hampered the   freedom of first area (Size of 

Government). Bureaucratic tension between East and West Pakistan, and to some extent 

controlled decision making severely impeded the judicial transparency and property 

rights. Consequently according to The Fraser Institute rating of freedom of second area 

(Legal Structure and Security of Property Rights) down graded from 2.2 in 1970 to 1.6 in 

1975. As much as the issue of liberalization of money market, rating of this component 

was also suffered significantly during this regime. All this was only due to the aggressive 

nationalization policy of financial institutions by Bhutto administration. During this a 

remarkable branches of commercial banks were closed. Total commercial banks branches 

3418 in 1971 and in 1972 this strength was 2600 only.21 So rating of this ingredient 

(Access to Sound Money) of economic freedom index is also depressed significantly. 

And the rating of this area decreased form 6.9 in 1970 to 5.1 in 1975 out of 1022.Freedom 

rating of area four (Freedom of Trade Internationally) improved during Bhutto regime. 

No doubt Bhutto administration take some serious positive steps to improve its trade with 

abroad to overcome the significant loss of east Pakistan separation, which affect Pakistani 

exports drastically, because before partition Pakistan earned a handsome amount of 

foreign exchange from exports. And major share of exports before partition was based on   

East Pakistan’s raw material exports. Then to overcome the problem in May, 1972 

Pakistan devalued 120 % it currency, which brought significant dividends in terms of 

export growth.  In 1972-73 just after one year of loss of East Pakistan, Pakistan foreign 

exchange earning had doubled. How in 1973 OPEC price increases played havoc with 

Pakistan’s import bill and the balance of payments deteriorated, plus worldwide 

recessionary trend in business activities in 1973 also affected the Pakistani exports.  

                                                 
21 See Hand book of statistics on Pakistan Economy (2005). 
22 See The Fraser Institute Economic Freedom rating of the World. 
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Instead of all this rating of this component was better off. Freedom rating of fifth area of 

economic freedom index “Regulation of Credit, Labor and Business markets” also 

deteriorated during democratic period governed by Zulfiqar Ali Bhutto. Overall level of 

business liberalization reduced and consequently economic freedom index reflected the 

downward trend during Bhutto regime. Figure 3.2(a) represents the rating of Pakistan’s 

economic freedom index, while figure 3.2(b) reflects the movement of GDP growth rates 

during Bhutto regime. Overall there was deterioration of economic freedom level during 

focused period. As far as the matter of economic growth during Bhutto era it was also 

depressed. A sharp decline in GDPGR in 1971 was due to Indo- Pak war, so it is 

exceptional. Except this there is also significant decline in GDPGR from 1974 to 1977. 

Consequently, decline in economic freedom level hampered the pace of economic growth 

during Zulfiqar Ali Bhutto Regime (Azid and Mahmood, 2009).   

Figure 3.2(a) 

 
 
Where                                                                           Sources           
SEFI =  Study Economic Freedom Index Author made index
FEFI = Fraser Institute Economic Freedom Index Economic Freedom of the World reports   

by The Fraser Institute  Canada  
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Figure 3.2(b) 

 
                                    
                                                                                          Source:  GDPGR: State Bank of Pakistan Reports 
                                                                                                     SEFI: Author made Index  
 

3.4 The Second Military Government (1977-88) 

General Zia’s regime was more liberal in terms of economic freedom than Martial law 

administration of Ayub Khan. While the civilian military bureaucracy played a prominent 

role in acquiring capital and in assuming the role of entrepreneur and financier.  Heavy 

investment in Bhutto regime especially in heavy industry and then liberal economic 

policies by Zia administration foster the economic and industrial growth. It is true that it 

was autocratic government but during this regime almost all indicators of economic 

freedom show improvement. during this period instead of authoritarian administration, 

Except the area one “Government Size “freedoms rating of all the remaining four areas “ 

Legal Structure and Security of Property Rights, Access to Sound Money, Freedom to 

Trade Internationally, and Regulation to Credit Markets.” reflect the uphill trends. 

Accordingly overall rating of economic freedom of Pakistan was also improved. 

According to “The Fraser Institute” which provides the most reliable index of economic 

freedom, Pakistan’s economic freedom improved from 3.8 in 1975 to 5.1 in 1985. As 

concerned the matter of economic growth, the freedoms of institutions have their own 

importance. But one should keep in mind that this regime ultimately was autocratic and 

more than 6% per annum GDP growth on average was not only due to comparatively 



 
 

 67

better freedoms of institutions but the major share of this growth was attributed toward 

bulk receipts of foreign remittances especially from middle east, financial aid and other 

financial assistance form abroad which Pakistan received against the support of USA in 

Afghanistan- Russia war. But what so ever, no doubt pace of economic growth during Zia 

regime was notable like the first authoritarian regime of Ayub Khan (Looney, 1997).  We 

can easily analyze the trend of economic growth and economic freedom during Zia 

regime from the following figure.  

 Figure 3.3 

 
 
Where                                                                            Sources           
SEFI =  Study Economic Freedom Index Author made index
FEFI = Fraser Institute Economic Freedom Index Economic Freedom of the World reports   

by The Fraser Institute  Canada  

Figure  3.4 

 
 
                                                                                            Source:  GDPGR: State Bank of Pakistan Reports 
                                                                                                    SEFI: Author made Index  
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Figure 3.3 reflects the rating of economic freedom during Zia regime. According to this 

figure there was sustained level of economic freedom approximately 50 %. This is higher 

than the last regime. Eventually it has positive impact on the economic prosperity and 

GDP growth rate was recorded 6.5% per annum on average.  Above given figurer 3.4 

reveals the relation between economic freedom and economic growth during targeted 

period.   

3.5 The Era of Structural Adjustment (1988-99) 

Democracy was once again restored after the death of President General Zia ul Haq in 

august 1988. Between 1988 and 1999 Pakistan experienced four general elections with 

both Benazir Bhutto and Nawaz Sharif being returned to power twice, plus three care 

taker governments including two very controversial caretaker governments headed by 

Moin Qureshi and Meraj Khalid. It means Pakistan practiced seven governments in this 

small interval of 11 years of time. Consequences were very simple; no government 

completed its tenure. From the restoration of democracy in 1988 Pakistan economy has 

been under the sponsorship of the international financial institutions like International 

Monetary Fund (IMF) and World Bank (WB).  So Pakistan’s economic policies during 

focused period were tagged with economic liberalization, stabilization and structural 

adjustment programme under the direction of Washington. This economic liberalization 

does not mean the institutional freedoms for business working strength; in point of fact 

every decision was taken by the government of Pakistan taken by the two Washington 

agencies IMF and WB. One of the main focuses of the structural adjustment programme 

is significant widening of the tax base, tax burden of tax payers was increased through the 

higher sales taxes and other indirect taxes.  Another prominent fact of this regime 

structural adjustment programme was reduction in trade   tariff rates, decreased from 125 

% in 1992 to 45% in 1998. Along with this the government has been continuously raising 
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the administrated process of utilities such as electricity gas and petroleum products.  

Continuous and sharp devaluation in the value of Pakistani rupee against foreign 

currencies and denationalization of state owned assets also well-known step of this 

regime governments. The continuous devaluation in Pakistani currency stimulates the 

inflation in Pakistan extensively. Another key object of governments during this focused 

period which was also directed by Washington fund donor agencies was the reduction in 

public expenditure, but it is observed that besides of regular pressure of fund donor 

agencies, Pakistan’s governments failed to meet the reduction in public expenditure 

according to requirements. Sometime little bit had done but that was through diminution 

in development expenditure not through decrease in non development expenditure.  

Development expenditure which was 9.3% of GDP in 1981 dwindled downed to 3.5 % in 

1996-97.23 

The consequences of these policies like increase in tax base and continuous increase in 

utility charges hampered the freedom of first area (Size of Government) freedom rating 

while this deterioration was compensated by trade freedom and privatization and some 

other economic liberalization policies. Overall the index of economic freedom was minor 

depressed during this regime. But as concerned the pace of economic growth during 

1988to 1999, was not remarkable. Reasons were inconsistency and discontinuity of 

economic policies of shattered governments which adversely affect the process of 

economic growth (Azid and Mahmood, 2009). 

 
 
 
 
 
 
 

                                                 
23 See Handbook of Statistics on Pakistan Economy 2005. 



 
 

 70

Figure  3.5 

 
 
Where                                                                            Sources           
SEFI =  Study Economic Freedom Index Author made index 
FEFI = Fraser Institute Economic Freedom Index Economic Freedom of the World reports   

by The Fraser Institute  Canada  

Figure 3.6 

 
 
                                                                                             Source:  GDPGR: State Bank of Pakistan Reports 
                                                                                                    SEFI: Author made Index  

 
Figure 3.5 is representing the level of economic freedom during the period of structural 

adjustment. Level of freedom during Nawaz’s first government was comparatively higher 

than the remaining period of structural adjustment. Overall illustration reflects the gradual 

decrease in freedom level. As far as the matter of relationships between the economic 

freedom and economic growth, can be visualized form figure 3.6. Rapid changes in 

political administrations, inconsistent planning and political policies, foreign exchange 

crises, fear of international financial institutional bankruptcy, economic sanctions due to 
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Atom Bomb blast severely hampered the pace of economic growth. As a result, Pakistan 

achieved only two times the moderate figure of more than 6% of GDP growth rate per 

annum during 1990s and in the remaining years Pakistan tried again and again for 

survival but could not get rid from vicious economic crises (Azid and Mahmood, 2009). 

3.6 Regime of President General Perwaiz Musharuff (1999-07) 

President Perwaiz Musharuff took in power in 1999 through his illegal action of 

demolishing the elected government of Prime Minister Nawaz Sharif. As regards the 

political and economic stability, Musharuff government has faced a series of political 

unrest and terrorism, especially in NWFP and Baluchistan. Sectarian and terrorist 

activities of some individuals seriously affect the process of economic and political 

environment and freedoms. Inspite of all these Pakistan’s economic growth was not 

ignorable. It is true that it was not steady state GDP growth and demonstrates the rapid 

fluctuations. But after the first three years of Musharuff’s government Pakistan started to 

grow at better pace. In   fiscal year 2005-06 Pakistan’s growth rate was the second highest 

in Asia after China. Pakistan’s economy grew muscularly on the back of strength in the 

country’s manufacturing sector, trough incredible foreign direct investment and foreign 

financial assistance form last few years. But in last few years of Musharuff’s regime, 

political instability and terrorist activities seriously adversely affected the foreign direct 

investment in Pakistan (Mahmood, Azid, and Siddiqui 2010). 

 In so far as the area wise rating of economic freedom index, Size of government which 

represents the first area of The Fraser Institute economic freedom index captures the share 

of public expenditures form GDP, taxes rate and involvement of government in gross 

capital formation. Few business friendly steps of Musharuff administration boosted the 

level of capital formation and foreign direct investment in Pakistan.  Low cost production 

due to effortless availability of raw material at cheaper rates and comparatively better 
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business environment attract the foreign investors and consequently foreign direct 

investment did remarkable especially in financial sector, telecommunication, and  in 

automobile sectors. In addition to, tax concessions and privatizations of loss bearing and 

inefficient public sector   industrial units enhanced the freedom rating of this area in 

Musharuff’s regime. Taken as a whole, approximately 70 % freedom rating of this area 

was recorded during this regime.  As for as the freedom rating of the second area (Legal 

Structure and Security of Property Rights) of this  index was  recorded at its bottom up till 

time. Some amendments in the law through chief executive order illegal replacement of 

chair of chief justice, poor security for judges and witnesses, sentencing delays, a huge 

blockage cases, corruption and poor law and order condition in territory seriously 

hampered the rating of this area during this period. The over all rating of “Legal Structure 

and Security of Property Rights” freedom for the duration of this regime declined in the 

starting years then recovered the deficiency. The index touches 2.51% in 2004 the least 

value of this area freedom.  Rating of financial liberalization or “Access to Sound 

Money” the third area of economic freedom index also improved in this regime.  In the 

start of 2001 five domestic banks of Pakistan hold 80 % of the total assets of financial 

sector. But after some constructive steps of this administration for financial liberalization, 

foreign investors invested in banking and insurance companies.  More competition 

between public and private sector banking institutions increased the financial facilities 

and banks credibility.  That’s why the rating of this area was also moved above the 60% 

on average during Musharuff’s regime. The freedom rating of “Freedom to Trade 

Internationally” improved initially, and then survived just around the 60%.  Factors like 

import ban through import tariff, quotas, import license, inconsistent standard 

administration, non-transparent government procurement, export subsidies, corruption 

and custom duty etc severely hampered the freedom rating of this area (Azid and 
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Mahmood 2009). Overall the economic freedom rating of Musharuff administration 

sustained between 50 to 60%. The area wise position of different freedoms can be 

observed through figure 3.7 given as under: 

Figure 3.7 

 
 
           Source: Economic Freedom of the World reports by the Fraser Institute Canada  
   Where                                           

GSTE = Govt. Size Taxes and Enterprises                          (Area 1) 
LSSPR = Legal Structure and Security of Property Rights   (Area 2)
ASM = Access to Sound Money                                        (Area 3) 
FIT = Freedom to International Trade                             (Area 4) 
RCM = Regulation to Credit Market (Area 5)

 

Figure 3.8  

 
Where                                                                            Sources           
SEFI =  Study Economic Freedom Index Author made index
FEFI = Fraser Institute Economic Freedom Index Economic Freedom of the World 2008  

by The Fraser Institute  Canada  
HEFI = The Heritage Foundation Economic Freedom 

Index 
The Heritage Foundation Freedom of the 
world reports 2009 
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Figure 3.9  

 
                                                                                             Source:  GDPGR: State Bank of Pakistan Reports 
                                                                                                      SEFI: Author made Index  
                
This administration starts to relax the business environment after first four years when it 

starts the privatization of some national assets. But this administration also adversely 

affects the judicial system and security of property rights. As regard the overall economic 

performance it was comparatively better after 2003 but as concerned the level of 

economic freedom it was not improved remarkably. It almost moves between 50% to 60 

% freedom. All this we can easily analyze from figure 3.9 where study demonstrated the 

comparison of Gross Domestic Product Growth Rate and Economic Freedom of 

Pakistan’s economy.   

3.7 Conclusion  

Overall the level of economic freedom in Pakistan sustained around 50% during last 38 

year. One of the major reason of this sustained economic freedom level in Pakistan is, it is 

true that authoritarian regimes hampered the freedom of choice, expression, selection and 

security of property rights, meanwhile in Pakistan all Martial law administrations brought 

comparatively better foreign direct investment and financial assistance from abroad, 

which in turn boost the business activities and freedom. Consequently, reduction in 

economic freedom index, which is caused by the depressed freedom of choice, expression 

and lower property rights are compensated by the business freedom activities. Therefore 
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rating of economic freedom remained stable in Pakistan during last 38 year.  On the other 

hand irregular and unexpected fluctuations are observed in Gross Domestic Product 

Growth Rate (GDPGR) since 1970. Figure 3.10 reflects the positions or level of 

economic freedom and GDP growth rate. As far as the matter of significance of economic 

freedom for economic growth, undoubtedly economic freedom impact on economic 

prosperity, but there are also some other factors which are considered responsible for 

variation in economic growth.   

Figure 3.10 

 
                                                                                                 
                                                                                          Source:  GDPGR: State Bank of Pakistan Reports 
                                                                                                         SEFI: Author made Index  
                
 
Form illustration 3.10 it is cleared that approximately GDP growth rate positioned well 

above the economic freedom rating during both Martial law administrations. With the 

exception of these two regimes in democratic regimes more or less GDP growth rate 

move below the Pakistan’s economic freedom rating.  The vital reason of this record 

stated above. According to that reason, the differences in the growth records during 

democratic and authoritarian regimes in Pakistan, is bulk of foreign direct investment and 

financial assistance from abroad in nondemocratic governments.  
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Chapter 4   

Democracy, Economic Freedom and Economic Growth: 

Literature Appraisal 

4.1 Introduction  

The fourth chapter of this study discusses the review of interrelated literature. Review of 

related literature is always considers very important in each research because it works like 

road map of an enquiry, and it provides the   previous assessments, conclusions, and 

policy recommendations regarding the issue. Review of literature also sets the directions 

and dimensions of   the research work (Beck et al. 2004). Theoretical background, and 

existed empirical evidences regarding the theme and peripheral areas help the researcher 

to get the truthful decision. Review also controls the reproduction and repetition of same 

research. Therefore, review of literature section provides a valid foundation for 

comprehensive research. 

Democracy, economic freedom and economic growth related issues are considered vital 

in growth queries. This theme has taken and analyzed from different directions in existed 

literature. A number of books, sufficient empirical analysis, reviews and research 

investigations are available on the issue. The chapter has divided in following five 

sections; 

Section 4.2 explains democracy and economic growth.  Section 4.3 highlights the issue of 

economic freedom and economic growth in Pakistan. Section 4.4 elaborates about the 

multiparty venture of democracy and economic freedom for economic growth. Section 

4.5 elaborates about Institutional freedom and economic growth in Pakistan: A Review 

and the last section 4.6 is based on conclusion. 
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4.2 Democracy and Economic Growth  

In recent litterateur it is confident contention that democracy is an important factor for 

better economic performance, whether the focus of analysis is less developed or 

developed countries. The democracy and economic growth query is more specific and 

obvious today.  Theoretical hypothesizes are partially moved away from conventional to 

compatible point of views. In modern literature institutional structure is considered vital 

for sustained and appreciable economic growth.   

 Leblang (1997) examined the significance of political liberalization for economic 

growth rates across different economies by using the panel information. He found that, 

primary democracy positively and significantly affected the nation’s rate of growth. He 

detected the importance of democracy in growth and significance of structural and 

cultural variables for democracy in economy. According to Leblang results political 

institutions affect favorably and considerably the pace of economic prosperity.  For 

credibility of research author used alternative explanatory variables which are considered 

vital in determination of democracy, but after robustness of set of regression examination 

researcher found that democracy is an important factor in process of economic growth. 

Feng (1997) probed the connection between political stability, democracy and economic 

performance of economies by using the 21 annual observations of 96 countries through 

operating the three stages least square estimation technique. The fallouts of this study 

brought to a close   that democracy indirectly and positively affect the process of 

economic growth through its upshots on probabilities of change from one government to 

another administration, either that belongs to constitutional government or  regime type  

ruling party.  

Author further concluded; above mentioned two type’s political change have noteworthy 

and differing effects on economic wellbeing of economies.  The regime change has 
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unpleasant effects on healthier economic record while the other change (probability of 

ruling party remaining in power) reflected encouraging environment for economic 

growth, but in long span of time better economic performance of economies surely 

depends upon democratic government. 

Doucouliagos and Ulubasoglu (2008) made noble contribution toward democracy and 

growth literature. Their study provided comprehensive and worthy conclusion about the 

democracy-growth relationships. They used 483 empirical estimations of 84 published 

studies and did Meta analysis regarding the relationships between democracy and 

economic growth. Researchers found the following five firm outcomes;  

1) Study brought into being that according to given data of 84 studies overall 

democracy does not contribute remarkably toward economic growth, furthermore 

study concluded that democracy does not contribute toward economic prosperity 

directly and robustly. 

2)  In the cases where democracy affects the economic wellbeing indirectly, it 

employed the various channels like increase in the human capital formation, 

enhancement of economic liberalization, comparatively better control over 

inflation in democratic regime, and stability in political activities.  

3)  Overall it is observed that democracy did not affect all countries pooled together 

but clear regional effects are observed, in Latin America democracy remarkably 

affected the pace of economic prosperity but as far as the matter of Asia, 

democracy did not influence the record of economic growth due to regional 

specific effects. 

4)  Approximately one third of the variations in conclusion statements may be 

accredited to the dissimilarity of research design and differences in econometrics 

techniques of estimation.  In other word sampling of data, statistical inference 
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research design and difference in rating of democracy generate the variation in 

final conclusions rather than underlying differences in the democracy-growth 

effects. 

5)  In comparison of democracy- growth relations with economic freedom- growth 

connection it is observed that it is true that democracy does not affect the 

economic growth directly, it strengthen the economic prosperity indirectly through 

political stability, more investment especially in human capital etc. while on the 

other hand economic freedom directly affects the pace of economic growth 

favorably 

Author of this study further point out that in future researchers should be focused on the 

following points to produce more informative and productive research; 

1) Regional differences like social, cultural , institutional and geographical should be 

focused keenly especially in case of Latin America and Asia in investigation for 

better understanding of democracy- economic growth relationships in different 

regional cluster and  to know that how these differences affect the above 

mentioned relationships?  

2)  Comprehensive investigation regarding the democracy- growth relation required 

the multichannel examinations which probe that from where and how much 

democracy affects the game of economic growth. In this respect use of 

econometrics techniques which facilitate the detection that either democracy has 

direct or indirect impact on growth will be more helpful to judge better the nature 

of connection between democracy and economic growth. 

 As regard the issue of policy recommendations of the Meta analysis of Doucouliagos and 

Ulubasoglu, according to available empirical evidences, it is true that democracy did not 

affect the process of economic growth directly like economic freedom, but indirectly it 
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influences the welfare level of society through development of social and financial norms 

especially in developing courtiers of Latin America and Asia. So, low income countries 

of Latin America and Asia should have to struggle for improvement of democracy to 

achieve the steady state and stable economic growth.   

Tavares and Wacziarg (2001) introduced the new-fangled tactic to scrutinize the 

experiential association between democracy and economic growth. In their technique 

authors pointed out the possible channels which explain that, how, at what extent, and 

from where democracy affects the process of economic growth. Using a system of 

simultaneous equations, they assessed expected signs and magnitude of influence of a 

specific channel. They discussed the following three advantages of their approach. 

i. Usually  researchers pinpoint the direct links between democracy and growth, 

whereas  direct effects between above mentioned variables are not theoretically 

well grounded, this approach take into account the variables which affect the 

growth indirectly and significantly. 

ii. Through this technique researchers can easily detect the irrelevancy of variables, 

or dismissal of certain causation channel if happened. 

iii. Researcher can measure the exact intensity of effectiveness of different 

characteristics of democracy which are considered important for growth and 

development of economy.  Through this technique researchers may evaluate the 

effectiveness of democracy through cost-benefits analysis, and can also give the 

policy recommendations for better utilization of available democratic 

characteristics at as possible as minimum cost.  

iv. Through this method Authors found that on the whole the upshots of democracy 

on economic growth are negative and not robust. On the other hand they also 

found that democracy enhances the human capital, mean flourishing democracy 
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strengthen the human capital while it has negative touch toward physical 

investment.  Above mentioned effects were robust and significant even at different 

changes in model specification and in sample size. They  uncover the evidence of 

less robust effects of democracy on growth, according to their findings democracy 

hampered the growth all the way through  unequal distributions of income and 

through  healthy government consumption (more democracy/more government 

consumption/ lower growth).According to Tavares and Wacziarg conclusion, size 

of government, government consumption and its unnecessary intervention in 

official matters, and unnecessary tax burden to fulfill the consumption expenditure 

in  democratic period reduce the process of economic growth indirectly. On the 

other hand democracy enhance the steady state growth through reduction in 

income inequality, improvement in quality of governance, better trade policies 

(trade openness if possible), more human capital formation, peaceful and 

predictable  transformation of power and political stability. 

Wagner (1998) studied the nature of democracy in south Asian countries India, Pakistan, 

Nepal, Sri Lanka, Bangladesh, and Bhutan. Author tried to find out the answer of 

questions that whether commonly used minimalist definition of democracy will be 

applied to South Asia and if applied then what problems will be faced by the South Asian 

countries. Here author sought to link political developments in South Asian democracies 

with theoretical debate on democratization and consolidation. Here author introduced the 

concept of fragmented democracies to cope with the peculiarities of the subcontinent. 

This concept helps to refine the picture by combining a view of how democracies develop 

with the problems of state and nation building. These problems like inadequacies in voter 

registration procedures, and the enforcement and protection of constitutional rights 

represented by gray area in study. Wagner stated that as for nation building satisfying the 
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claims of ethnic groups seeking autonomy or special privileges can by regarded as the 

greatest challenge for the process of democratic consolidation. This is because such 

demands have the potential to threaten both the territorial unity of the state and the 

authority of the central government. It is also observed that the consolidation of 

democracy is dependent on the roles of various political actors, like attitude of population 

and successful economic development.  But no one can ignore the fact that democracy 

rely on the concept of a state that makes claims for territorial and constitutional unity both 

in the field of nation and state- building. A soft state with poor economic performance 

and multiethnic society experience constitutionalist approach to state building then 

outcome may be described as fragmented democracy.  According to author Inspite of all 

above mentioned problems growth of political freedom in South Asia is remarkable. 

Instead of political, social and economic fluctuation advancement in political process in 

whole region is worthy. But it would also appear that fragmentation has become a 

structural problem for the democracies of South Asia rather than being a merely 

transitional phenomenon.   

Boix (2001) examined the relationships between Public sector size (government 

intervention in business and non business activities) and various administrations like 

democracy, autocracy and authoritative governments, and try to probe the nature of these 

paradoxical relationships between above said factors. Author also discussed the Wagner 

and Baumol law regarding the volume and direction of public sector intervention in 

developing and non developing assignment.  According to Wagner in economic 

modernization and democracy people demand more income elastic goods and services 

due to social and economic progress, and these facilities are provided by the government. 

It means public sector size is positively correlated with modernization and democracy.  

Authors stated that process of development especially in democratic period in size of 
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public sector increases in two different ways.  Firstly, in period of economic development 

government intervention is necessary for the provision of increasing demand of 

infrastructures and set up for regulatory framework. And as a result government should 

have to enhance the revenue.  In the same token government regulations are also 

compulsory for appropriate redistribution of masses (pensions, collective insurance 

schemes, unemployment allowances etc.) in the period of structural changes. Secondly, 

government invests more for social sector development to fulfill the education, health, 

and nutritional requirements. Larger public sector is lead by the political mechanism 

rather than mechanically in era of economic development, where politicians match the 

preferences of the enfranchised. In authoritarian regime decisions about taxes and 

redistributions are imposed while in democracy level of above said targets are 

comparatively low. Within democratic regime, electoral turnout plays an influential job in 

boosting the size of the public sector. As participation goes up, the underlying 

redistributive tensions effectively force politicians to expand public programs. By 

contrast, types of centralized government marginally contribute toward size of the state; 

presidential systems generally depress the level of government revenues. In short, the 

structure of societal interests and electoral preferences always emerge as the key factors 

to study to understand the role of the public sector across nations. 

Ross (2006) investigated the effects of regime type on infant mortality, and child 

mortality rate by using the data set of 168 sovereign countries having population over 

200,000 during period 1970 to 2000. Author used log of per capita income, log of 

population density, economic growth, and control for the impacts of HIV/ AIDS on the 

poor as control variables. Core issue addressed in this article, is democracy affect the 

health issues of the poor?  Ross also pin points the fact that mostly research about 

democracy and economic and social well being did not give us unbiased results because 
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in most cases researcher used the data of only democratic nations for analysis rather than 

also inclusion of developing nations. It is fact that analysts can judge better about effects 

of democracy if they observed the environment of both democratic and non democratic 

nations rather than they conclude and predict the democracy impacts on nations only on 

the basis of study of democratic nations. 

During 1970-2000 level of democracy and number of democratic nations increased and 

child mortality rate improved dramatically. Child mortality rate is dropped approximately 

fifty percent as a whole, child mortality rate of only six countries was increased, while 

163 nations improved their mortality rate during this time period. This is only due to 

increase in purchasing power and   easy availability of health services. No doubt 

democracy produced financial, liberal and economic benefits for poor but on the other 

side people living in bottom line also affected by the democracy through unequal 

distribution of income and inflation etc.  

Vanhanen (2000) argued that measurement of democracy through competition and 

participation dimensions is better than any other definition and measurement of 

democracy. This definition is based on following three measures: degree of electoral 

competition, degree of electoral participation and a combined index of democrization. 

The data covered the time period 1810-1998 includes 187 contemporary and former 

independent states since 1810 or their independence. In his article author compared the 

study made measurement of democracy with polity 1998 index and freedom house index 

of democracy. Author pinpoints the following advantages of his measurement.  

i. Author measure is parsimonious; only two quantitative variables are used to 

measure two important dimensions of democracy, because it combines the two 

crucial dimensions of democracy. 
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ii.  Polity and freedom house ratings are based on subjective evaluations, not on 

clearly defined quantitative variables, and this polity and freedom house rating 

makes it difficult for other researchers to check their coding on several points, 

subjective interpretations are needed in the use of author political variables as 

well, but they are indicated in the dataset, which make it possible for other 

researchers to check this data and interpretations. 

iii. The process of generating this measurement is transparent. The data set needed to 

calculate the values for competition and participation are given and documented in 

the dataset.  

iv. This measurement is extremely flexible. 

Author also point out some significant differences between above mentioned three 

measure of democracy. The most conspicuous difference between the Polity measures 

and author measure is the role of electoral participation. The extent of electoral 

participation is excluded from the Polity measures of democracy and autocracy but 

Vanhanen included these indicators explicitly, although the right to participation is taken 

into account. The major focus of Polity index is on the executive branch of government 

and on the election of the chief executive officer may also have caused some 

measurement differences. On the other hand The Freedom House ratings concern political 

rights and civil liberties, not electoral competition and participation as such.  Author did 

not include directly liberties and political rights in measurement of democracy as included 

in The Freedom House measurement, because according to Vanhanen these indicators 

indirectly also included in measurement through indicators of competition and 

participation. Moreover, it seems difficult to establish quantitative indicators to measure 

the degree of political rights and freedoms. The persistent strong correlations between 

author’s and Freedom House ratings indicate that they mostly measure the same 
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phenomenon. What author calls democracy and on the other hand Freedom House calls 

political rights and civil liberties.  However there may be cases where they differ from 

each other significantly, and where adding a right based indicator would yield a more 

realistic measure of democracy. 

Keefer and Khemani (2003)  found that some time democratic governments are failed to 

help the lower income  citizen group, this is because some time  politician are not in 

position to fulfill the promises they make to  attain support of voters for their success, and 

selection of ineligible    candidate  by the voters who can not perform according to 

community requirements.  No doubt growth and democracy have some sort of 

correlations, but there is still considerable dissimilarity across the world in poverty 

outcomes and this variation is not caused by the regime type. 

Finally, this study point out the problem of biasness usually overlooked. Researchers use 

the information for analysis usually collected from less democratic and unconstrained by 

IMF agreements. Consequently, authoritarian countries having good economic record are 

also included in panel data democratic style studies in which researcher probe the answer 

of democracy- growth puzzle and other relevant issues. So through this approach 

researcher overestimate the benefits of democracy and underestimate the collective 

performance of authoritarian regimes. Author has assurance that if analysts use corrective 

measure to solve the problems of biasness, then results definitely will alter the benefits 

which scholars expect as a result of democracy.  

 Shen (2002) employed panel statistics of forty countries to investigate the nature of 

relationships between economic growth and democratic regimes through a technique 

named “before and after” an empirical investigation method.  In his analysis author used 

the group of countries enjoyed democratic style administration during last forty year 

partially or completely. Researcher compared the average of first ten year democratic 
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GNP per-capita growth rates of targeted economies with their pre democratic ten year 

average GNP per-capita growth rates, and furthermore, examined the performance after 

democracy in term of social sector development, investment performance, and income 

inequality etc. Study found that the economic and social sector performance was better 

than the non democratic period of these countries.  In addition, it is also observed that 

countries practiced deterioration in their GDP per-capita and in other focused areas 

growth just before the transformations of nondemocratic to democratic governments, 

while countries having very deprived economic and financial record practiced little bit 

augmentation in financial and economic sectors growth immediate before the start of 

democratic regime. Undoubtedly, within the democratic regime there are so many 

economic, social, and political factors are considered responsible for dissimilarity in 

economic growth across the world, author brought into being form economic record of 

nations that except the democracy, economic performance of the economies is inversely 

correlated with the initial saving ratio but directly connected with the export ratio to GDP. 

Furthermore, researcher found zero correlation between school enrollment (primary plus 

secondary) and economic growth, size of government sector and GDP growth, and impact 

of income inequality on economic prosperity in targeted countries.    It is also observed 

that in some cases democracy hamper the economic performance of countries in this 

regard author quoted the example of China and India. In 1950s both countries had 

comparable income levels and populations, but China was exercising authoritarian 

administration while India was enjoying democratic government.  Due to extraordinary 

economic performance in authoritarian regime China has enjoyed much better economic 

growth than India especially after 1980.   After 1980 China was at the top in economic 

growth race in Asia and enjoyed almost double economic growth than India. 
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Nevertheless, this finale is subject to sample bias, but overall researchers finding reflect 

the view that nations enjoy the steady state and sustained economic growth during 

democratic regimes than other eras.  

Fidrmuc (2003) tried to find out that either democracy affects the process of growth in 

transition countries (post communist Europe) or not. Author stated that introduction of 

democracy in transition countries did not inversely affect the process of growth while 

democracy effects were ambiguous; it strengthen the business activities and liberalization 

which in turn enhances the process of economic growth.  Study found the both positive 

and negative   impact of democratic government on economic growth, but the nature of 

connection between democracy and economic growth was depended upon the period.  

Research observed significant positive association between above said variables within 

the transition period, but this relationship became insignificant if the focused period was 

at the beginning of transition period. It is also disclosed by the author that democracy is a 

sufficient condition but not necessary condition for economic growth, researcher quoted 

the examples of Chile and China, gained remarkable economic growth during 

authoritarian regimes, but in most cases of the World economies democracy improves the 

policies and institutions which in turn improve the economic growth; same is the case 

with the transition countries or Western Europe. However, democracy positively affects 

the economic growth indirectly through economic liberalization.   

Feng (2001) contributed remarkably in the issue of political economy of investment 

through   focus on trends and future of investment in different political environment.  

According to author different factors like political freedom, political instability and policy 

uncertainty affect the investment via different values of legal structure and security of 

property rights. Further more it also points out the factors which affect the private 

investment. The findings of this study are consistent with empirical findings of different 
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studies of the political economy of economic growth. According to this study finding 

conditions and nature of political institutions directly affect the decision making of 

investors and private investment. This study proved that political institutions have their 

unique importance with reference to investment in LDCs, and also conclude that political 

variables like variation in administration capability and the dissimilarity of level of 

political freedom have negative impact on private investment. Study also found that 

movement of  existing political system toward democracy enhance the level of private 

investment in country while autocratic style political  system deteriorate the level of 

private investment in economy. 

 Study points out that inconsistent policy strength or political regime and difficulties in 

process of political freedom generate hurdles in the way of economic development 

especially in less developed counties. In order to attain the higher level of private 

investment in home country governments should have to focus on consistent economic 

policies and stable political system especially in LDCs.  Because inconsistent economic 

policies, political uncertainty, and political instability severely hamper the process of 

economic growth in LDCs. Policies should support of steady state economic growth 

rather than radical changes in process of economic development, in contrast any 

government cannot directly control the political regime instability, however, some time 

government may change its level at some extent to achieve goal. Improvement in political 

regime instability is not as simple as the common perception because it requires 

economic, social, and political potential according to demand. Through this paper 

researcher also concluded that, some time government may control the bad impact of 

political instability through market liberalization and speedy business activities. For those 

countries where political change becomes necessary, a steady process in the direction of 

openness and widespread freedom will facilitate to generate the political regime stability 
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and a boost for the marketplace, which may in turn lead to better political conditions for 

economic development. 

Muller, (1988) analyzed the relationships between years of democracy, level of 

democracy   and their impact on income inequality by using the data of 55 nations 

including experienced and embryonic democratic economies. Author stated that in testing 

the hypothesis that democracy reduces the income inequality? The major problem is the 

understanding of concept of democracy. Either democracy means level of democracy in a 

country at spot or country democratic experience. If democracy means level of 

democracy, then good rank of democracy should lead toward the better distribution of 

income among participants. 

Proponents of this thought further explained that democracy reduces the unequal 

distribution of income only if it sustains a long span of time, because in long period 

continuity of beneficial economic policies hamper the intensity of unequal distribution of 

income. Researcher concludes the unidirectional relationships between democracy and 

income inequality where democracy improves the income distributions; while on the 

other side nondemocratic governments have weaker correlation with issue of equality of 

income distribution.   Moreover, specifically there positive correlation between level of 

democracy and income equality was observed, while replacement of variable level of 

democracy with experience of democracy generates the inverse correlation between 

experience of democracy and equal distributions of income.    

As far as the matter, that either income inequality has reversal causational effect on 

democracy, empirical evidences proved bidirectional negative relationships between 

democracy and income inequality especially in long span of time, means democracy 

improve the equitable distribution of income, and in turn better and equitable distribution 
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of income generates the opportunities for democracy. Consequently, a high level of 

inequality will reduce a county’s years of democratic experience. 

Quinn and Woolley (2001) scrutinized the risk adverse preferences of voters when they 

penalize incumbent. Voters care about two features for their future. 

i. Their economic wellbeing in future in relation to the past (growth). 

ii. The bad experiences they practiced in past (volatility). 

So peoples prefer the economic prosperity than less growth followed by the second 

assumption which elaborates the consciousness of voters about the cost which they can 

bear due to political instability, economic disruptions or volatility. On the basis of these 

assumption agenda of researchers was examination of performance of economy in terms 

of both growth and volatility. They stated that the idea that economic policy in democracy 

seeks to moderate risks relates to some of the most significant thinking about market 

systems. Authors found that, firstly, voters only modestly rewarded incumbent 

governments for increased economic growth, but severely penalized them for increased 

economic volatility. Secondly, unfortunately for incumbents, growth and volatility are 

positively correlated in efficient democracies. Perhaps in consequence of these together, 

levels of democracy have no robust relationship with subsequent growth. Three, the initial 

level of democracy has a robust, powerful, negative relationship with the growth 

volatility. Four, researchers found that there was not any evidences that democratic 

government lower the growth volatility by ameliorating the consequences of social 

cleavages. 

 Hence authors’ conclusions are consistent with the proposal that higher growth requires 

higher volatility. 
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4.3 Economic Freedom and Economic Growth  

Kasper (2004) investigated the relationships between per capita income and GDP growth 

of Asian regions (East Asia, Southeast Asia, South Asia, and West Asia) and then 

compared their growth rates with developed nation’s growth e.g. USA, Canada, Australia, 

New Zealand and West Europe. Author found that the important reason of difference in 

growth pattern, generally in the world economies and especially in Asia is different in 

level or strength of economic freedom. According to Kasper over the past twenty years, 

East Asian countries (Burma, China, Hong Kong, Japan, Indonesia, Malaysia, 

Philippines, Singapore, Taiwan, Thailand, South Korea and Vietnam) per capita incomes 

grew by 3.5%, South Asian (Bangladesh, India, Nepal, Pakistan, and Sri Lanka) income 

grew at 2.9% and West Asian (Afghanistan, Iran, Iraq, Saudi Arabia, Syria and Turkey) 

income grew at 2.0% per annum during last 25 years. During 1950-1975 growth rates of 

East Asia, South Asia, and West Asia were 5.2%, 1.4% and 4.5% respectively. It is 

observed that in last 25 year South Asia is increased its pace of economic growth and 

lately achieved the East Asia economic growth rate. According to examiner one of the 

major reasons of difference in income growth per annum was difference in level of 

economic freedom in above said economies. East Asia and Southeast Asia are enjoying 

the trade openness, expert knowledge, investment friendly environment and lack of 

business restrictions like affluent countries of America, Australia, and Europe, and all 

these as well as free private structure were not too good in south Asia till the last quarter 

of twentieth century. And as a result there is noteworthy dissimilarity in the income 

growth rates of two regions. On the other hand economic and social conditions of West 

Asia were not different than South Asia. The only difference in incomes growth was oil 

and gas. There poverty is nevertheless declined and masses are unemployed.   



 
 

 95

Carlsson and Lundstrom, (2002) in their paper “Economic Freedom and Growth 

Decomposing Effects” examined the importance of economic freedom for economic 

prosperity. They further investigated in detail that which area of economic freedom index 

contributes encouragingly and significantly for economic growth. For analysis they 

employed the Gwartney et al. (2000) economic freedom rating of the world which is 

actually aggregation of seven different areas freedom. Authors utilized the panel data of 

74 countries for the period 1975-1995.They examined the relationships and the effects of 

economic freedom on growth over relatively long period. According to their findings 

overall index of economic freedom contributes positively and notably. As far as the 

matter of area wise freedom significance for economic growth, study found that four 

areas freedom (Freedom to use Alternative Currencies, Eco. Structure and use of Market, 

Freedom in Exchange in Capital Market, and Legal Structure and Security of Private 

Ownership) are positively correlated and except Freedom to use Alternative currencies all 

other contributed directly and robustly toward economic growth. The other two areas 

freedoms (Size of government and Freedom to Trade with Foreigners) have negative and 

significant association with economic prosperity, while the remaining seventh area 

freedom (Monetary Policy and Price Stability) did not contribute significantly toward 

economic growth. In short almost all economic freedom measures have a significant and 

size able effect on GDP growth. 

Easton and Walker (1997) found that incomes of free economies are not only striking 

but also significantly greater than the incomes of socialistic market based economies. For 

evidence they compared the free Hong Kong in 1985 with communist era countries 

(Czechoslovakia, Poland, Hungary, and Romania) at that time in 1985 and analyzed the 

impact of nature of ownership and pricing policy on economic growth of economies. 

They found that free economic structure of China and Hong Kong contributes positively 
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toward prosperity and development. On the other hand continuous emphasis on market 

socialism will reduce the pace of economic growth. 

Heckleman (2000) investigated the nature of connection between the Heritage 

Foundation measured economic freedom index and economic growth by employing 

Ordinary Least Square (OLS)  empirical estimation technique for analysis, author 

estimated bivariate regression for a cross section of 147 nations during 1991 to 1997. 

Reason of utilization of OLS regression is that simple bivariate regression is considered 

inappropriate if economic freedom correlated with other omitted variables that also 

influence the growth. Firstly author regress the following regression: 

                                                                                  (1) 

Here AAG stands for average annual growth GNP per capita, and ECOF stands for 

economic freedom. But researcher found that economic freedom has insignificant impact 

on nation’s economic growth. Then researcher also applied the Granger Causality test for 

further investigation. Simply a data series is supposed to be Granger Cause if the previous 

value of 1st is useful in predicting the 2nd, which is the former precedes the latter inter 

temporally. If one variable does not cause the other in this temporal sense, then lagged 

values of that variable should not improve the predictive power of the other variable 

beyond simply including its own lags. Technically, to see that either economic freedom 

causes the economic growth researcher used the following regression.    

                                                

(2) 

After estimation author concludes that economic freedom causes the economic growth. 

As far as the matter of reverse causation study employed the following regression  

                                                 

(3) 
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The results of this regression indicate that economic growth does not cause the economic 

freedom. So, the nutshell of this study is, there exists the unidirectional causality where 

economic freedom origins the economic growth, but conversely economic growth does 

not facilitate the economic freedom. 

Cole (2003) probed the nature of connection between economic freedom and economic 

growth under different academic school of thought, that either economic freedom is really 

important factor for economic growth or not?  Author used the annual panel statistics of 

106 countries during 1980 to 1999, while employed The Fraser Institute economic 

freedom index of world for analysis.  Author concludes that regardless the basic 

theoretical framework, either that is classical growth philosophy or the modern point of 

view of endogenous growth, approximately    economic freedom contributes positively 

toward economic prosperity. 

Vukotic and Bacovic (2006) examind comprehensively the relationships between 

economic freedom and economic growth especially in comparatively high income 

countries (Oil Exporting and Eastern Europe Countries). Furthermore, they probed the 

touches of subcomponents of economic freedom toward economic growth. Study 

employed the Heritage Foundation economic freedom rating of the world for analysis.  

They particularly emphasized on the significance and effects of government spending on 

economic performance of countries. They found that any increase in government 

spending demoralize the pace of real income growth through deterioration in economic 

freedom rating. And countries having comparatively better level of economic freedom 

enjoyed better economic development.  So according to their findings business 

liberalization is considered complementary for economic wellbeing, and the nature of 

connection between economic freedom and economic development was positive. 
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Lundstrom (2003) in his working paper “Effects of Economic Freedom on Growth and 

the Environment –Implications for Cross Country Analysis” argued toward the effects of 

different categories of economic freedom on economic prosperity.  Author employed the 

“The Fraser Institute” economic freedom rating of the world (EFW) by Gwartney et al. 

(2002) for empirical investigation. His major emphasis was on detection of kinds, pace 

and sequence of economic freedom and their impact on economic development as well as 

measurement problems and implications that usually faced by the researchers during 

research process. To point out the measurement problems he concluded that EFW index is 

developed on the approximation of different economic freedom categories. He argued it is 

the attribute of cross country analysis that it provides comparatively acceptable results 

even though the freedom measurements of different categories are not perfectly assessed. 

However, researchers can relax some troubles to some extant, such as selection of factors 

which affect the economic freedom rating, measurement techniques dissimilarities, index 

aggregation procedures variations and finally the testing procedure which declares that 

either our targeted variable is relevant or not. Commonly different researchers 

occasionally select dissimilar variables for measurement of economic freedom index 

according to accessible information. He also discussed with detail problems like model 

specification (level of changes, nonlinearity, the time dimension and interaction effects 

etc.), sensitivity tests (model specification and extreme point test), and potential 

econometric problems like multicollinearity, parameter heterogeneity, endogenity and 

causality. According to author these above mentioned dissimilarities origin the variations 

in results.  

Haan and Siermann (1996) scrutinized empirically the nature of relationships among 

political instability, political liberalization and economic prosperity.  Authors exercised 

the panel statistics of 97 countries for the period 1963 to 1988 for empirical analysis 
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In their article they examined the following three purposes; 

i.  Either the results declared by researchers across the world between political 

instability and political freedom are applicable for the countries having smaller 

geographical boundaries or not.  

ii. The second purpose of this study was that whether already existed estimates are 

sensitive with respect to change in measurement technique and difference in 

definition of political instability and political freedom or not?  

iii. The third purpose was the investigation of connection between political 

instability, political freedom and investment income ratio (IIR). 

They found that various regional groups of countries are often very different in findings. 

According to their finding only in Africa there is not any clear-cut evidence that political 

instability hampers the economic growth. In some cases political instability reduces the 

economic growth but in some other cases it remains unbiased. They found that political 

instability affect the pace of economic growth   by way of its direct and indirect impact on 

capital formation.  As far as the matter of Asia, empirical evidences proved that political 

instability hampered the speed of economic growth through reduction in investment. In 

Latin America there is also some, combine outcomes are observed. However the nutshell 

of study is that, conclusion of study extremely depends on functional form of regression 

model and selection of variables used as proxies of political instability. They found that 

Political repression and growth are positively associated in Asia. 

Lawson (2006) attempted to address the question of either level of economic freedom 

contribute toward growth or also changes in economic freedom. For this purpose author 

coated the reference of the De Haan et al (2003) study. In that study Haan criticized the 

vast number of studies, which include the level of economic freedom and the change in 

economic freedom as explanatory variables to investigate the impact of economic 
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freedom on economic growth. According to Haan level of economic freedom did not 

contribute forcefully toward economic growth. Lawson criticized the Haan and argued 

that both economic freedom level and change in economic freedom are justifiable.   

Author provided the example of Hong Kong, her economic freedom rating has been at the 

top in the world since 1970 and did not improve its freedom rating because that is already 

at its peak, and Hong Kong is enjoying approximately sustained economic growth. On the 

other hand Nicaragua have shown large improvement in economic freedom index ratings 

in recent years and but still have relatively low rating in the world.  However increase in 

level of economic freedom boosted her growth level.  According to author both factors 

have their unique importance in process of economic development instead severity of 

multicollinearity and specification bias problems.   

Gwartney and Lawson (2003) investigated the impact of the economic freedom on 

economic growth by using the panel data with five year lag observations of 99 countries 

from 1980 to 2000. They employed the economic freedom rating of the world measured 

by the Fraser Institute. Their study concluded the following important findings; 

 Maintenance of institutions and consistency of economic policies with economic 

freedom is a major determinant of difference in per capita GDP across the nations. 

According to their findings countries have better institutional quality and consistent 

economic policies in long run per capita incomes grow rapidly than those have 

comparatively deteriorate institutions and inconsistent policies. Better institutions and 

consistent policies also have positive, significant and robust effects on investment. Study 

proved that economic freedom positively and significantly affects the foreign direct 

investment. And higher income is directly associated with the more per capita foreign 

investment in human capital.  Countries having more business and other institutional 

freedom will have higher rates of capital formations and ultimately utilizes the better 
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economic growth than those economies did not have institutional freedom.  They also 

found that economic freedom not only exerts impacts on the level of domestic and foreign 

investment but it also improves the productivity of investment.  Finally, it is factual  

matter that  any change in the  economic freedom rating have a momentous  effect on 

long term growth, but it is also reality the powerful impact of institutional change will 

take time.  

Berggren (2003) stated that undoubtedly research on economic freedom is in embryonic 

stages, however uptill now studies proved that economic freedom is an imperative aspect 

which affects the economic prosperity. Author quoted the empirical reference of many 

other researchers and stated that economic freedom directly and indirectly enhances the 

growth of economies.  Economic planning which is considered central pillar of growth 

strictly relied on institutional framework and physically powerful legal structure and 

security of property rights.  It is the reality and common philosophy that weaker 

institutional mechanism can never attain better economic growth. Author also discussed 

the few disadvantages of economic freedom, for example he pointed out that rise in the 

ranking of economic freedom enhance the unequal distribution of income and some time 

misuse of resources due to mismanagement or self support policy rather than nation.  

overall  economic freedom has  positive and  significant effects on the  economic 

development all the way through reduction in government intervention in business 

activities, increase in domestic and foreign direct  investment, legal structure, security of 

human   and property rights and ownership etc. 

Haan and Strum (2000) compared “The Heritage Foundation” and “The Fraser 

Institute”   rating of economic freedom and investigate that whether economic freedom is 

really a matter for economic growth of economies or its level also has importance for 

economic prosperity. Furthermore authors also scrutinized the gesture of both economic 
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freedom indexes and try to examine that which indicator has most robust and powerful 

influence toward economic growth of economies. Study concluded that even though there 

are differences in gesture of economic freedom rating of both institutions, but instead of 

all this almost economic freedoms rating of the world is identical.  Few elements in these 

rating still have research thrust. Particularly the way is used and the weights which are 

assigned for empirical evaluation of rating of area Size of Government. Overall the 

foremost finale of this study is that, higher the economic freedom leads toward healthier 

economic growth while level of economic freedom is not   effectual in relation to steady 

stat economic growth.   

Erdal (2006) developed the rating of economic freedom of Italian economy by using the 

data from 1960 to 2000; furthermore author probed the impact of economic freedom on 

economic growth on Italian economy. The experimental upshots of this study pointed out 

that in both multivariate and bivariate analysis economic freedom positively, robustly and 

significantly affect the economic prosperity through improvement in human capital 

efficiency and factors of production output. It also affects the investment indirectly. The 

finding of this study support the endogenous theory of growth that endogenously 

determined factors like business  institutional freedom  contribute positively toward 

economic growth of the economy.   Erdal proved through empirical investigation that 

economic freedom in Italian economy directly; indirectly affect the steady state economic 

growth of the Italian economy.  

Ali and Crain (2001) evaluated the effects of economic freedom and political freedom 

on economic growth by using the panel data of 119 countries from 1975 to 1989; 

furthermore they investigated the robustness of Gastil rating of political freedom and 

economic freedom. This research also probed that either the conclusion of this study 

maintains the conclusions of other studies regarding the relationships between economic 
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freedom and economic growth, especially role of economic policies and institutions in 

market operation that how these factors affect the market prices and allocation of 

resources.  Authors concluded that relationships regarding economic freedom and 

economic growth are not unanimous and consistent with other studies.   Reasons of 

variations are dissimilarities in freedom measures.  On the other side study also concluded 

that level of civil liberties and freedom is not directly connected with economic prosperity 

of the economy.   

Mahmood et al. (2010) investigated the relationships between economic freedom and 

economic growth in some selected members of South Asian Association of Regional 

Countries (SAARC). Researchers used The Heritage Foundation economic freedom 

rating of these focused countries for analysis. Study hired the annual panel data of five 

SAARC member countries (Pakistan, India, Bangladesh, Nepal and Sri Lanka) form 1995 

to 2007. Research concluded that freedoms of six sector out of ten (trade freedom, 

business freedom, investment freedom, property rights, financial freedom and freedom 

from corruption) are robustly and positively linked with economic growth of these 

countries, while “size of  government” sector rating is negatively associated with 

economic prosperity.  Remaining three areas ratings were not contributing remarkably 

toward economic well being of above mentioned SAARC members’ countries.    Overall 

index of economic freedom confirmed the positive correlation between economic 

freedom and economic growth.  

4.4 Multiparty venture of Democracy and Economic Freedom for 

Economic Growth  

Nelson and Singh (1998) evaluated the impact of political liberalization and economic 

freedom on the economic performance of different economies under varied set of 

conditioning factors. The particular focus of Nelson and Singh was on economic 
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performance of developing nations. They used the data of two most recent decades of 67 

LDCs for comprehensive analysis. Study also addressed the question of causality between 

economic freedom, political democracy, and economic growth, whether democracy 

causes economic growth or economic growth origins the democracy? By using the set of 

regression equations to evaluate the comprehensive results they found that the countries 

with less restricted political  environments and higher level of  civil autonomy to their 

people   achieved remarkable  GDP growth rate than those countries which have centrally 

controlled government and restricted business environments. Overall this study provided 

the support to view that democracy is effective element for noteworthy economic growth. 

Nelson and Singh also concluded that hefty public sector consumption and economic 

freedom are also conducive to economic growth and play key role in growth 

determination. These statistical tests found that the unidirectional causality where 

economic growth caused the political democracy of economies, and did not found the 

reverse connection between these two.  Their empirical evidences reflected that the 

number of countries having high GDP growth rate and consequently improved 

democratic rights approximately was the same, countries where political liberties and 

civil society rights turn downed.    

Wu and Davis (1999) in their scholarly article “Economic Freedom and Political 

Freedom” discussed the tactic and various methods of economic freedom and political 

freedom measurement; they compared and discussed the plus points and shortcomings of 

different measurements. In empirical analysis section with the help of already existed text 

regarding the importance of political liberalization and economic freedom for healthier 

economic growth, they found that relationships between above said variables are 

conflicting. According to their findings mostly contradictions in results could be 

accredited to the contradictions of the results could be attributed to different functional 
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forms of model and dissimilarity of rating of indexes of a freedom, which is caused due to 

difference in technique of measurement. Therefore according to Wu and Davis the 

differences in results regarding the impact of economic freedom and political freedom on 

economic growth especially in less developed countries are caused by the difference in 

nature of regression model and dissimilarity of freedom indexes which are used as 

explanatory variables. 

Farr, et al. (1998) tried to probe the nature and direction of relationships between both 

institutional freedoms (political freedom and economic freedom) and economic 

development. In other words they investigated the causational associations between above 

mentioned three variables. To investigate the relationships they take two sets of the panel 

statistics, one from the industrial economies and second from non industrial countries, in 

addition employed Granger Causality technique for detection of nature of relationships. 

Researcher included some dummy variables in estimation to manage the cross country 

variations. The outcomes reflected that there exist identical correlations between focused 

variables in both categories.  Results indicate that both industrial and non industrial 

countries exhibit similar Granger causal relationships among the variables studied. 

Specifically, they found the bidirectional causality between economic freedom and 

economic growth in both industrial and non industrial countries, while the outcomes 

reflect that unidirectional causality between economic growth and political freedom 

where growth causes the political freedom but no reciprocal confirmations is found.  As 

far as the matter of the causality relationships between economic freedom and political 

freedom study originated that there exists the bidirectional causality between economic 

freedom and political freedom in both industrial and nonindustrial countries.  
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4.5 Institutional Freedoms and Economic Growth in Pakistan: A Review 

As far as the matter of availability of research literature focused on importance of 

institutional freedom for economic growth in Pakistan, up till now very little has been 

done regarding the liberty of business and political institutions and their impact on 

economic growth in Pakistan. Especially the issue of relationships between the economic 

freedom and economic growth in Pakistan is still has severe thirst of research. However 

few researchers paid attention on the above mentioned issue and contribute remarkably in 

growth literature.  

Mahmood et al. (2010) investigated the nature of relationships between democracy and 

economic growth in Pakistan by using the time series data from 1970 to 2007. Authors 

measured the rating of level of democracy in Pakistan during focused period annually by 

using the methodology of Alliance for Restoration of Democracy in Asia (ARDA). 

Researchers used the most recent econometric technique of estimation for reliable 

empirical analysis. Study concluded that the relationships between democracy and 

economic growth are inverse and insignificant in Pakistan, while economic growth in 

Pakistan is more consistent with nondemocratic period in Pakistan.   

Azid and Mahmood (2009) explored the nature of association between economic 

freedom and economic growth in Pakistan. Authors probed that whether their 

unidirectional, bidirectional causality between economic freedom and economic growth 

in Pakistan or both remain unbiased with respect to one another. Study used the time 

series data from 1970 to 2007, while rating of economic freedom was measured by 

adopting the methodology of The Fraser Institute.  Study concluded that the 

unidirectional causality between economic freedom and economic growth in Pakistan 

where economic freedom does not precedes the economic growth while the economic 

growth precedes the economic freedom conversely.  
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Monshipouri and Samuel (1995) found that the achievement of democracy in Pakistan 

is highly challenging, two major reasons are multifaceted sociopolitical environment and 

regular military interventions in national and regional politics. Ruling class in Pakistan is 

not able to defuse interethnic conflicts, sub national loyalties and rampant regional 

disparities by authoritarian practices. According to authors conclusions sustenance of 

democracy in long span of time in Pakistan is also ambiguous due to poverty and 

economic bottlenecks. This study also proved unable to determine the direction of causal 

associations between democracy and economic growth in Pakistan and found the 

contradictory results regarding the connection between above said variables. Under 

Pakistan unique circumstances the relationship between development and democracy is 

vague and uncertain. Economic growth in Pakistan is friendlier with authoritarian regimes 

than with democratic ones. The regular failure of democratic trial in Pakistan since its 

independence demands further clarification linked strongly to how regional conflicts and 

disparities, praetorian rule, sub national identities, institutional obstacles, corruption, 

domestic violence, and political decay interact within Pakistan’s political order. Authors 

also focused the social regional disparities and conclude that the political regimes try to 

eliminate these disparities between regions and classes proved comparatively fruitful than 

those democratic and non democratic governments neglect this worthy point. The nutshell 

conclusion of study is that democracy partially promote the economic growth but in 

return with out the simultaneously of civil society and elimination of regional disparities 

economic growth by itself will not in position to fetch the democracy in Pakistan. 

Alliance for Restoration of Democracy in Asia (ARDA) (2005) published foundation 

report regarding the level of democracy in Pakistan titled “Pakistan Democracy Index”. 

ARDA prepared this foundation report with the cooperation of Pattan Development 
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Organization.24 ARDA first time measured the rating of democracy in Pakistan and 

according to its rating the overall rating of democracy was 46.88% in the focused period. 

According to report area wise rating of index was, Election and Political Process was 

37.95%, Civil liberties 59.6%, Governance and Corruption 32.48%, Media 61.95, Rule of 

law 33.13%, and Participation and Presentation. As far as the matter of final conclusion 

of the report, ARDA report concluded that lesser tenure and discontinuity of selected 

governments is the major reason of lower rating of democracy in Pakistan.  Undoubtedly, 

dismissal of democratic government hampers the rank of democracy and Pakistan 

exercised it again and again in her just above the half century life, so the rating of 

democracy index is lowered in Pakistan.  

Hasan (2006) focused in detail the impact of political and economic deeds on economic 

prosperity of Pakistan during last 50 year. According to author approximately all political 

governments have economic and national agendas to reach the economic prosperity, but 

unfortunately up till the moment Pakistan did not achieve the smooth and steady state 

economic growth and clear economic vision about future.  In past almost  all political 

regimes focused on development of defense  capabilities , rapid industrialization, lesser 

trade coalition with India, and the more important seeking toward financial assistance 

from abroad especially from USA.  Inconsistent economic policies due to damaged 

democracies severely hampered the economic prosperity of Pakistan. Poor governance, 

personal benefits based politics, and reduced financial assistance from abroad were the 

prominent attributes of almost all democratic governments, consequently, Pakistan did 

not achieve the stable economic growth.   On the other hand, consistent economic 

policies, remarkable foreign remittances, financial assistance form abroad and 

comparatively better governance stimulate the economic growth in nondemocratic 

                                                 
24Pattan Development Organization ,H. 5 Street  58, F 10/3 Islamabad 
Website: www.pattan.org 
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governments.  But overall Pakistan could not attain the stable, consistent and remarkable 

economic growth due to puzzled future vision lack of clarity of economic targets.    

Looney (1997) elaborates that, undoubtedly like all other countries rising economic 

freedom definitely will be fruitful for economic performance of Pakistan. In the end of 

the 20th century Pakistan reduced its government sector remarkably, which is indication 

of liberalization of economic activities in Pakistan. It is true that Pakistan experienced 

drastic financial crises in end of nineties of twentieth century; however one of the 

remedial measures of such crises is more liberalized economic environment.  Countries 

having more economic freedom can not boost up   their economic performance than those 

countries, which improved their economic freedom from worsen to better rating.  With 

the improvement in economic freedom their economic performance moves toward 

economies of scale and perfection which in turn uplift the economic growth.   The 

situation of economic freedom in Pakistan is not extraordinary; through improving it 

Pakistan can attain the higher level of economic growth.      

Wagner (1998) studied the nature of democracy in south Asian countries India, Pakistan, 

Nepal, Sri Lanka, Bangladesh, and Bhutan. Author tried to find out the answer of 

questions whether commonly used minimalist definition of democracy will be applied to 

South Asia and if applied then what problems will be faced by the South Asian countries. 

Here author sought to link political developments in South Asian democracies with 

theoretical debate on democratization and consolidation. Here author introduced the 

concept of fragmented democracies to cope with the peculiarities of the subcontinent. 

This concept helps to refine the picture by combining a view of how democracies develop 

with the problems of state and nation building. These problems like inadequacies in voter 

registration procedures, and the enforcement and protection of constitutional rights 

represented by gray area in study. Wagner stated that as for nation building satisfying the 
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claims of ethnic groups seeking autonomy or special privileges can by regarded as the 

greatest challenge for the process of democratic consolidation. This is because such 

demands have the potential to threaten both the territorial unity of the state and the 

authority of the central government. It is also observed that the consolidation of 

democracy is dependent on the roles of various political actors, like attitude of population 

and successful economic development.  But no one can ignore the fact that democracy 

rely on the concept of a state that makes claims for territorial and constitutional unity both 

in the field of nation and state- building. A soft state with poor economic performance 

and multiethnic society experience constitutionalist approach to state building then 

outcome may be described as fragmented democracy.  According to author Inspite of all 

above mentioned problems growth of political freedom in South Asia is remarkable. 

Instead of political social and economic fluctuation advancement in political process in 

whole region is worthy. But it would also appear that fragmentation has become a 

structural problem for the democracies of South Asia rather than being a merely 

transitional phenomenon.   

4.6 Conclusion  

The overall reflection of current section of this study reveals that the associations between 

democracy, economic freedom and economic growth are not as clear and simple as the 

common philosophy. It is the general belief that both democracy and economic freedom 

have positive association with economic prosperity. Proponents of this judgment argue 

that democracy encourages the economic growth by improving the social status of 

community through better income distribution and improved human capital (Feng 1997;  

Tavares and Wacziarg 2001; Boix 2001). It is also  upshot of studies that healthier 

economic freedom promotes the  business environments through competition and as a 

result economic agents utilize their resources efficiently for better economic activity on 
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their on behaves rather than as an agent of others (Mahmood et al. 2010; Gwartney and 

Erdal 2006; and Haan and Sturm  2000). 

But some from available literature also negates the common belief. Rose (2006); 

Doucouliagos and Ulubasoglu  (2008);  Helliwell (1994); Keefer and Khemani  (1993); 

and Shen (2002) are proponents of nondemocratic style of administration. They argued 

that, ineffective functioning of premature democracy, inconsistent economic policies of 

vulnerable and short tenure democracies, promotion of corruption and bribery among 

politicians, huge non development expenditure at the cost of development projects are 

common  few attributes of some democratic governments which   severely hamper the 

pace of economic growth especially in less developed countries.  Some other researchers 

Ali and Crain (2002); Barro and Sala-i-Martin (1995), found adverse association between 

economic freedom and economic growth.  They conclude that more civil liberties and 

higher freedom are luxuries, and economic systems of few less developed countries can 

not afford these luxuries. Most recent studies, e.g. Helliwell (1994); de Hann and 

Siermann (1996); Alesina et al. (1996) determined that democracy and economic growth 

are uncorrelated. 

 Therefore, it is impossible to negate the judgments that institutional factors like 

democracy and economic freedom may sponsor economic prosperity in one country but 

not in the other country where sociopolitical environment is not identical. Outcome is 

more contradictory and vague due to difference in importance and nature of these 

variables for targeted country. This is not astonishing because each country has its own 

economic and political restriction. Consequently, one can not expect identical conclusions 

from different studies. 
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Chapter 5 

Theoretical and Methodological Framework 

5.1 Introduction 

Chapter five enlightens variables, sources of statistics, estimation techniques and 

information of other preliminary statistics of current research. This chapter has its unique 

importance because anthology of purified data and selection of appropriate empirical 

methodology are considered as the central pillar of any research.  It is obvious that 

collection of raw data or selection of inappropriate estimation methods misleads the 

researcher through provision of incredible and erroneous results. Therefore this chapter 

explains comprehensively the estimation techniques and other statistical information used 

in this research. This chapter is divided into following sections: 

Section 5.2 Data, highlights the issues of data, in section 5.3 Theoretical Framework; this 

study presents the available theoretical background related to such type empirical 

investigation. Section 5.4 is based on Methodological Framework and the last section 5.5 

Conclusion summarizes the chapter discussion. 

5.2 Data  

This study uses the time series annual statistics from1970 to 2007. In current study 

Economic Freedom Index (EFI) and Democracy Index (DCI) are core explanatory 

variables. Gross Domestic Product (GDP) with base 2000 and Per Capita Gross National 

Income (PCGNI) are used here as proxies of national income growth. Per Capita Gross 

National Income is measured in Pakistani rupee (P.Rs).  Gross Fixed Capital Formation 

(GFCF) and Gross Total Investment (GTI) are representative of investment expansion. 

GTI and GFCF are measured in billions Pakistani Rupee.  National Savings (NS), 

Employed Labor Force (ELF),Population Growth (POPG), Openness (OP), Human 
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Capital (HC), Health Expenditure % of GDP (HE), Life Expectancy (LE), Crude Death 

Rate(CDR), Total Number of (Primary+ Middle+ High) School (TNS), M2/GDP, 

Scheduled Banks Assets Growth Rate (SBAGR), Total Scheduled Banks Branches 

(TSBB), Number of Listed Companies at Karachi Stock Exchange (LCKSE), and Real 

Deposit Interest Rate (RDR)  are the other variables employed by this study. GTI, GFCF, 

NS, ELF, POPG, OP and HC are used in this study to investigate the strength of fiscal 

expansion in Pakistan. HE, LE, CDR and TNS are employed here to probe the impact of 

rating of economic freedom and level of democracy on social sector development in 

Pakistan, while M2/GDP, SBAGR, TSBB and LCKSE are engaged to explore the nature 

of contact of institutional freedoms on capital and financial markets enlargement.  

the source of GDP, PCGNI, GFCF, POPG, OP is  the international Financial Statistics 

(IFS), in addition to figures  of GTI, NS, ELF, HC, HE, LE, CDR, TNS, M2/GDP, 

SBAGR, TSBB and LCKSE  variables are taken from the “Hand Book of Statistics on 

Pakistan Economy 2005” and annual reports published by State Bank of Pakistan, 

whereas, statistics of EFI and DCI are developed by the current study by adopting the 

methodology  of The Fraser Institute Canada and Alliance for Restoration of Democracy 

in Asia ( ARDA) respectively.     

5.3 Theoretical Framework 

As far as the matter of availability of literature on focused issue and directions of thinking 

of intellectuals regarding the relationships between targeted variables, it is not as common 

as the general philosophy. The nature of relationships between economic freedom and 

economic growth and similarly between democracy and economic growth strictly depend 

upon the political, geographical, social, economical and   financial conditions of 

economies. In this regard following views are available. 



 
 

 117

According to a group of economists and researchers a notable factor which is considered 

responsible for better economic growth is economic freedom.  They basically believe that 

the economic freedom is a system of competition where resources are utilized efficiently 

for better economic activity. Proponents of this school of thought give the example of so 

called development dictators e.g. Taiwan, Singapore and South Korea (Lee 1994). 

Bhagwati (1995); Gwartney and Lawson (2002); Weede and Kampf (2002); Barro 

(1990); Barro and Sala-i-Martin (1995).; Gwartney, Lawson and Block (1996); Islam 

(1996), and Nelson and Singh (1998) concluded that economic freedom positively and 

considerably influence the velocity of economic wellbeing.  

A second group viewed that it is the democracy which accelerate the economic growth. 

Clague et al. (1996); Haggard (1995); Minier (1998); and Wacziarg (1998) argued that 

democratic economic enlargement is superior to the other one. Baum and Lake (2003); 

Lake and Baum (2001) found positive and significant impact of democracy on economic 

growth. 

 A third group disliked the democratic government if the purpose is better economic 

wellbeing.  Proponents of this thinking quoted the example of China and argued that 

China attained the economic prosperity during non democratic regimes. Furthermore, like 

Taiwan, South Korea and some other Asian countries economically performed well 

during nondemocratic periods.  According to (Hayek, 1994); Shen  (2002); Sirowy and 

Inkels (1990) democratic style of government is lavishness  and it can not be affordable 

by least incomes countries. In their investigation they found that the democracy 

negatively affects the steady state economic growth.   

 Democracy remains unbiased toward economic growth or in other words economic 

growth and democracy are uncorrelated.  It is the accepted wisdom of another group of 

thinker. (Barro and Lee (1994); Helliwell (1994); Hann and Siermann (1996); Levin and 
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Renelt (1992) found that only democracy in the absence of development strategies and 

managed institutional structure cannot enhance the level of economic growth. Barro and 

Lee (1994); Helliwell (1994); Hayek (1994); Hann and Siermann (1996); Levin and 

Renelt (1992); and Alesina et al. (1996) found no relationship between growth and 

democracy.  

5.4 Methodological Framework 

So as to scrutinize the upshots of economic freedom and democracy on growth pattern in 

Pakistan this study regressed a number of regression models for comprehensive analysis 

from all aspects. A general econometric equation which represents model is as follow:  

 

 

 

 This study used above mentioned variables in natural logarithm form to asses the 

significance of economic freedom and democracy for growth purpose. So the log 

transformation of our general model will be as follow: 

 

 

Where growth indicators (GI) are all those variables which study used as proxy of 

growth.  β0 is intercept and all other β1  to βn   are  slope coefficients. Economic freedom 

Index and democracy Index represent the existing rating of economic freedom and 

democracy in Pakistan during concerned period. Z is representing the control or 

supportive regressors. These variables are included in model to get better results.   εt is 

stochastic error term which capture the effectiveness of other variables affect growth but 

study did not include these in model.  
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5.4.1 Unit Root Dilemma 

It is also proved that the problem of non stationarity has its own implication in empirical 

analysis especially in time series investigation. The unit root process explains that either 

our given series are variant or invariant during a specific time period.  If any series 

changed its attributes over time then in econometrics analysis one can say that the focused 

process is non stationary. It may be difficult for researchers to represent the future and 

past time lags with a simple model without considering the time lags, and then as a result 

they may commit the model misspecification. But if the given series are invariant in given 

time process, then researcher can estimate the equation and coefficients are estimated 

from the past statistics of given series.  

The researchers depend on ADF (Augmented Dicky Fuller) and DF-GLS (Dicky Fuller 

Generalized Least Square) tests for unit root analysis. Because ADF investigate the order 

of integration that either our focused variables are stationary at level / at first difference or 

not. 

 Due to less reliability of ADF for little range data (Dejong et al. 1992, Harris 2003, 

Shahbaz et al. 2008) the DF-GLS is the second test which we use here for scrutiny of unit 

root problem. This is considered more reliable test especially for small number of 

observations. Dejong et al. (1992) and Harris (2003) summarized that some time ADF 

committing type 1 and type 2 error when samples size are small. Then for more reliability 

we use DF-GLS as well as ADF test.  

Elliot et al. (1996) and then his follower Ng Perron (2001) established DF-GLS unit root 

test especially for small number of observations. This test is based on the assumptions 

that data should have a need to probe the integration of given variables. To explain the 

test let the variable is series is X, and test is based on the H0 hypothesis: H0: β=0,  
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Where focused variable X has variant series and the null hypothesis of focused test is 

indicating that our given variable X has a random walk trend with drift, which is 

explained as:  

 

Where two assumptions are made by the researcher, 

i. Our	 given	 variable	 X	 has	 linear	 trend	 with	 respect	 to	 time	 and	 also	 is	

stationary.		

ii. Our given variable is stationary with other than zero mean, but did not has linear 

trend with respect to time.  

But to consider the H1 (Alternative Hypothesis) the DF-GLS test is worked by make use 

of GLS.  Through this method DF-GLS estimate the intercept and trend of equation. The 

DF-GLS estimation is investigated through the following technique: 

  

In addition to  

Where “T” represents data size of X variable, but the Method of Ordinary Least Square is 

worked through this equation:  
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To remove the trend from variable X, OLS estimators’   φ0 and φ1 are employed here. 

Through OLS regression ADF test is engaged on the altered variables as:  

 

 

Further the ADF regression is employed on newly designed variable, and inquired that 

either  

H0= ρ=0. 

In 2001 Ng Perron constructed four additional test to enquire the de-trend in data where 

author  used the forms Zα  and Zt statistics,  of Philip- Perron (1988); Elliot et al. (1996) 

designed optimal most excellent figures  and Bhagvara (1986) figures known as R1 

statistics. The terms are explained as under:  

 

Although prearranged GLS tailored de-trend information was: 
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As far as the matter of the co-integration analysis, conventional approach of co-

integration investigation is condemned because it does not care that either there is unit 
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vital but unit root enquiry has its own unique importance in unbiased empirical analysis.  

Co-integration test probe that either our in-variant statistics of given variables are 

correlated in long run span of time or not. Furthermore, if given variables are correlated 

then whether these are according to theoretical framework and given restrictions or not. 

Thus in this respect one can say that co-integrations investigations demonstrate the true 

picture of long run relationships or equilibrium relations among focused economic 

variables. This work used the Autoregressive Distributed Lag Model which is one of most 

reliable method to examine the relationships between variables in long span of time.  

5.4.3 Autoregressive Distributed Lag Model  

In economic research the determination of long run relationships between the variables is 

important. Econometrics literature offers a verity of co-integration of testing techniques, 

the pioneering work of Engle and Granger (1987)25; Phillips and Hansen (1990);  

Johansen’s multivariate tests ( 1991,1995) tests with unknown timing break ECM test 

(Banerjee et al. 1998), and so on. But all this examination depends on the co-integartion 

investigation technique or procedure which is constructed by  Pesaran et al. (2001). 

Bounds test approach of co-integration is the other name of   Pesaran et al. technique.   

This technique is based on the comparison of calculated and critical F ratios, derived from 

the focused sample size. F statistics are calculated through standard Wald test. The F-

statistics tests the join significance of the slope coefficients with one period lagged value 

of the variables.  

To obtain the calculated F ratio one should have to assume the null hypothesis that there 

is no existence of long run relationships. The ARDL approach does not require the some 

pre test like Johansen’s approach that whether focused variables are integrated at level or 

at first difference.  The ARDL test is the most suitable test for examination of long run 

                                                 
25 The classical approach of residual based co-integration tests. 
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relationships between targeted variables; it provides the most reliable results either 

focused variables all are integrated at level, at first or fractionally. 

This approach has some plus points against the remaining co-integration measures.  

i. It measures the short run estimators and long run parameters simultaneously.  

ii.  It provides the most reliable results either focused variables all are integrated at 

level, at first or fractionally. 

iii. The ARDL technique is better than the multivariate co-integration method on the 

basis of small properties.  It probes the long run association as well as the short run 

connection between focused variables.  

iv. Latest ARDL approach of long run relationships investigation is more purified and 

reliable than other available conventional techniques of estimations.    

As far as the matter of this study, ARDL investigation will employ the following 

unrestricted error correction model to investigation the integration between variables.  

 

 

 

Where “Z” stands for control variables. Notation of summation in above said equation is 

demonstrating the error correction mechanism, while the remaining part of this equation 

is concerned with long run associations between variables.   To test the long run 

relationships between targeted variables researcher employed the F statistics on empirical 

ground with following null hypothesis  

0: 43210  H   

To identify the significance level of targeted ratio author work out the two sets of critical 

values; first set presumes that each and every variable is integrated at level {I(0)}, while 

the other assumes that all variable are integrated at first difference  {I(1)}, as far as the 
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matter of acceptance and rejection of null  hypothesis H0, if the calculated F ratio is 

greater than the upper limit or upper bound value then one should have to accept the  

alternative hypothesis. It means there is an existence of long run relationships between 

targeted variables. On the other side if the calculated F value falls in between the upper 

and lower bound values then one can not decide about the acceptance or rejection of null 

hypothesis.  The third possibility is researcher will accept the null hypothesis if the lower 

bound value exceeds the computed F ratio. Acceptance of null hypothesis 

( 0.........: 210  NH   ) mean there is no co-integrated vector or existence of 

long run relationships between concerned variables.    

Furthermore, if all the variables are integrated at first order then decision is made on the 

basis of upper bound value and if all variables are integrated at level then decision is 

made on the basis of lower bound value. In so far as the matter of regression model of this 

study where researcher will estimate the significance of institutional freedom on 

economic growth, the following regression model is estimated: 

 

On the other hand to understand the short run variations of variables the ARDL specifies 

the following error correction model (ECM):  

 

In this model the error correction mechanism is defined as: 
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Variety of diagnostic and stability tests are also enhance the credibility of the ARDL 

model. Through diagnostic tests researcher examine about the presence of 

autocorrelation, heteroscedasticity and appropriate functional form of the model. One can 

also asses the credibility of model through the prediction power of model. Through this 

technique model will consider the good fitted if the error or the difference between 

predicted value and real observation is minimum. 
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5.5 Conclusion 

In sum the chapter five “Theoretical and Methodological Framework” study windup the 

discussion that, current research employed 19 different  (GDP, PCGNI, GTI, GFCF, NS, 

ELF, POPG, OP, HC, HE, LE, CDR,TNS, M2/GDP, SBAGR, TSBB, LCKSE, EFI and 

DCI) explanatory and explained variables in empirical investigation. GTI, GFCF, NS, 

ELF, POPG, OP and HC are used in this study to investigate the strength of fiscal 

expansion in Pakistan. HE, LE, CDR and TNS are employed here to probe the impact of 

rating of economic freedom and level of democracy on social sector development in 

Pakistan, while M2/GDP, SBAGR, TSBB and LCKSE are engaged to explore the nature 

of contact of institutional freedoms on capital and financial markets enlargement. 

Statistics of EFI and DCI are developed by the current study by adopting the 

methodology of The Fraser Institute Canada and Alliance for Restoration of Democracy 

in Asia (ARDA) respectively. This study employed the most reliable econometrics 

technique known as ARDL approach to probe existence of long run association between 

given variables. To ensure the credibility of empirical analysis methodological framework 

employed the unit root investigation and variety of diagnostic and stability tests. Through 

diagnostic tests researcher examine about the presence of autocorrelation, 

heteroscedasticity and appropriate functional form of the model   

As far as, the matter of theoretical background, in the presence of rich literature , it is 

impossible to negate the judgments that institutional factors like democracy and economic 

freedom may sponsor economic prosperity in one country but not in the other country 

where sociopolitical environment is not identical. Outcome is more contradictory and 

vague due to difference in importance and nature of these variables for targeted country. 

This is not astonishing because each country has its own economic and political 

restriction. Consequently, one can not expect identical conclusions from different studies. 



 
 

 127

 
References 

Banerjee, A., Dolado, J. and  Mestre, R. (1998), “Error Correction Mechanism Test for 

co-integration in a Single Equation Framework” Journal of Time Series Analysis, 

19, pp.267-283. 

Barro, R. (1990), “Government spending in a simple model of endogenous growth” 

Journal of Political Economy, 98:5/2:pp.103-117. 

Barro, R. and  Lee, J. (1994), “Sources of Economic Growth” Carnegie Rochester 

Conference Series on Public Policy, 40(June), pp.01-46. 

Barro, R. and Sala -i- Martin, X. (1995),  Economic Growth, New York McGraw-Hill. 

Baum, M. and Lake, D. (2003), “The Political Economy of Growth: Democracy and 

Human Capital” American Journal of Political Science, 47:2, pp.333-347. 

Bhagwati, J. (1995), “Democracy and Development: New Thinking on an old Question” 

Indian Economic Review,30,pp.1-18. 

Bhargava, A. (1986), “On the Theory of Testing for Unit Roots in Observed  Time 

Series” 

Review of Economic Studies, 53:3,pp.369-384.  

Clague, C., Keefer, P. and  Olson, M. (1996),  “Property and contract rights in autocracies 

and   democracies” Journal of Economic Growth, 1:2, pp.243-276. 

Dejong, N., Nankervis, J. and Savin, N. (1992), “Integration versus Trend Stationarity in 

Time Series” Econometrica, 60, pp.423-433. 

Dickey, D., and Fuller, W.A. (1979), “Distribution of the Estimates for Autoregressive 

Time Series with Unit Root” Journal of the American Statistical Association, 74 

(June), pp. 427-431. 

Elliot, G., Rothenberg, T. J. and Stock, J.H. (1996), “Efficient Tests for an Autoregressive 

Unit Root” Econometrica, 64, pp.813-836. 

Engle, R. and Granger, C. (1987), “Co-integration and Error Correction Representation, 

Estimation and Testing” Econometrica, 55:2, pp.251-276. 

Gwartney, J., Lawson, R. and Block, W. (1996),  Economic Freedom of the World: 1975-

1995, Vancouver: Fraser Institute. 

Gwartney, J. and Lawson, R. (2002),  Economic Freedom of the world: 2002 Annual 

Report, Vancouver: Fraser Institute. 



 
 

 128

Haggard, S. and Kaufman, R. (1995),  The Political Economy of Democratic Transition, 

Princeton: Princeton University press. 

Haan, J.and  Siermann C. (1996),  “Political Instability, Freedom, and Economic Growth: 

Some Further Evidence” Economic Development and Cultural Change, 

44:2(January), pp.339-350. 

Harris, R. and Sollis, R. (2003),  Applied Time Series Modeling and Forecasting, Wiley: 

West Sussex.  

Helliwell, J. (1994), “Empirical Linkages between Democracy and Economic Growth” 

British Journal of Political Science, 24:2, pp. 225-248. 

Hayek, F. (1994), The Road to Serfdom, Chicago: Chicago University Press. 

Johansen, S. (1991), “Estimation and Hypothesis Testing of Co- integration Vectors in 

the Presence of Linear Trend” Econometrica, 59, pp.1551-1580. 

Johansen, S. (1995), “A Statistical Analysis of I(2) variables” Econometric Theory ,11, 

pp.25-59. 

Lee, D.  (1994),  “Private Enterprise Communism: The Shortest Path to Vietnamese 

Democracy” Contemporary Issues Series 63(St. Louis: Washington University 

Center for the study of American Business). 

Levin, R.. and  Renelt, D. (1992), “A Sensitivity Analysis of Cross Country Growth 

Regressions” American Economic Review, 82:4, pp.942-963. 

Ng, S. and  Perron, P. (2001),  “Lag Length Selection and the Construction of Unit Root 

Test with Good Size and Power” Econometrica, 69, pp.1519-1954. 

Minier, J. (1998), “Democracy and Growth: Alternative Approaches” Journal of 

Economic Growth, 3:3, pp. 241-266. 

Nelson, M. A., and Singh, R.D. (1998), “Democracy, Economic Freedom, Fiscal Policy, 

and Growth in LDCs: A Fresh Look” Economic Development and Cultural 

Change, 46:4.(July), pp.677-696. 

Pesaran, M.H., Shin, Y. and Smith, R.J. (2001), Bound Testing Approaches to the 

Analysis of Level Relationships” Journal of Applied Econometrics, 16:3, pp.289-

326.  

Phillips, P. and Perron, P. (1988), “Testing for a Unit Root in a Time Series Regression” 

Biometrika 75:2, pp.335-346.  

Phillips, P. and Hansen (1990), “Statistical Inference in Instrumental Variables 

Regression with I (1) process” Review of Economic Studies,57, pp 99-125.  



 
 

 129

Shahbaz, et al. (2008), “Rural-Urban Inequality under Finance and Trade Nexus: An 

Econometric evidence” paper in PSDE 23rd Annual General Meeting and 

Conference. 

Shen, J. G. (2002), “Democracy and Growth: an alternative empirical approach” 

discussion paper Bank of Finland Institute for Economics in Transition, BOFIT 

13. 

Sirowy, L. and Inkels, A. (1990), “The Effects of Democracy on Economic Growth and 

Inequality: A Review” Studies in comparative International Development, 25, 

pp.126-157. 

Wacziarg, R. (1998), “Measuring the Dynamic gains from trade: World Bank working 

Paper series, 2001.  

Weede, E. and Kampf, S. (2002.), “The Impact of   Intelligence and Institutional 

Improvement on Economic Growth” Kyklos, 55:3 pp.361-380. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 
 

 130

Chapter 6     

Pakistan’s Economic Freedom Rating and Democracy 

Indexation 

6.1 Introduction 

The sixth chapter of this study is Pakistan’s Economic Freedom Rating and Democracy 

Indexation. Commonly each chapter of any research has its own importance. Similarly 

this chapter also has its unique worth especially for this research work, because this study 

is relied on two core explanatory variables, first is economic freedom rating of Pakistan 

and second one is  level of democracy in Pakistan. Chapter six provides the numerical 

estimates of these two core explanatory variables. The statistics of these two variables are 

measured from 1970-2007. Economic freedom rating is measured by adopting the 

methodology of “The Fraser Institute Canada” while level of democracy is designed 

according to the Alliance for Restoration of democracy in Asia (ARDA) proposal.  Rest 

of this chapter is sorted as follow: 

Section 6.2 elaborates the Measurement of Economic Freedom index, section 6.3 focuses 

on Measurement of Democracy index and the last section 6.4 is conclusion.  

6.2 Measurement of Economic Freedom  

Measurement of economic freedom is no doubt is a difficult task. Especially its 

measurement requires the determinants according to political and economic environment 

of country. This study used The Fraser Institute Vancouver Canada methodology for 

measurement of economic freedom level in Pakistan. As far as the matter that why this 

study employed the methodology of The Fraser Institute Vancouver Canada instead of 

others likes The Heritage Foundation etc. for measurement of Pakistan’s economic 

freedom index . The vital reason of selection of The Fraser Institute methodology for 

measurement of economic freedom index for Pakistan is, in the latest version “Economic 
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Freedom of the World 2008” this institute include almost all those factors in the 

measurement of economic freedom rating which are considered responsible directly or 

indirectly in measurement of economic freedom’s degree or strength.  

Fraser Institute index is based on 5 areas, 20 components and 24 subcomponents. In 

estimation of economic freedom index of Pakistan this study lit bit changed the 5th area’s 

component (Regulation of Credit, Labor, and Business), because collection of statistics of   

subcomponents  belonging to business and labor market regulations (Impact of Minimum 

Wage, Hiring and Firing Practices, Share of labor force whose wages are set by 

centralized collective bargaining, unemployment benefits, and use of conscripts to obtain 

military personnel and as well as business market regulation like price control, burden of 

regulation, time with government bureaucracy, and starting a new business and irregular 

payments) is  no doubt  a difficult task. Especially in developing country likes Pakistan 

where the information of these variables is not available. So due to unavailability of 

required information study exclude these subcomponents from measurement of economic 

freedom index of Pakistan.  

Area wise detail of its components and subcomponents is as follow: 

Area 1:         Size of Government: Expenditure, Taxes, and Enterprises 

 General government consumption spending as a percentage of total 

consumption. 

 Subsidies as a percentage of GDP. 

 Gross fixed capital formation in public and general government sector as a 

percentage of total gross fixed capital formation. 

Area 2:         Legal Structure and security of property Rights 

 Judicial independence. 

 Impartial courts. 
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 Protection of intellectual property. 

 Military interference in rule of law and the political process. 

 Integrity of the legal system. 

Area 3:      Access to Sound Money 

 Average annual growth of the money supply in last 5 years minus average 

annual growth of real GDP in the last 10 years. 

 Standard inflation variability during last 5 years. 

 Recent inflation rate.  

 Freedom to foreign currency accounts by % of the foreign banks branches to 

total commercial banks branches. 

Area 4:      Freedom to Trade Internationally 

 Revenue from taxes on international trade as a percentage of exports plus 

imports. 

 Trade deficit GDP ratio. 

 Days required for transactions of exports and imports. 

 (X+M)/GDP ratio. 

Area 5:          Regulation of credit markets 

 Domestic bank faces competition from foreign banks. 

 Percentage of credit extended to private sector. 

According to The Fraser Institute methodology construction of Economic Freedom Index 

(EFI) is based on partially primary and secondary information. Except area 2 all other 

areas indexes can be measure with the help of secondary data. This study took the 

secondary statistics of all components and subcomponents from “Hand Book of Statistics 

on Pakistan Economy 2005” and the State Bank of Pakistan annual reports. In Pakistan 

fiscal year starts from 1st of July to 30th of June of next year.  Like wise fiscal year 1970-



 
 

 133

71starts from July 1st 1970 to 30th of June 1971. Fiscal year 1970-71 Value of any 

variable is taken as value of year 1970 and so on. But the ranking of the area 2 is purely 

based on primary information. For this purpose this study developed questionnaire given 

in appendix A 1 according to The Fraser Institute format.  

Respondents can rank their answer between zero and 10. Zero strands for lowest level of 

this sector freedom and 10 indicates the highest level of freedom of focused sector. Total 

collection was 200 questionnaires and respondents were peoples belong to judicial 

systems of Pakistan and at least 50 year old for better and unbiased assessment. Targeted 

cities from where this study  collect response were Karachi, Hyderabad, Rahim Yar Khan, 

Bahawalpur, Mailsi, Vehari, Lodheran, Multan, Fasilabad, Bhakher, Sergodha, Lahore 

and Quetta. Year wise assessment was too difficult then study divide 38 years time period 

into seven groups according to political regimes, because it is generally observed that 

judicial system environment remains the same during one regime. 

Firstly, this study measured the area wise rating, and denoted by R1, R2, R3, R4 and R5. 

Here R1, R2, R3, R4 and R5 represent the rating of area1, area2, area3, area4, and area5 

respectively. Then after area wise measurement of level of economic freedom in Pakistan, 

study  calculate the aggregated index of economic freedom of Pakistan simply by taking 

the simple average of indexes of above mentioned five areas as:  

EFI = (R1+ R2+ R3+ R4+ R5)/5                                

 The rating of economic freedom move between zero and 10. Zero indicates the 100% 

absence of economic freedom while 10 represents the 100% economic freedoms exists in 

economy.  
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Area 1: size of Government Expenditure, Taxes, and Enterprises 

 

Table 6.1                                  Aggregate Index of Area One 

Year r1.1 r1.2 r1.3 R1 Year r1.1 r1.2 r1.3 R1 

1970 7.28 9.78 2 6.35 1989 4.93 6.85 2 4.59 

1971 6.51 9.67 2 6.06 1990 5.37 7.85 2 5.07 

1972 6.73 8.70 0 5.14 1991 6.08 8.28 2 5.45 

1973 7.59 1.245 0 2.95 1992 5.99 8.84 2 5.61 

1974 7.18 1.34 0 2.84 1993 6.49 9.26 2 5.91 

1975 7.07 4.65 0 3.90 1994 6.68 9.87 2 6.18 

1976 7.21 7.40 0 4.87 1995 6.24 9.07 2 5.77 

1977 7.33 5.97 0 4.43 1996 6.63 9.39 2 6.01 

1978 7.61 1.17 0 2.93 1997 6.87 9.45 4 6.77 

1979 7.72 3.46 0 3.72 1998 7.32 9.14 2 6.15 

1980 7.42 5.77 0 4.39 1999 7.82 8.39 4 6.73 

1981 7.33 6.28 0 4.54 2000 8.28 8.44 4 6.90 

1982 6.79 5.24 0 4.01 2001 8.13 8.64 6 7.59 

1983 6.45 5.59 0 4.01 2002 8.20 7.08 6 7.09 

1984 6.45 5.49 0 3.98 2003 8.46 7.15 4 6.53 

1985 6.12 5.57 0 3.90 2004 8.98 6.44 6 7.14 

1986 5.74 7.33 0 4.35 2005 9.04 5.63 6 6.89 

1987 4.75 6.76 0 3.83 2006 8.75 5.13 4 5.96 

1988 4.11 6.34 0 3.48 2007 7.85 5.43 4 5.76 

 

Where R1= (r1.1 +r1.2+ r1.3)/3                                                     Source: Calculated by Author of this Study 
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Components of Area One 

Table 6.1.1       General Govt. Consumption Spending as % of Total Consumption 

Year (G/GDP)100 r 1.1={(Vx-Vi)/(Vx-

Vm)}10 

Year (G/GDP)100 r 1.1={(Vx-Vi)/(Vx-

Vm)}10 

1970 10.44 7.28 1989 15.14 4.93 

1971 11.98 6.51 1990 14.26 5.37 

1972 11.55 6.73 1991 12.84 6.08 

1973 9.83 7.59 1992 13.02 5.99 

1974 10.64 7.18 1993 12.02 6.49 

1975 10.86 7.07 1994 11.64 6.68 

1976 10.58 7.21 1995 12.52 6.24 

1977 10.35 7.33 1996 11.75 6.63 

1978 9079 7.61 1997 11.26 6.87 

1979 9.57 7.72 1998 10.36 7.32 

1980 10.16 7.42 1999 9.37 7.82 

1981 10.34 7.33 2000 8.45 8.28 

1982 11.42 6.79 2001 8.75 8.13 

1983 12.09 6.45 2002 8.6 8.2 

1984 12.10 6.45 2003 8.09 8.46 

1985 12.76 6.12 2004 7.04 8.98 

1986 132.53 5.74 2005 6.92 9.04 

1987 15.51 4.75 2006 7.13 8.75 

1988 16.78 4.11 2007 9.12 7.85 

                                                                         Source: Calculated by Author of this Study                               

Where Vmax=Vx= 25, Vmin =Vm=05 and Vi= current value of government consumption as 

percentage of total consumption .The rating of this component is equal to (Vx-Vi)/ (Vx-Vm)} 10. 

Larger proportion of government expenditure received lower ratings i.e.  If this ratio is close to 

the maximum value, the rating will be close to zero. In contrast, if the ratio of government 

consumption to total consumption is close to the minimum, the rating will be close to 10. 
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Table 6.1.2                       Subsidies as % of GDP 

Year (S/GDP)100 r 1.2={(Vx-Vi)/(Vx-

Vm)}10 

Year (S/GDP)100 r 1.2={(Vx-Vi)/(Vx-

Vm)}10 

1970 0.3823 9.78 1989 1.466 6.85 

1971 0.4218 9.67 1990 1.099 7.85 

1972 0.7806 8.70 1991 0.9388 8.28 

1973 3.54 1.245 1992 0.7305 8.84 

1974 3.504 1.34 1993 0.5756 9.26 

1975 2.283 4.65 1994 0.3506 9.87 

1976 1.261 7.40 1995 0.6452 9.07 

1977 1.791 5.97 1996 0.5262 9.39 

1978 3.567 1.17 1997 0.507 9.45 

1979 2.72 3.46 1998 0.6214 9.14 

1980 1.89 5.77 1999 0.8988 8.39 

1981 1.677 6.28 2000 0.8782 8.44 

1982 2.2062 5.24 2001 0.8003 8.64 

1983 1.931 5.59 2002 1.379 7.08 

1984 1.971 5.49 2003 1.358 7.15 

1985 1.942 5.57 2004 1.619 6.44 

1986 1.288 7.33 2005 1.919 5.63 

1987 1.499 6.76 2006 2.21 5.13 

1988 1.657 6.34 2007 2.01 5.43 

                                                                                     Source: Calculated by Author of this Study 

                                                                        

 

Where Vmax=Vx= 4.0, Vmin =Vm=0.30 and Vi stands for current value.The rating of this 

component is equal to {(Vx-Vi)/(Vx-Vm)}10. Vi is the Pakistan‘s current subsidies to GDP ratio. 

While the Vmax and Vmin is the Pakistan‘s current subsidies to GDP ratio. While the Vmax and 

Vmin represent the maximum and minimum value of V. The formula will generate lower ratings 

at larger subsidies to GDP ratio and vice versa.  
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 Table 6.1.3          Public sector + General Govt. G F C F as a % of TGFCF 

Year [{GFCF(P+GG)}/TGFCF]100 r 1.3 Year [{GFCF(P+GG)}/TGFCF]100 r 1.3 

1970 49.88 2 1989 48.29 2 

1971 47.95 2 1990 48.65 2 

1972 51.27 0 1991 47.25 2 

1973 63.82 0 1992 47.49 2 

1974 67.88 0 1993 49.84 2 

1975 71.52 0 1994 48.72 2 

1976 70.56 0 1995 47.50 2 

1977 69.93 0 1996 43.66 2 

1978 69.15 0 1997 39.77 4 

1979 67.1 0 1998 43.44 2 

1980 54.71 0 1999 35.01 4 

1981 57.26 0 2000 35.83 4 

1982 56.67 0 2001 27.03 6 

1983 54.61 0 2002 25.98 6 

1984 54.01 0 2003 30.90 4 

1985 54.47 0 2004 28.63 6 

1986 55.67 0 2005 27.61 6 

1987 53.47 0 2006 32.21 4 

1988 53.32 0 2007 34.25 4 

                                                                                    Source: Calculated by Author of this Study  

      

The rating of this component is based on following formula:  

00 %<( GFCF/TGFCF) <15% = 10,    15 %<( GFCF/TGFCF) <20% = 08 

30 %<( GFCF/TGFCF) <40% = 04     40 %<( GFCF/TGFCF) <50% = 02  

50 %<( GFCF/TGFCF) <99% = 00 
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Area 2: Legal Structure and Security of Property Rights 

Table 6.2 

                                                                                      Source: Calculated by Author of this Study 

For measurement of freedom of legal structure and security of property rights this study made a 

questionnaire consisted of following five questions: Q.1: Was the judiciary independent and not subject to 

interference by the government or parties in disputes? Q.2: Did a trusted legal framework exist for private 

businesses to challenge the legality of government actions or     regulations? Q.3: Were the intellectual 

property rights protected in the period? Q.4: Were the courts and judicial system free of military 

interference?  Q.5: How will you rank the integrity of the legal system? 

The respondent was requested to rank the answer from 1 to 10 as per his/ her opinion. 1 stands for the 

lowest ranking while 10 stands for the highest ranking.  After collection of 200 responses from peoples 

belong to judicial systems of Pakistan and at least 50 years old for better and unbiased assessment we 

measure the rating of area 2. Targeted cities from where study collect response are Karachi, Hyderabad, 

Rahim Yar Khan, Bahawalpur, Mailsi, Vehari, Lodheran, Multan, Fasilabad, Bhakher,Sergodha, Lahore  

and Queta.  

Year R2 Year R2 

1970 5.12 1989 3.04 

1971 4.93 1990 2.97 

1972 4.75 1991 2.90 

1973 4.56 1992 2.78 

1974 4.37 1993 2.66 

1975 4.19 1994 2.54 

1976 4.00 1995 2.42 

1977 3.93 1996 2.30 

1978 3.86 1997 2.25 

1979 3.80 1998 2.20 

1980 3.73 1999 2.14 

1981 3.67 2000 2.08 

1982 3.59 2001 2.03 

1983 3.50 2002 2.02 

1984 3.42 2003 2.01 

1985 3.33 2004 2.00 

1986 3.25 2005 2.03 

1987 3.18 2006 2.03 

1988 3.11 2007 2.03 
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 Area 3: Access to Sound Money 

Table 6.3                                Aggregate Index of Area Three 

Year r3.1 r 3.2 r 3.3 r 3.4 R3 Year r3.1 r 3.2 r 3.3 r 3.4 R3 

1970 ---- 9.716 8.86 7.89 8.82 1989 7.60 9.964 8.79 3.03 7.35 

1971 ---- 9.88 9.06 7.93 8.96 1990 7.07 8.05 7.47 3.02 6.40 

1972 ---- 8.53 8.06 6.98 7.86 1991 6.87 9.445 7.88 3.05 6.81 

1973 ---- 2.42 4.00 6.07 4.16 1992 5.69 9.972 8.03 3.11 6.70 

1974 7.256 5.45 4.65 5.33 5.67 1993 5.27 9.52 7.75 3.07 6.40 

1975 7.455 8.04 7.67 2.71 6.47 1994 4.31 9.38 7.40 3.10 6.05 

1976 5.96 7.52 7.64 2.38 5.88 1995 4.34 9.876 7.84 2.94 6.25 

1977 4.688 6.11 8.44 2.10 5.33 1996 4.53 9.832 7.64 3.27 6.32 

1978 4.912 7.48 8.67 2.04 5.78 1997 5.53 8.748 8.44 3.26 6.49 

1979 3.576 9.6 7.86 2.35 5.85 1998 5.77 8.364 8.85 3.32 6.58 

1980 2.996 8.996 7.52 2.75 5.57 1999 6.7 8.256 9.28 3.50 6.93 

1981 4.224 9.45 7.78 2.61 6.01 2000 7.18 9.1 9.12 3.27 7.17 

1982 5.256 8.23 9.07 2.60 6.30 2001 7.38 9.41 9.29 3.63 7.43 

1983 4.924 9.22 8.54 2.71 6.35 2002 7.22 9.61 9.38 3.95 7.54 

1984 6.052 8.98 8.87 2.77 6.67 2003 7.06 9.71 9.09 3.75 7.40 

1985 6.58 9.1 9.13 2.79 6.89 2004 6.12 8.28 8.14 3.84 6.59 

1986 6.50 9.4 9.28 2.85 7.01 2005 5.33 9.07 8.39 4.28 6.77 

1987 6.27 9.66 8.74 2.96 6.91 2006 5.52 8.88 8.52 4.32 6.81 

1988 7.276 8.27 7.92 3.01 6.62 2007 5.44 8.32 9.10 4.48 6.83 

R3=( r3.1+ r 3.2+ r 3.3+ r 3.4)/4                                                   Source: Calculated by Author of this Study                              

Components of Area Three 

r3.1= {(Vx-Vi)/(Vx-Vm)}10 and Vmax= Vx=25 ,Vmin=Vm=00 and Vi is current value.The 

M2money supply figures were used to measure the growth of the money supply. The rating is 

equal to {(Vx-Vi)/(Vx-Vm)}10. Vi represents the average annual growth rate of money supply 

during the last 5 years adjusted for the growth of the real GDP during the previous 10 years. 

Formula will generate the rating between zero and ten.  Rating decline as the adjusted money 

supply growth increases toward 25%. When the adjusted annual money supply growth is equal to 

25% a rating of zero results.  



 
 

 140

Table 6.3.1      Average annual Growth of Money Supply M2 in last 5 years  
                        minus average annual Growth of real GDP in last 10 Years 

 

Year Last 5 YM2GA Last10YGDPGA (Last 5 YM2GA)- 
(Last10YGDPGA) 

r3.1 

1970 ---- ---- ---- ---- 
1971 ---- ---- ---- ---- 
1972 ---- ---- ---- ---- 
1973 ---- 4.453 ---- ---- 
1974 11.2025 4.342 6.86 7.256 
1975 10.5240 4.16 6.364 7.455 
1976 14.072 3.97 10.1 5.96
1977 17.59 4.31 13.28 4.688 
1978 17.27 4.55 12.72 4.912 
1979 20.89 4.83 16.06 3.576 
1980 22.846 5.34 17.51 2.996 
1981 20.30 5.86 14.44 4.224 
1982 17.72 5.86 11.86 5.256
1983 18.20 5.52 12.69 4.924 
1984 15.86 5.99 9.87 6.052 
1985 14.86 6.31 8.55 6.58 
1986 15.36 6.61 8.75 6.50 
1987 15.82 6.49 9.336 6.27 
1988 13.22 6.41 6.81 7.276
1989 12.414 6.15 6.26 7.60 
1990 13.39 6.06 7.33 7.07 
1991 13.91 6.08 7.83 6.87 
1992 16.41 5.63 10.78 5.69 
1993 17.51 5.691 11.82 5.272 
1994 19.58 5.34 14.24 4.31
1995 19.52 5.36 14.16 4.34 
1996 18.62 4.95 13.67 4.532 
1997 15.82 4.66 11.16 5.53 
1998 15.16 4.60 10..56 5.77 
1999 12.78 4.53 8.25 6.7 
2000 11.22 4.17 7.05 7.18 
2001 10.26 3.71 6.55 7.38 
2002 10.90 3.95 6.95 7.22 
2003 11.60 4.24 7.36 7.06 
2004 14.28 4.57 9.71 6.12 
2005 16.26 4.57 11.69 5.33 
2006 15.90 4.72 11.18 5.52 
2007 16.36 4.98 11.38 5.44 

                                                                                                      Source: Calculated by Author of this Study 
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Table 6.3.2             Inflation Variability from last 5 years Average Inflation 

Year Absolute 

standard 

variability of 

inflation 

r 3.2= 

{(Vx-Vi)/(Vx-

Vm)}10 

Year Absolute 

standard 

variability of 

inflation 

r 3.2= 

{(Vx-Vi)/(Vx-

Vm)}10 

1970 0.71 9.716 1989 0.090.09 9.964 

1971 0.21 9.88 1990 4.864 8.05 

1972 3.672 8.53 1991 1.388 9.445 

1973 18.958 2.42 1992 0.07 9.972 

1974 11.372 5.45 1993 1.20 9.52 

1975 4.89 8.04 1994 1.55 9.38 

1976 6.194 7.52 1995 0.31 9.876 

1977 9.73 6.11 1996 0.42 9.832 

1978 6.29 7.48 1997 3.13 8.748 

1979 0.996 9.6 1998 4.09 8.364 

1980 2.51 8.996 1999 4.36 8.256 

1981 1.38 9.45 2000 2.26 9.1 

1982 4.424 8.23 2001 1.476 9.41 

1983 1.944 9.22 2002 0.974 9.61 

1984 2.55 8.98 2003 0.73 9.71 

1985 2.264 9.1 2004 4.3 8.28 

1986 1.514 9.4 2005 2.326 9.07 

1987 0.852 9.66 2006 3.65 8.52 

1988 4.334.33 8.27 2007 2.26 9.10 

                                                                                     Source: Calculated by Author of this Study 

          

 

This study used CPI for measurement of inflation. The following formula was used to determine 

the zero and 10 scale rating, {(Vx-Vi)/(Vx-Vm)}10 . Vi represents the Pakistan’s standard 

deviation of the annual rate of inflation during the last 5 years. The value of Vmin and Vmax are 

set at zero and 25% respectively. A perfect 10 rating when there is no variation in the rate of 

inflation over the 5 years period. Ration will decline toward zero as the standard deviation of 

inflation rate approaches to 25% annually. 
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Table 6.3.3                                    Recent Inflation Rate 

Year (G/GDP)100 r 3.3= 

{(Vx-Vi)/(Vx-   Vm)}10 

Year (G/GDP)100 r 3.3= 

{(Vx-Vi)/(Vx-Vm)}10 

1970 5.71 8.86 1989 6.04 8.79 

1971 4.69 9.06 1990 12.66 7.47 

1972 9.69 8.06 1991 10.58 7.88 

1973 29.97 4.00 1992 9.83 8.03 

1974 26.73 4.65 1993 11.27 7.75 

1975 11.66 7.67 1994 13.02 7.40 

1976 11.77 7.64 1995 10.79 7.84 

1977 7.8 8.44 1996 11.8 7.64 

1978 6.63 8.67 1997 7.81 8.44 

1979 10.71 7.86 1998 5.74 8.85 

1980 12.36 7.52 1999 3.58 9.28 

1981 11.1 7.78 2000 4.41 9.12 

1982 4.67 9.07 2001 3.54 9.29 

1983 7.28 8.54 2002 3.1 9.38 

1984 5.67 8.87 2003 4.57 9.09 

1985 4.35 9.13 2004 9.28 8.14 

1986 3.6 9.28 2005 8.03 8.39 

1987 6.29 8.74 2006  8.52 

1988 10.39 7.92 2007  9.10 

                                                                                                       Source: Calculated by Author of this Study  

         

 

This study used the CPI for the measurement of inflation for this component. The zero to 10 

ration is derived by the following formula: {(Vx-Vi)/(Vx-Vm)}10. Vi represents the Pakistan’s 

rate of inflation in given year. The value of Vmin and Vmax are set at zero and 50% respectively.  

The lower the rate of inflation leads to the higher the rating while increase in level of rate of 

inflation will lead to deterioration in rating of this component. Pakistan is rate at 10 if there is 

perfect price stability. If the inflation rate moves toward a 50 %, the rating of this component 

moves towards zero.  
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 Table 6.3.4 

 Percentage of Foreign Bank Branches to Total Commercial Banks branches 

Year (FBB/TCBB)100 r 3.4= 

{(Vi-Vm)/(Vx-

Vm)}10 

Year (FBB/TCBB)100 r 3.4= 

{(Vi-Vm)/(Vx-

Vm)}10 

1970 2.366 7.89 1989 0.91 3.03 

1971 2.38 7.93 1990 0.905 3.02 

1972 2.09 6.98 1991 0.914 3.05 

1973 1.82 6.07 1992 0.933 3.11 

1974 1.60 5.33 1993 0.921 3.07 

1975 0.814 2.71 1994 0.931 3.10 

1976 0.713 2.38 1995 0.882 2.94 

1977 0.629 2.10 1996 0.98 3.27 

1978 0.612 2.04 1997 0.98 3.26 

1979 0.706 2.35 1998 .0996 3.32 

1980 0.826 2.75 1999 1.05 3.50 

1981 0.782 2.61 2000 0.98 3.27 

1982 0.781 2.60 2001 1.09 3.63 

1983 0.813 2.71 2002 1.184 3.95 

1984 0.83 2.77 2003 1.26 3.75 

1985 0.84 2.79 2004 1.153 3.84 

1986 0.86 2.85 2005 1.283 4.28 

1987 0.89 2.96 2006 1.11 4.32 

1988 0.90 3.01 2007 1.25 4.48 

                                                                                                       Source: Calculated by Author of this Study 

 

 

The formula this study used to determine the index ranges from zero to ten is {(Vi-Vm)/ (Vx-

Vm)}10. Here Vi represents the percentage of foreign banks branches to total commercial banks 

branches. Vmin and Vmax are set at Zero and Three % respectively. If the ratio of FBB/TCBB is 

three percent then rank of this index will be 10 and in case lower the FBB/TCBB ratio then rank if 

this index will move toward zero.  
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  Area 4: Freedom to Trade Internationally 

  Table 6.4                             Aggregate Index of Area Four 

Year r4.1 r 4.2 r 4.3 r 4.4 R4 
1970 0.00 1.96 2.00 3 1.74 
1971 3.60 0.90 2.75 4 2.81
1972 5.14 0.22 3.00 7 3.70 
1973 4.17 2.40 2.25 7 3.95 
1974 4.95 6.27 2.50 7 5.18 
1975 6.69 4.67 3.25 6 5.15 
1976 4.47 5.07 3.75 6 4.83 
1977 3.51 5.53 2.75 6 4.45
1978 3.67 6.60 2.50 7 4.95 
1979 4.04 6.60 3.50 8 5.54 
1980 4.25 6.40 3.75 8 5.60 
1981 4.14 7.40 3.00 8 5.64 
1982 3.99 6.80 3.50 8 5.58 
1983 3.71 6.86 5.25 7 5.70
1984 3.9 7.87 5.25 7 5.94 
1985 3.46 5.93 4.50 7 5.23 
1986 3.38 3.93 3.75 7 4.52 
1987 3.37 4.20 4.50 8 5.03 
1988 3.75 4.87 2.50 8 4.80 
1989 3.39 4.13 3.25 8 4.70 
1990 4.17 3.67 3.75 8 4.90 
1991 4.87 3.20 5.25 9 5.58 
1992 5.16 4.13 6.00 9 6.07 
1993 5.38 2.60 5.75 8 5.44 
1994 5.29 2.80 6.25 8 5.58 
1995 5.97 3.93 5.50 8 5.86 
1996 5.50 3.33 6.00 9 6.21 
1997 6.76 2.00 4.25 8 5.25 
1998 7.61 2.33 5.00 8 5.75 
1999 7.9 1.27 2.25 7 4.60 
2000 8.14 1.20 1.75 8 4.78 
2001 8.67 0.30 2.75 8 4.93 
2002 8.30 0.33 1.50 8 4.54 
2003 8.20 0.90 3.00 9 5.28 
2004 8.17 2.60 4.25 10 6.25 
2005 8.05 4.40 4.75 8 6.30 
2006 8.09 4.40 4.75 8 6.35 
2007 8.08  4.75 8 6.34 

      Where   R4=( r4.1+ r 4.2+ r 4.3+ r 4.4)/4                                Source: Calculated by Author of this Study 
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Components of Area Four 

 Table 6.4.1     Revenue from Custom Duty as a Percentage of Exports plus Imports 

Year (RCD/X+M)100 r 4.1={(Vx-  

Vi)/(VxVm)}10 

Year (RCD/X+M)100 r 4.1={(Vx-

Vi)/(VxVm)}10 

1970 30.35 0.00 1989 19.84 3.39 

1971 19.24 3.60 1990 17.49 4.17 

1972 14.57 5.14 1991 15.39 4.87 

1973 17.49 4.17 1992 14.51 5.16 

1974 15.15 4.95 1993 13.85 5.38 

1975 9.93 6.69 1994 14.12 5.29 

1976 16.6 4.47 1995 12.10 5.97 

1977 19.47 3.51 1996 10.5 5.50 

1978 18.99 3.67 1997 9.72 6.76 

1979 17.87 4.04 1998 7.16 7.61 

1980 17.24 4.25 1999 6.31 7.9 

1981 17.58 4.14 2000 5.58 8.14 

1982 18.04 3.99 2001 4.00 8.67 

1983 18.88 3.71 2002 5.09 8.30 

1984 18.29 3.9 2003 5.39 8.20 

1985 19.63 3.46 2004 5.48 8.17 

1986 19.87 3.38 2005 5.86 8.05 

1987 19.9 3.37 2006 5.90 8.09 

1988 18.74 3.75 2007 5.88 8.08 

                                                                          Source: Calculated by Author of this Study 

 

         

Where {(Vx-Vi)/(Vx-Vm)}10 is the formula which is used here to evaluate the index. Vi 

represents the revenue derived from custom duty as a percentage of total trade volume. The value 

of Vmax and Vmin are set at 30 and 00 respectively. The formula indicated lower rating as the 

(RCD/X+M) 100 increases. In case of no tax from custom duty as a percentage of total trade 

volume the rating of this index will be exact 10. The increase in (RCD/X+M) 100 ratio will leads 

towards lower rating.  
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  Table 6.4.2                      Percentage of Trade Deficit to GDP Ratio 

Year (TD/GDP)100 
r 4.2= 

{(Vi-Vm)/(VxVm)}10 
Year (TD/GDP)100 

r 4.2= 

{(Vi-Vm)/(Vx-

Vm)}10 

1970 2.94 1.96 1989 6.20 4.13 

1971 1.30 0.90 1990 5.50 3.67 

1972 0.33 0.22 1991 4.80 3.20 

1973 3.60 2.40 1992 6.20 4.13 

1974 9.00 6.27 1993 3.90 2.60 

1975 6.70 4.67 1994 4.20 2.80 

1976 7.60 5.07 1995 5.90 3.93 

1977 8.30 5.53 1996 5.00 3.33 

1978 9.90 6.60 1997 3.00 2.00 

1979 9.90 6.60 1998 3.50 2.33 

1980 9.60 6.40 1999 1.90 1.27 

1981 11.1 7.40 2000 1.80 1.20 

1982 10.2 6.80 2001 0.40 0.30 

1983 10.3 6.86 2002 0.50 0.33 

1984 11.8 7.87 2003 1.30 0.90 

1985 8.90 5.93 2004 3.90 2.60 

1986 5.90 3.93 2005 6.60 4.40 

1987 6.30 4.20 2006 6.61 4.40 

1988 7.30 4.87 2007   

                                                                                     Source: Calculated by Author of this Study 

 

        

Where the rating of this component is measured by{(Vi-Vm)/(Vx-Vm)}10. Here Vi represents the 

current ratio. Vx stands for maximum and Vm for minimum value of trade deficit to GDP ratio in 

terms of percentage, and set at 15% and 00 % respectively. The formula allocates the higher 

rating as the percentage of trade deficit to GDP ratio increases. The rating of Pakistan’s trade 

freedom will be 10 if the trade deficit to GDP ratio reaches to 15% and vice versa. 
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Table 6.4.3                   Days Required for an Import Export Process 

Year Time required 

in terms of 

days 

r 4.3= 

{(Vx-Vi)/(Vx-

Vm)}10 

Year Time required 

in terms of 

days 

r 4.3= 

{(Vx-Vi)/(Vx-

Vm)}10 

1970 42 2.00 1989 37 3.25 

1971 39 2.75 1990 35 3.75 

1972 38 3.00 1991 29 5.25 

1973 41 2.25 1992 26 6.00 

1974 40 2.50 1993 27 5.75 

1975 37 3.25 1994 25 6.25 

1976 35 3.75 1995 28 5.50 

1977 39 2.75 1996 26 6.00 

1978 40 2.50 1997 33 4.25 

1979 36 3.50 1998 30 5.00 

1980 35 3.75 1999 41 2.25 

1981 38 3.00 2000 43 1.75 

1982 36 3.50 2001 39 2.75 

1983 29 5.25 2002 44 1.50 

1984 30 5.25 2003 38 3.00 

1985 32 4.50 2004 33 4.25 

1986 35 3.75 2005 31 4.75 

1987 32 4.50 2006 31 4.75 

1988 40 2.50 2007 31 4.75 

                                                                                                        Source: Calculated by Author of this Study 

           

 

The rating of this component is measured by {(Vi-Vm)/(Vx-Vm)}10. Here Vi represents the time 

requirement in given year in terms of days for trade process. The value of Vmax and Vmin are set 

at 50 and 10 respectively. The formula indicates the lower rating as the time in term of days move 

toward 50 days for trade process. In case of time required for trade process is equal to 10 days 

then the rating of this component will be equal to 10. 
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 Table 6.4.4              Percentage of Exports + Imports to GDP Ratio 

Year (X+M/GDP)100 r 4.4 Year (X+M/GDP)100 r 4.4 

1970 11.09 3 1989 29.83 8 

1971 12.70 4 1990 30.31 8 

1972 25.34 7 1991 33.16 9 

1973 27.22 7 1992 32.47 9 

1974 27.80 7 1993 29.48 8 

1975 24.01 6 1994 30.40 8 

1976 22.95 6 1995 30.10 8 

1977 23.49 6 1996 32.16 9 

1978 27.22 7 1997 30.23 8 

1979 29.86 8 1998 27.14 8 

1980 29.80 8 1999 27.69 7 

1981 26.45 8 2000 30.10 8 

1982 28.15 8 2001 29.19 8 

1983 27.16 7 2002 30.50 8 

1984 27.06 7 2003 33.31 9 

1985 27.31 7 2004 36.82 10 

1986 27.21 7 2005 31.41 8 

1987 28.27 8 2006 32.45 8 

1988 29.36 8 2007 32.20 8 

                                                                                                       Source: Calculated by Author of this Study 

            

          The rating of this component is calculated on the bases of following criteria: 

          00 < (X+M/GDP)   100 <04= 01         4.1 < (X+M/GDP) 100 <08= 02 

          8.1 < (X+M/GDP)   100 <12= 03       12.1 < (X+M/GDP) 100 <16= 04 

          16.1 < (X+M/GDP) 100 <20= 05       20.1 < (X+M/GDP) 100 <24= 06 

          24.1 < (X+M/GDP) 100 <28= 07       28.1 < (X+M/GDP) 100 <32= 08 

          32.1< (X+M/GDP)  100 <36= 09       36.1< (X+M/GDP) 100  <40= 10 
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   Area 5: Regulation of Credit Markets 

   Table 6.5                                  Aggregate Index of Area Five  

Year R5.1 R5.2 R1= (r5.1 +r5.2)/2 
1970 6.33 9 7.66 
1971 5.14 8 6.57 
1972 5.00 9 7.00 
1973 5.00 9 7.00 
1974 5.48 8 6.74 
1975 6.09 7 6.54 
1976 6.36 7 6.68 
1977 6.25 7 6.62 
1978 6.53 8 7.27 
1979 7.00 8 7.50 
1980 7.00 7 7.00 
1981 7.00 7 7.00 
1982 6.88 7 6.90 
1983 7.19 7 7.10 
1984 7.19 7 7.10 
1985 7.19 8 7.60 
1986 7.10 10 8.50 
1987 7.19 10 8.60 
1988 7.57 9 8.29 
1989 7.35 9 8.17 
1990 7.22 8 7.61 
1991 7.22 9 8.11 
1992 6.10 9 7.55 
1993 5.74 9 7.37 
1994 5.53 9 7.27 
1995 5.00 9 7.00 
1996 5.30 9 7.15 
1997 4.56 9 6.78 
1998 4.56 9 6.78 
1999 4.56 9 6.78 
2000 4.32 8 6.16 
2001 4.42 8 6.20 
2002 4.19 8 6.10 
2003 4.00 9 6.50 
2004 2.80 10 6.40 
2005 2.80 10 6.40 
2006 3.33 10 6.66 
2007 3.50 10 6.75 

                                                                                                       Source: Calculated by Author of this Study 
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 Table 6.5.1        Domestic Banks Face Competition from Foreign Banks 

Year FB/TCB. r 5.1= 

(FB/TCB)10 

Year FB/TCB. r 5.1= 

(FB/TCB)10 

1970 19/30 6.33 1989 25/34 7.35 

1971 18/35 5.14 1990 26/36 7.22 

1972 17/34 5.00 1991 26/36 7.22 

1973 17/34 5.00 1992 28/46 6.10 

1974 17/31 5.48 1993 27/47 5.74 

1975 14/23 6.09 1994 26/47 5.53 

1976 14/22 6.36 1995 25/50 5.00 

1977 15/24 6.25 1996 28/53 5.30 

1978 17/26 6.53 1997 21/46 4.56 

1979 21/30 7.00 1998 21/46 4.56 

1980 21/30 7.00 1999 21/46 4.56 

1981 21/30 7.00 2000 19/44 4.32 

1982 22/31 6.88 2001 19/43 4.42 

1983 23/32 7.19 2002 18/43 4.19 

1984 23/32 7.19 2003 16/40 4.00 

1985 23/32 7.19 2004 11/39 2.80 

1986 22/31 7.10 2005 11/39 2.80 

1987 23/32 7.19 2006 13/39 3.33 

1988 28/37 7.57 2007 14/39 3.50 

                                                                                                        Source: Calculated by Author of this Study 

            

 

Here FB stands for number of foreign banks and term TCB stands for number of total 

commercial banks in Pakistan. The formula that this study is used for rating of this 

component is (FB/TCB) 10.Greater the proportion of foreign banks to total commercial 

banks leads toward higher rating. In case of that all banks working in Pakistan are foreign 

then ration will be exact 10. Lower proportion rating will be lowest and zero foreign 

commercial banks in Pakistan mean zero rating of this component.  
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  Table 6.5.2            Percentage of Credit Extended to Private Sector 

Year 
% of credit to Pvt. 

Sector 
r 5.2 Year 

% of credit to Pvt. 

Sector 
r 5.2 

1970 91.38 9 1989 92.96 9 

1971 89.72 8 1990 88.55 8 

1972 93.51 9 1991 92.17 9 

1973 91.14 9 1992 91.64 9 

1974 88.53 8 1993 91.45 9 

1975 83.46 7 1994 90.81 9 

1976 82.28 7 1995 91.23 9 

1977 83.40 7 1996 91.20 9 

1978 85.24 8 1997 91.48 9 

1979 85.10 8 1998 91.00 9 

1980 84.94 7 1999 91.48 9 

1981 81.12 7 2000 87.67 8 

1982 83.17 7 2001 89.92 8 

1983 80.52 7 2002 89.66 8 

1984 84.53 7 2003 93.08 9 

1985 86.70 8 2004 95.15 10 

1986 95.01 10 2005 95.37 10 

1987 95.80 10 2006 92.21 10 

1988 93.02 9 2007  10 

                                                                                            Source: Calculated by Author of this Study 

 

 

       The rating of this component is calculated on the bases of following formula.  

       95% < credit to Pvt. Sector< 99.9% =10,    90% < credit to Pvt. Sector< 94.9% =9 

       85% < credit to Pvt. Sector< 89.9% =8,      80% < credit to Pvt. Sector< 84.9% =7 

       75% < credit to Pvt. Sector< 79.9% =6 
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 Table 6.6               Pakistan’s Economic Freedom Index From 1970 to 2007 

Year R1 R2 R3 R4 R5 EFI 
1970 6.35 5.12 8.82 1.74 7.66 5.94 
1971 6.06 4.93 8.96 2.81 6.57 5.90 
1972 5.14 4.75 7.86 3.70 7.00 5.76 
1973 2.95 4.56 4.16 3.95 7.00 4.64 
1974 2.84 4.37 5.67 5.18 6.74 5.11 
1975 3.90 4.19 6.47 5.15 6.54 5.44 
1976 4.87 4.00 5.88 4.83 6.68 5.25 
1977 4.43 3.93 5.33 4.45 6.62 4.97 
1978 2.93 3.86 5.78 4.95 7.27 4.99 
1979 3.72 3.80 5.85 5.54 7.50 5.32 
1980 4.39 3.73 5.57 5.60 7.00 5.31 
1981 4.54 3.67 6.01 5.64 7.00 5.37 
1982 4.01 3.59 6.30 5.58 6.90 5.29 
1983 4.01 3.50 6.35 5.70 7.10 5.37 
1984 3.98 3.42 6.67 5.94 7.10 5.47 
1985 3.90 3.33 6.89 5.23 7.60 5.46 
1986 4.35 3.25 7.01 4.52 8.50 5.53 
1987 3.83 3.18 6.91 5.03 8.60 5.52 
1988 3.48 3.11 6.62 4.80 8.29 5.36 
1989 4.59 3.04 7.35 4.70 8.17 5.61 
1990 5.07 2.97 6.40 4.90 7.61 5.45 
1991 5.45 2.90 6.81 5.58 8.11 5.77 
1992 5.61 2.78 6.70 6.07 7.55 5.76 
1993 5.91 2.66 6.40 5.44 7.37 5.60 
1994 6.18 2.54 6.05 5.58 7.27 5.60 
1995 5.77 2.42 6.25 5.86 7.00 5.56 
1996 6.01 2.30 6.32 6.21 7.15 5.59 
1997 6.77 2.25 6.49 5.25 6.78 5.52 
1998 6.15 2.20 6.58 5.75 6.78 5.51 
1999 6.73 2.14 6.93 4.60 6.78 5.47 
2000 6.90 2.08 7.17 4.78 6.16 5.46 
2001 7.59 2.03 7.43 4.93 6.20 5.64 
2002 7.09 2.02 7.54 4.54 6.10 5.46
2003 6.53 2.01 7.40 5.28 6.50 5.55 
2004 7.14 2.00 6.59 6.25 6.40 5.68 
2005 6.89 2.03 6.77 6.30 6.40 5.68 
2006 5.96 2.02 6.81 6.35 6.66 5.55 
2007 5.76 2.02 6.83 6.34 6.75 5.54 

                                                                                                       Source: Calculated by Author of this Study 
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6.3 Measurement of Democracy Index 

For measurement of democracy index this study used the methodology which is adopted 

by the Pattan Development Organization Islamabad Pakistan for measurement of level of 

democracy in Pakistan in 2005. Actually this methodology is designed by “Alliance for 

Restoration of Democracy in Asia (ARDA)” for measurement of democracy in Asia. To 

assist ARDA an organization known as PATTAN conduct survey for measurement of 

democracy in Pakistan in accordance with methodology of ARDA. PATTAN first time 

measure the level of democracy here in Pakistan in 2005. Just like the measurement of 

economic freedom quantification of level of democracy is also very difficult, especially 

when qualitative primary data of previous periods is considered vital for measurement of 

democracy. That is the problem with this study. And back dated primary information is 

required to asses the level of democracy in Pakistan.  Respondents are asked to answer 

the questions about Pakistan’s political environment year wise from 1970 to 2007. 

Common man and young people can not judge the political scenario of past 

administrations efficiently. To avoid this problem researchers choose politicians, 

advocates, policy maker, educationists, and other intellectuals like journalists and leading 

persons from civil society of aged 50 year old graduate. If a person is well aware with the 

political history of Pakistan then investigators relaxed the condition of 50 year of age. 

Similarly some time peoples have awareness with political history of Pakistan but they 

can not read and understand the concept of question properly then surveyor translates the 

question into Urdu for better question judgment of respondents.  Instead of all this, 

availability of a person who has better knowledge of political history of Pakistan was very 

scarce. Present study surveyed different cities of Pakistan (Rahim Yar Khan, Bahawalpur, 

Multan, Mailsi, Vehari, Faisalabad, Sargodha, Bhakher, Islamabad, Hyderabad, Lahore, 



 
 

 154

and Karachi) for reliability and accuracy of index.  The questionnaire which is used for 

survey is given in appendix A 2.  

Because it is very difficult that every respondent 36 time (one for each year) answer the 

single question and total questions are 21. It means respondent answer the 36×21=741 

questions. That is no doubt difficult for surveyor. To avoid this problem this study divide 

the 38 years time period into seven intervals according to political regimes of different 

political and Marshall Law administration.  Time intervals are mentioned in 

questionnaire. 

 At the time of calculation of index study manipulate or adjust the difference of two 

groups between the years of 1st groups equally.  Index of 2007 is purely based only on 

annual statistics of year 2007 taken from conducted survey.  

Quantification of index 

As mentioned above the respondents were asked to rate the question on the following five 

point scale, “SD” stands for Strongly Disagree; “D” stands for Disagree, “DK” stands for 

Don’t Know, “A” stands for Agree, and “SA” stands for strongly agree.  

For answer each respondent assigned a score as,  SD=0, D=1, DK=2, A=3, SA=4. Firstly, 

study count that how many respondents answered the option SD, D, DK, A and, SA from 

a sample of 200 observations. Secondly, multiply the responses with their weight and add 

up the scores of a question then divide the sum by 800 (because maximum score of a 

question is 4 and total of 200 responses will be 200×4=800) and multiply this ratio by 10. 

Reason of multiplication by 10 is, this index of democracy ranged from zero to 10. Zero 

stands for hundred percent absence of democracy or presence of autocracy while 10 

stands for hundred percent presence of democracy.  For example if 200 respondent 

answered a question in following way: 
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 Response                                      # of Response              Weighted Score              Total  

Strongly Disagree                                 20                               20×0                            00 

Disagree                                              40                               40×1                            40 

Don’t Know                                           6                               06×2                            12 

Agree                                                    80                               80×3                          240 

Strongly agree                                      54                               54×4                          216 

  TOTAL                                              200                                                                 508 

 

 Index for this given year =                  (508/800)10 = 6.35  

After measurement the rate of a question in a given year study find the rating of a 

category simply by adding up the score of all three or four question of that category in a 

given year and dividing by number of questions. For example if r1.1, r1.2, and r1.3 are 

the rating of three different question of 1st category that is civil rights, then ranking of 

civil rights will be measured as R1 = [r1.1+ r1.2+ r1.3] / 3    (Here R1 represent the first 

category). Finally, study calculate the democracy index of given year by taking simple 

average of all six categories as:  

DCI = (R1+R2+R3+R4+R5+R6) /6. 

Table # 6.7 reflects the rating of level of democracy in Pakistan during the study period. 
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 Table 6.7                        Pakistan’s Democracy Index From 1970 to 2007 

Year DCI Year DCI 

1970 4.79 1989 4.49 

1971 4.66 1990 4.5 

1972 4.53 1991 4.51 

1973 4.4 1992 4.52 

1974 4.27 1993 4.53 

1975 4.12 1994 4.53 

1976 3.94 1995 4.52 

1977 3.78 1996 4.51 

1978 3.65 1997 4.5 

1979 3.7 1998 4.49 

1980 3.75 1999 4.48 

1981 3.8 2000 4.48 

1982 3.85 2001 4.5 

1983 3.9 2002 4.52 

1984 4 2003 4.55 

1985 4.09 2004 4.58 

1986 4.19 2005 4.6 

1987 4.29 2006 4.54 

1988 4.39 2007 4.53 

                                                                                               Source: Calculated by Author of this Study 
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6.4 Conclusion  
 
Measurement of rating of economic freedom and level of democracy during different 

democratic and autocratic governments from 1970-2007 in Pakistan is done in this 

chapter.  Accurate indexation of both is not so simple, particularly when measurement is 

partially based on previous period’s primary data. This study successfully and accurately 

measures the Pakistan’s democracy index, with the help of survey based primary 

information collected by this research. On the other hand measurement of index of 

economic freedom for focused period is also carried out in a proper way and 

comprehensively.   
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Chapter 7    

 National Incomes Growth and Institutional Freedom: 

A Time Series Analysis 

7.1 Introduction  

The seventh chapter of this study empirically investigates that at what extent institutional 

freedoms (economic freedom and democracy) have an effect on Pakistan’s national 

incomes. To examine the  economic performance of any economy, there are always a  

enormous   catalog  of factors which can be examine to inquire the issues of economic 

wellbeing of society, but in this regard national  incomes growth empirical analysis has 

unique importance. Especially increase in potential GDP is considered as an essential 

indicator of the growth of economy.  For the reason that, national income is considered 

one of the most important deputy of economic growth, this research starts empirical 

investigation through pore over the relationships between institutional freedoms and 

national incomes. For this purpose this study used Gross Domestic Product (GDP) and 

Per capita Gross National Income (PCGNI) as proxies of income growth. To investigate 

the impact of economic freedom and strength of democracy on multirooted growth this 

study used a series of regression.  This study employed the different supporting variable 

with core independent variables (economic freedom index and level of democracy) in 

different equations for better understanding and analysis of the issue like many other 

studies Nelson and Singh (1998); Leblang (1997); Feng (1997); Cole (2003); Ali and 

Crain (2002); and Quinn and Woolley (2001). The rest of this chapter is organized as 

follow: 

Section 7.2 examines the unit root problem, section 7.3 based on Co-integration analysis. 

Section 7.4 evaluates the Long run Elasticities, while section 7.5 Economic and Statistical 

interpretation elaborates about the theoretical statistical interpretation of regressed 



 
 

 159

models. Section 7.6 presents the Short runs dynamic behavior and analysis and last 

section 7.7 summarizes the chapter with heading Conclusion. 

7.2 Unit Root Test 

Like other data this study statistics also exhibit the regular characteristics associated with 

most economic variables. First of all unit root test has been used in order to know the 

order of integration of each variable in each sector.  To ascertain the order of integration 

this  study  used the most reliable and suitable  ADF(Augmented Dickey Filler) and the 

DF-GLS (Dickey Filler Generalized Least Square) unit root tests.  Results are presented 

in table 7.1 (ADF) and in table  7.2 (DF-GLS). ADF process of unit root investigation 

reveals that ln(DCI), ln(EFI), ln(OP) and ln(PCGNI) having not unit root problem and 

found stationary at level but we observed the unit root problem at level in ln (GDP), ln( 

GFCF), ln (HC) and ln (POPG)  variables but these are also stationary at first difference.  

To avoid any error (type 1 or type 2) due to small size of sample study also investigate the 

unit root problem through more reliable test especially for small size data DF-GLS. All 

these variables are also stationary according to DF-GLS test but nature of stationarity is 

little bit different than ADF test results. According to DF-GLS except ln(DCI) and 

ln(EFI) our all other variables having a unit root problem at level but found stationary at 

first difference at 1% level of significance simply with intercept. The ln (DCI) and ln 

(EFI) are stationary at level. It means results of ADF are consistent with DF-GLS unit 

root decisions.   

According to both tests results variables ln(GDP), ln(GFCF), ln(HC), ln(NS) ln(ELF) and 

ln(POPG)  having a unit root problem at level while stationary at first difference., ln(DCI) 

is stationary  on level only, while all others three  variables i.e. ln(EFI), ln(OP), and 

ln(PCGNI) are stationary at level and  first difference. 

Statistics of both tests are reported in the table # 7.1 & 7.2 as under:                                      



 
 

 160

Table 7.1             TIMES SERIES DATA UNIT ROOT TEST STATISICS 
ADF Unit Root Test Statistics 

Variables Intercept Trend & Intercept. None 

 Level 1st diff. Level 1st diff. Level 1st diff. 

ln(GDP) -2.42 -4.05* -0.28 -4.97* 0.82 0.95 

ln(DCI) -2.73*** -1.84 -3.61** -1.63 0.16 -1.89 

ln(EFI) -3.68* -7.09* -4.51* -7.07* -0.34 -7.18* 

ln(GFCF) -1.97 -3.83* -0.83 -4.27* 5.70 -1.32 

ln(HC) -1.94 -5.36* -1.37 -5.67* -0.16 -5.45* 

ln(OP) -3.12** -6.31* -3.11 -6.40* 0.89 -6.20* 

ln(PCGNI) -2.63*** -4.05* -0.87 -4.87* 10.34 -1.04 

ln(POPG) -1.39 -3.01** -3.05 -3.49*** -0.96 -2.44** 

      ln (NS) -2.39 -8.75* -2.58 -9.20* 2.84 -1.81*** 

      ln(ELF) -2.14 -5.64* -1.61 -6.18* 0.06 -5.73* 

 

Critical Values 

L.O.Sign. Intercept L.O.Sign. Trend &Inter. L.O Sign. None 

1% -3.62 1% -4.22 1% -2.63 

5% -2.94 5% -3.54 5% -1.95 

10% -2.61 10% -3.20 10% -1.61 

          Table 7.2      TIMES SERIES DATA UNIT ROOT TEST STATISICS 
DF-GLS(Dicky Filler Generalized Least Square) Unit Root Test  Statistics 

Variables Intercept Trend & Intercept. 

 Level 1st difference Level 1st difference 

ln(GDP) -0.39 -3.22* -0.66 -4.22* 

ln(DCI) -2.46** -1.47 -2.96*** -1.64 

ln(EFI) -2.47** -7.18* -3.36** -7.28* 

ln(GFCF) -0.045 -3.46* -1.00 -4.00* 

ln(HC) -1.54 -5.34* -1.63 -5.76* 

ln(OP) -1.31 -6.40* -2.44 -6.54* 

ln(PCGNI) -0.28 -3.22* -0.92 -4.14* 

ln(POPG) -1.51 -2.56** -2.69 -3.56** 

      ln (NS) 0.26 -1.24 -2.69 -2.15 

      ln(ELF) -1.75 -5.67* -1.88 -6.25* 

 

Critical Values 

Level of sign. Intercept Level of sign Trend & Inter. 

1% -2.63 1% -3.77 

5% -1.95 5% -3.19 

10% -1.61 10% -2.89 

      

 Where *, **, *** indicate the ratio is significant at 1%, 5%, and at 10% respectively. 
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7.3 Co-integration Analysis 
 
For the reason that study focused variables are partially stationary at I (0) and I (1) (some 

at level but some at first difference), accordingly ARDL technique is more appropriate for 

analysis. ARDL co-integration technique based on the comparison of the calculated and 

critical F values. To examine the existence of long run relationship between focused 

variables, through this technique  research measured number of F ratios via regressions by 

taking each variable as dependent and regress it on remaining concerning explanatory 

variables. Model wise  F ratio outcomes of ARDL co -integration tests are reported as 

under in table 7.3.  

                     

                     Table 7.3  ARDL Co-integration Bound Testing 

Calculated F-statistics 

Dependent Variable Model # F statistics 

ln GDP 1 3.40*** 

ln GDP 2 5.95* 

ln GDP 3 50.0* 

ln GDP 4 3.40*** 

ln(PCGNI) 5 4.00** 

ln(PCGNI) 6 3.41*** 

ln(PCGNI) 7 6.58* 

ln(PCGNI) 8 5.78* 

Critical Values 

Level of Significance Lower Bound value  

I(0) 

Upper Bound value  

 I(1) 

1% 3.96 5.45 

5% 2.89 4.00 

10%  2.47 3.39 

                        
                          Note: *, **, *** represent that F ratio is significant at the 1%, 5% and 10% level  
                          of significance respectively. 
                          Where critical values are taken from Paresh Kumar Narayan (2005).  
  

 The results of the bounds testing approach for co-integration show that ln (GDP) and 

ln(PCGNI) are co-integrated vectors in all eight models , because F-statistic of these 
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variables exceed the Narayan Paresh Kumar (2005) upper bound values at 5% and 10% 

level of significance. Then the null hypothesis of no co-integration can not be accepted 

and there is indeed an existence of long run relationship among these variables in the 

relevant model.  

7.4 Long Run Elasticities 

For detail investigation of relationship between targeted variables (economic freedom and 

level of democracy on economic growth) study run a number of econometric equations. 

Table 7.4 demonstrates the results obtained from first four regressions. In first four 

models where study used ln (GDP) as deputy of national incomes growth, results 

regarding the relationship between economic growth and economic freedom are found 

very consistent.  

   Table 7.4                                     LONG RUN RESULTS 

DEPENDENT VARIABLE : ln GDP 

Ind. Variables ↓ Model #1 Model #2 Model #3 Model #4 

Constant 1.51* 4.41* 2.96* 1.72* 

ln(EFI) -0.51* -0.33*** -0.48* -0.52* 

ln(DCI) 0.56* 0.08 0.42* 0.53* 

ln(GFCF) 0.22* ---------- 0.15** 0.23* 

ln(OP) 0.02 ---------- ----------- --------- 

ln(HC) ---------- 0.80* 0.38 ---------- 

ln[POPG] ---------- -0.05 ----------- -0.02 

ln[GDP(-1)] 0.77* 0.98* 0.83* 0.75* 

ln[EFI(-1)] -0.55* -0.55* -0.57* -0.56* 

R2 0.99 0.89 0.95 0.76 

Adj. R2 0.99 0.88 0.94 0.74 

DW 1.76 2.21 1.95 1.71 

F Statistics 231* 96* 101* 36* 

B. Godfrey Serial Corr. F stat. 1.28 ------------ 1.24 1.4 

ARCH Test: F-statistic 0.97 0.115 0.84 0.90 

     
       Note: *, **, *** represent that ratio is significant at the 1%, 5% and 10% level of significance 
respectively. 
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Similarly, Table 7.5 reveals the outcomes obtained from model #5 to model #8. To 

investigate the comprehensive impact of economic freedom and strength of democracy on 

national income growth this study employed ln(PCGNI) as other deputy of national 

income growth and investigated the impact of institutional freedoms on national incomes 

growth with  different control variables. According to outcomes of model #5 to model #8 

results are approximately consistent with fallouts of first four models.   

 

        Table 7.5                              LONG RUN RESULTS (cont.) 

DEPENDENT VARIABLE : ln(PCGNI) 

Ind. Variables ↓ Model #5 Model #6 Model #7 Model #8 

Constant 4.43* 4.19* 3.88* 4.67* 

ln(EFI) -0.72* -0.65* -0.49* -0.65* 

ln(DCI) 0.21*** 0.14 0.19 0.19*** 

ln(GTI) 0.35* 0.33* --------- 0.26* 

ln(OP) -0.03 --------- 0.01 --------- 

ln(HC) --------- ---------- 0.64* 0.29 

ln(POPG) --------- -0.05 --------- --------- 

ln [PCGNI(-1)] 0.55* 0.57* 0.98* 0.65* 

ln[EFI(-1)] -0.62* -0.57* -0.55* -0.59* 

R2 0.99 0.81 0.85 .79 

Adj. R2 0.99 0.80 0.84 .78 

DW 1.71 1.63 2.20 1.76 

F Statistics 85* 145* 235* 121* 

B.-Godfrey Serial Corr. F-statistics 0.89 0.64 0.52 0.26 

ARCH Test: F-statistics 1.29 1.26 0.00 1.13 

 

    Note: *, **, *** represent that ratio is significant at the 1%, 5% and 10% level of significance 
respectively. 
  

7.5 Economic and Statistical Interpretation 

Model 1: To asses the importance  of institutional freedom ( economic freedom and  

democracy)  for  national income growth which is deputy of economic growth, this study 

regressed the ln(GDP)  on ln(EFI) , ln(DCI) with other control variables   

ln(GFCF),ln(OP), ln(POPG) and ln(HC). Study used control variables alternatively in 
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different models for wide-ranging investigation. For the reason that economic freedom is 

a time taking phenomenon, so  ln(EFI(-1)  is also used in this study for better 

understanding  and to capture the lag effect of  economic freedom on national incomes 

growth. Regressions results reveal that economic freedom has negative but significant 

impact on GDP growth, both at level and first lag. This type relationship is not surprising 

because during our study period 1970 to 2007 more than half period (19 years few 

months) was governed by authoritarian or Marshal Law administrations. It is true that 

during these authoritarian governments institutional freedom were distorted but better 

inflow of foreign financial assistance, continuity of economic policies, comparatively 

better governance, and more or less stable GDP growth rate above than 6%  on average 

during all this period significantly prop up the economic prosperity of Pakistan. In growth 

context authoritarian period is proved in good health than remaining period.  So the 

negative connection between economic freedom and GDP growth is not unexpected.  On 

the other hand second vital explanatory variable democracy or democracy index 

positively and significantly affect the GDP growth. It is also not surprising because index 

of democracy is measured on the basis of civilian participation and representations in 

decision making, more presence of rule of law, media freedom, unbiased and fair election 

and political process and security of property rights, which automatically become stronger 

and healthier during democratic period and then in turn enhance the pace of growth of 

national incomes. Stated differently the signs of coefficients are according to 

expectations.   

Model 2:  second model also examined the significance of economic freedom and 

democracy for GDP growth. The sole difference between model number 1 and model 

number 2 is replacement of GFCF with HC (Human Capital). Economic freedom 

confirms its first equation results, that economic freedom has negative and significant 
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impact on GDP growth. Here democracy has positive but insignificant impact on GDP 

growth.  As concerned the human capital it also has positive and significant effect on 

GDP growth as we expect.  Hence 2nd regression confirms the previous results.  

Model 3: Human capital and Gross Fixed Capital Formation  both are considered 

imperative during economic growth analysis. Due to the vital position of these two 

variables and to analyze the crash of economic freedom and democracy on GDP study 

include ln (HC) and ln (GFCG) in model # 1 and HC in model # 2 separately. Model #3 

contains both these control variables ln(GFCF) and ln(HC),  results  of model #3 

confirmed  the history of previous two equations. It is again observed that economic 

freedom in focus year and at first lag has negative but significant connection with GDP 

growth in Pakistan, while democracy has positive significant association with GDP 

growth. Results reveal that the economic freedom elasticity of GDP Growth is -0.485 

which is not more elastic but play vital role in context of GDP variation.  In the same 

token elasticity of GDP growth with respect is 0.421, which is not more elastic but 

positively affects the process of GDP growth. In other words we can say that democracy 

positively and significantly affects the process of GDP growth. As far as  the matter of 

supporting variables HC and GFCF both have positive touch toward GDP, but results are 

indicating that HC is not a stronger contributor toward GDP improvement, while GFCF 

has a  statistically significant  touch. 

Model 4: also investigates the contribution of economic freedom and democracy toward 

GDP growth in the presence of population growth (POPG). But study found that results 

are once again consistent and robust. Economic freedom negatively and robustly 

impinges on the GDP growth of Pakistan. But democracy positively and significantly 

affects the GDP growth like pervious regressions. POPG have negative and worth less 

effect on GDP.  
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Models 5 to 8: For better understanding of impact of economic freedom and level of 

democracy on national incomes, this study also used the ln(PCGNI) as deputy of national 

incomes growth. This replacement is only for comprehensive judgment of nature of 

relationships between economic freedom, democracy and national incomes. This is also 

necessary to confirm the negative relationship between national income and economic 

freedom and positive connection between democracy and national incomes. Study 

replaced the dependent variable ln(GDP) with  ln(PCGNI) and again regress the other 

four regressions titled with model # 5 to 8. If the results of equations 5 to 8 confirm the 

attitude of economic freedom and democracy as it was in first four equations, then it 

means results are more reliable and have credibility.  

Table7.5 make known the regression results of models 5 to 8. Where ln (PCGNI) is 

substitute of  ln (GDP). Results of models 5 to 8 disclosed that conclusions about 

economic freedom and ln (GDP) from first four equations were trustworthy. Partial slope 

coefficient of economic freedom variable (national incomes growth elasticity with respect 

to economic freedom) is negative and also has statistically significant t ratio in all four 

regressions. It is also observed that the economic freedom affects the per capita gross 

national income (PCGNI) inversely and significantly as it affected the volume of GDP in 

first four equations.  

Similarly its accompanying core independent variable democracy index also confirms the 

initial results. t ratios of democracy index variable in  models 5 & 8 are statistically 

significant but insignificant in models # 6 & 7. However estimates confirm the positive 

connection between democracy index ln (DCI) and economic growth ln (PCGNI). In 

these equations other notable point is, here study substitutes the ln(GFCF) agent of 

investment with ln(GTI). But its results just like the outcomes of ln (GFCF) and ln (GDP) 

relationships in first four regressions. Coefficient of ln (GTI) is demonstrating that it has 
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less elastic but significant impact on per capita gross national income, which is 

representative of economic growth. The role of control variables ln (OP), ln (HC) and ln 

(POPG) toward national incomes growth is again observed through their inclusions in 

models #5 to 8. Outcomes again confirms that the role of these control variables is just 

like as their contribution toward ln (GDP) in models 1to 4. Except ln (HC) in model 7 

approximately all these have insignificant connection toward national incomes growth.  

Signs of both variables are also according to belief. 

On the whole, results reveal that economic freedom made robust negative and powerful 

stroke on GDP and PCGNI volume in Pakistan during 1970 to 2007. Reason is very 

obvious The Fraser Institute Economic Freedom measure which this study used to 

measure the level of economic freedom in Pakistan is based on Size of Govt. (government 

involvement in business), legal structure and security of property rights, access to sound 

money, freedom to trade internationally, and regulations of credit markets. History is 

evidence that the government of Pakistan muscularly interrupt the business activities from 

start of 1970s to the end of 1990s through nationalization policy, autocratic 

administrations, implementation of unsuitable policies of finance donor institutions and 

countries etc.  

The nature of relationships between core explanatory variables and national incomes 

growth is not unexpected. As far as the matter of negative and significant contribution of 

economic freedom toward national incomes growth, is according to expectations.  One 

can observe this through examination of Area One (Size of Govt. Taxes and Enterprises) 

Freedom Rating given in chapter 6. Freedoms rating of this area which was 6.34 out of 10 

in 1970 deteriorated down to 3.48 in 1988. While on the other hand economic growth 

rates were very stable and appreciate able, more than 5% on average in 1970s and just 

above the 6% per annum in 1980s. “Legal Structure and Security of Property Rights” 
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which is second area of freedom measure suffer strappingly during study period in 

Pakistan. Credibility and integrity of Pakistan’s judicial system suffered continuously due 

to unjustified intervention of military and civilian government officials in judicial 

decision making. As concerned the security of property rights, facts proved that issues of 

security of property rights received worthless attention of responsible authorities. Over all 

rating of this area is also deteriorated from 5.12 in 1970 to 2.03 in 2007(see economic 

freedom index). It is unforgettable decline. Area three (Access to Sound Money) and area 

five (Regulations of Credit Market) freedom ratings are   also deteriorated from 8.82 to 

6.77 and 7.66 to 6.75 respectively during study period (1970 to 2007). So, examination of 

all five area freedoms rating make obvious that freedoms rating of area one (Size of Govt. 

Taxes and Enterprises), area second (Legal Structure and Security of Property Rights), 

area three (Access to Sound Money) and area five (Regulations of Credit Market) are 

deteriorated during study period. Freedoms rating of area four (Freedom to Trade 

Internationally) are the sole improved rating during study period. Trade sector 

performance in the very early period of our study was not notable due to pay no heed to 

strategies of Bhutto administrating towards trade.  

 However environment was completely changed within the beginning of Zia regime in 

1977. Zia’s administrations,  took some healthy steps toward trade liberalization e.g. 

removal of explicit import quotas (which was necessary for 406 commodities import in 

1980 reduced to only five consumer commodities in 1983), liberalized policy toward 

capital imports,  partially elimination of conditions of import license, enhanced the trade 

freedoms. With the structural adjustment programme which was begun in 1988 and other 

trade enhancing programme of follower’s democratic governments also provide trade 

liberalism. Removal of the non tariff barriers to imports, reduction in the range of custom 

duty rates with a maximum rate of 30% and minimum rate of 10%, removal of export 
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license fee, elimination of export taxes and some other trade liberal policies were the 

major break through of Zia follower democratic government regarding the trade 

promotion.  Musharuff’s administration also focused the trade liberalism. So over all 

rating of Freedom to Trade improved from 1.74 point to 6.34 point (out of ten) from 1970 

to 2007. So in this respect one can say that the Freedom to Trade Internationally did 

marvelous job to sustain the economic freedom index of Pakistan. Overall economic 

freedom levels more or less move in narrow range. On the other hand volumes of GDP 

and PCGNI increased due to monetary and other aspects. So the negative connection 

between economic freedom and GDP and PCGNI volumes is not unexpected in Pakistan 

during study period.  

Democracy which contributes positively and significantly toward GDP and PCGNI 

volumes is also not unexpected. Study used the ARDA (Alliance for Reforms and 

restoration of Democracy in Asia) methodology for measurement of democracy here in 

Pakistan. Index of democracy is measured on the basis of: Civilian Participation and 

Representations in Decision Making, More Presence of Rule of Law, Media Freedom, 

Unbiased and fair Election and Political Process and Security of Property Rights. Which 

automatically become stronger and healthier during democratic period, plus democracy 

promotes the economic growth indirectly through reducing the uncertainty and insecurity 

of investors and from side to side development of political and social sector.  And then in 

turn   these factors play effective role to strengthen   the GDP and PCGNI volumes.  

As concerned the stability test LM and DW (Durbin Watson) tests of serial correlation, 

ARCH test of heteroscedasticity, and R2 (measure of goodness of fit) all be a sign of solid 

and reliable regressions. Values of adjusted multiple coefficient of determination are also 

good enough. 
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7.6 Short Run Dynamic Behavior and Analyses 

Short run investigation also plays an important role as well as long run examination, 

especially when the purpose of study is investigation of nature of relationships between 

variables on the basis of   past experience or policy recommendations and forecasting for 

future regarding the focused variables.  It is not unexpected that explained variable is 

shocked due to known or some unknown factors; short run investigation tells us about the 

correction mechanism of shock if happen.  In other words it notifies that how much shock 

will be recovered within the next time lag. Second objective of short run analysis is that, 

significant t ratio of error correction coefficient indicate that the long run relationships are 

exist between our concerned variables.  So due to firmness of short run analysis here 

study also investigates the short run relationships. 

Study measures the error correction models (short run analysis) within the ARDL 

framework.  Table 7.6 & 7.7 reveal the error correction results of models 1 to 8. Over all t 

ratios of error correction coefficients are statistically significant. This thing is provided 

support to study decision, that there is long run relationships exist between targeted 

variables during study period. The results expose that the coefficients of error correction 

term (ECM) are negative in all 8 models.  It is indicating that the feed back mechanism 

very effectual.  Actually it is correction of growth imbalances annually in Pakistan. In 

other words, these tell that the pace of convergence to long run equilibrium after a shock 

in level of economic freedom and in level of democracy simultaneously or separately for 

the economic growth process in Pakistan during study period. Correction of shock 

according to model # 2 and 7 is very efficient. According to these results recovery of 

shock is faster than its occurrence; it means shock will definitely recover within the next 

year. Error correction coefficients value in model #, 3,4,5,6 and in 8 disclose that 

approximately 70% deviation from the long run equilibrium level of GDP and PCGNI 
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will be corrected within the next year.  While 1st model recovery process of shock is very 

poor.  In a nutshell according to given results of models, in long run the over all recovery 

of shocks in national incomes levels caused by the economic freedom and democracy is 

hopeful. 

   Table 7.6                                    SHORT RUN RESULTS 
DEPENDENT VARIABLE : Δ ln GDP 

Variables Model #1 Model #2 Model #3 Model #4 

Constant 0.21** -0.01 0.03 0.03 

Δ ln(EFI) -0.29** -0.26 -0.35* -0.39* 

Δ ln(DCI) -0.09 -0.59 0.06 0.01 

Δ ln(GFCF) 0.47* ---------- 0.36* 0.42* 

Δ ln(OP) -0.001 ---------- ---------- ----------- 

Δ ln(HC) ----------- 0.84* -0.40** ----------- 

Δ ln(POPG) ----------- -0.357 ----------- -0.09 

Δ [lnGDP(-1)] 0.24 ------------ ----------- 0.57* 

Δ [lnEFI(-1)] -0.14 -0.39** -0.32* -0.34* 

Δ [ln DCI(-1)] -0.45 0.41 -0.04 0.31 

Δ [ln GFCF(-1)] -0.23* ----------- -0.16** -0.17** 

Δ [ln OP(-1)] 0.029 ---------- ----------- ----------- 

Δ [ln HC(-1)] ---------- 0.01 0.03 ----------- 

Δ [ln POPG(-1)] ---------- 0.30 --------- 0.24 

ECM -0.16** -1.25* -0.63* -0.65* 

R2 0.80 0.68 0.84 0.83 

Adj. R2 0.72 0.53 .78 0.76 

DW 2.49 2.13 2.17 2.20 

F Statistics 10.29 2.75 13.94 7.94 

ARCH Test: F-statistic 0.04 0.00 0.01 0.02 

 

       Note: *, **, *** represent that ratio is significant at the 1%, 5% and 10% level of significance 
respectively. 
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   Table 7.7                                      SHORT RUN RESULTS 
DEPENDENT VARIABLE : Δ ln PCGNI 

Variables Model #5 Model #6 Model #7 Model #8 

Constant 0.01 0.01 0.04 0.01 

Δ ln(EFI) -0.58* -0.64* -0.31 -0.61* 

Δ ln(DCI) -0.61 -0.62 -0.92 -0.42 

Δ ln(GTI) 0.42* 0.39* ---------- 0.38* 

Δ ln(OP) 0.02 ----------- 0.02 ----------- 

Δ ln(HC) ----------- ----------- -0.66** 0.43** 

Δ ln(POPG) ----------- 0.21 ---------- ---------- 

Δ [ln PCGNI(-1)] 0.55* 0.64* 0.94* 0.58* 

Δ [lnEFI(-1)] -0.29** -0.27*** -0.29*** -0.32** 

Δ [ln DCI(-1)] 0.44 0.68 0.22 0.13 

Δ [ln GTI(-1)] -0.17*** -0.20** ----------- -0.15*** 

Δ [ln OP(-1)] -0.020 ------------ -0.01 ----------- 

Δ [ln HC(-1)] ----------- ------------ 0.05 0.21 

Δ [ln POPG(-1)] ------------ -0.112 ----------- ---------- 

ECM -0.69* -0.73* -1.19* -0.68* 

R2 0.81 0.82 0.70 0.84 

Adj. R2 0.73 0.74 0.58 0.78 

DW 2.08 2.07 2.10 2.09 

F Statistics 10.96 11.28 5.90 13.80 

ARCH Test:F-statistic 0.37 0.80 0.02 .02 

 

        Note: *, **, *** represent that ratio is significant at the 1%, 5% and 10% level of significance 
respectively. 
 
 
7.7 Conclusion 

For the most part of this empirical investigation it is observed that both core explanatory 

variables economic freedom and democracy are notable for national incomes growth in 

Pakistan. In so far as, the matter of nature of relationships between economic freedom and 

national incomes growth, it affects the national incomes inversely but significantly in all 

eight equations. This type relationship is not surprising because during our study period 

1970 to 2007 more than half period (19 years few months) was governed by authoritarian 

or Marshal Law administrations. It is true that during these authoritarian governments 
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institutional freedom were distorted but better inflow of foreign financial assistance, 

continuity of economic policies, comparatively better governance, and more or less stable 

GDP growth rate above than 6% on average during all this period significantly prop up 

the economic prosperity of Pakistan. In growth context authoritarian period is proved in 

good health than remaining period.  So the negative connection between economic 

freedom and GDP growth is not unexpected.  

On the other side, democracy also has it matchless position  for national incomes growth 

in Pakistan, because in all eight regressions democracy positively contributes toward 

national incomes growth. It is also not surprising because index of democracy is 

measured on the basis of civilian participation and representations in decision making, 

more presence of rule of law, media freedom, unbiased and fair election and political 

process and security of property rights, which automatically become stronger and 

healthier during democratic period and then in turn enhance the pace of growth of 

national incomes. Five out of eight regressions disclosed significant while other three 

posed insignificant contribution of democracy toward national incomes growth.  

Therefore, overall democracy has positive significant impact, while economic freedom 

has negative significant contribution toward national incomes growth in Pakistan.  
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Chapter 8    

National Savings, Investment Growth and Institutional 

Freedoms: A Time Series Analysis 

8.1 Introduction  

In the history of economic growth savings and investment issues have their unique 

importance. More or less economists of all schools of thought agreed on this point of 

view that saving and investment play directly and indirectly vital role in economic growth 

of the economy.  According to classical more investment mean more production and 

consumption of masses. Domar argued that savings are directly proportional to national 

income growth (Domar 1951). Lewis pointed out that more profit in industrials sector 

seems lavish for more investment, then in turn investors invest and economy starts to 

grow (Lewis 1954). High rates of increase in total factor productivity and high rate of 

structural transformation are relying on investment (Kuznets 1973).  Similarly some other 

economists put their faith in savings and investment for economic growth (Solow 1956). 

History of the developed nation is evidence that growth and development depend on 

factors efficient productivity whether these are employed in agriculture, industry, or 

services sector of the economy. It is also observed in the process of economic 

development within a passage of time resources shift from agricultural sector to industrial 

sector and then to services sector.  Stated differently, in starting phase of least 

development agriculture contribute the major share of GDP. After   that when economy 

move on the way of  steady state economic growth and development agricultural share in 

GDP starts to decline and industry becomes more active player in national output.  After 

that resources are ready to shift there position from industry to more skilled and expert 

services sectors. But all this process is purely depended upon the capital formation or 

increase in gross investment. Undoubtedly inventions and innovations in conventional 
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methods of production and investment initially enhance the productivity of factors of 

production, but the capital formation either in case of investment in land, increase in 

physical equipment or up gradation of human resources are dependent on national 

savings. That’s why study includes the national saving and gross investment level for 

comprehensive growth analysis of Pakistan economy during our study period.  This 

research used two proxies of investment Gross Fixed Capital Formation (GFCF) and 

Gross Total Investment (GTI). Generally, the total amount spent on purchases of new 

capital (increase in capital stock) and on replacing depreciated capital is called gross fixed 

capital formation or investment. So this study includes GFCF in investigation. On the 

other hand the second investment proxy is gross total investment.   It is wider concept of 

investment than gross fixed capital formation, because gross fixed capital formation 

includes the net increase in capital stock plus investment on wear and tear of existing 

capital stock, while gross total investment includes the change in inventories (stock which 

a firm hold as input and out put is inventories) plus gross fixed capital formation plus net 

acquisition of valuable (investment on intrinsic beauty or for status e.g. jewelry and 

pieces of fine arts).  So in this context GFCF is a part of gross investment. In equation 

form;   

GTI = Investment on Inventories + GFCF + Net Acquisition of Valuable    

Therefore, current study also includes the GTI for better understanding of nature of 

relationships.  

In this section this study investigates outcomes of institutional freedom (economic 

freedom and democracy) on NS, GFCF, GTI and ELF. Current study used NS as deputy 

of savings and GFCF and GTI as proxies of investment. Keep in mind that all these 

variables are taken in natural log form. GDP (Gross Domestic Product) and RDR (Real 

Deposits Interest Rate) are used here as control variables because investment and saving 
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are directly affected by the income and rate of interest. The rest of this chapter is sorted 

out as follow: 

Section 8.2 examines the unit root problem, section 8.3 based on Co-integration analysis. 

Section 8.4 evaluates the Long run Elasticities, while section 8.5 Economic and Statistical 

interpretation elaborates about the theoretical statistical interpretation of regressed 

models. Section 8.6 presents the Short runs dynamic behavior and analysis and last 

section 8.7 summarizes the chapter with heading Conclusion. 

8.2 Unit Root Test  

This part of study scrutinizes the level of stationarity of saving and investment proxies 

and institutional freedom indicators.  The analysis is conducted through the ADF 

(Augmented Dicky Filler)   and DF-GLS (Dicky Filler Generalized Least Square) unit 

root tests. Results of ADF and DF-GLS unit root tests are given in tables 8.1 and 8.2 

respectively.   

According to outcomes of ADF unit root investigation ln (DCI) and RDR26 are stationary 

at level while ln(GTI), ln( GFCF), ln(ELF), ln(GDP), and ln(EFL) are stationary at first 

difference. On the other hand DF-GLS reflects that ln (DCI), ln (EFI) and ln (NS) are 

stationary at level but all other at first difference. So on the whole all variables are 

stationary at level or at first difference.  

 

 

 

 

 

 

                                                 
26 See Wizarat and Hye (2010) 
           Hye and Wizarat (2011) 
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  Table 8.1         TIMES SERIES DATA UNIT ROOT TEST STATISICS 

ADF Unit Root Test Statistics 

Variables Intercept Trend & Intercept. None 

 Level 1st diff. Level 1st diff. Level 1st diff. 

ln(EFI) -3.69* -7.00* -4.43* -6.99* -0.41 -7.09* 

ln(DCI) -2.75*** -1.87 -3.57** -1.59 0.18 -1.94*** 

ln(NS) -2.39 -8.75* -2.58 -9.20* 2.84 -1.80* 

ln(GTI) -1.63 -4.86* -1.29 -5.09* 6.53 -1.41* 

ln(GFCF) -1.97 -3.84* -0.83 -4.27* 5.70 -1.33* 

ln(ELF) -2.14 -5.64* -1.61 -6.19* 0.06 -5.74* 

      RDR -2.92*** -5.85* -3.00 -5.76* -2.40** -5.94* 

    ln(GDP) -2.42 -4.05* -0.28 -4.98* 0.82 -0.95 

 

Critical Values 

 L. of sign. Intercept L. of sign. Trend & Inter. L. of sign. None 

1% -3.62 1% -4.22 1% -2.63 

5% -2.94 5% -3.54 5% -1.95 

10% -2.61 10% -3.20 10% -1.61 

         

        Note*, **, *** indicate the ratio is significant at 1%, 5%, and at 10% respectively. 

  Table 8.2       TIMES SERIES DATA UNIT ROOT TEST STATISICS 

DF-GLS(Dicky Filler Generalized Least Square) Unit Root Test  Statistics 

Variables Intercept Trend & Intercept. 

 Level 1st difference Level 1st difference 

ln(DCI) -2.46** -1.47 -2.96*** -1.64 

ln(EFI) -2.47** -7.18* -3.36** -7.28* 

ln(NS) 0.26 -1.24 -2.89*** -2.15 

ln(GTI) 0.33 -4.92* -1.39 -5.20* 

ln(GFCF) -0.05 -3.46* -1.00 -4.00* 

ln(ELF) -1.75*** -5.67* -1.88 -6.25* 

    RDR -2.94* -5.92* -3.02 -5.93* 

ln(GDP) -0.39 -3.22* -0.66 -4.22* 

 

Critical 

Values 

Level of sign. Intercept Level of sign Trend & Inter. 

1% -2.63 1% -3.77 

5% -1.95 5% -3.19 

10% -1.61 10% -2.89 

     

        Note *, **, *** indicate the ratio is significant at 1%, 5%, and at 10% respectively 

 

 



 
 

 179

8.3 Co-integration Analysis 

The ARDL co-integration test make available us that either there is long run relationships 

among variables exist or not.  Focused variables of this study are partially stationary at 

level and at first difference, so ARDL technique is more appropriate for analysis. 

Generally, investigation of co-integration is observed through bounds framework based 

on the comparison of the calculated F values and Paresh Kumar Narayan (2005) upper 

bound value. Vector is considered co-integrated if calculated F ratio exceeds the upper 

bound value, and vice versa. 

 

                          Table 8.3        ARDL Co-integration Bound Testing 

Calculated F-statistics 

Dependent Variable Model # F statistics 

ln(NS) 09 3.54*** 

ln(GTI) 10 3.73*** 

ln(GFCF) 11 4.21** 

ln(ELF) 12 5.00** 

Critical Values 

Level of Significance Lower Bound value 

I(0) 

Upper Bound value 

I(1) 

s1% 3.96 5.45 

5% 2.89 4.00 

10% 2.47 3.39 

 
                            Note: *, **, *** represent that F ratio is significant at the 1%, 5% and 10% level  
                            of significance respectively. 
                            Where critical values are taken from Paresh Kumar Narayan (2005).  

           

The upshots of co-integration through ARDL are given in table 8.3.  According to 

Narayan Paresh Kumar (2005) bound test approach all models dependent variables are 

co-integrated at 5% and 10 % level of significance. In this regard one may reject the null 

hypothesis of no co-integration, and will accept the alternative hypothesis of co-

integration.  Stated differently, there is long run relationships exist between focused 

variables.  
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8.4 Long Run Elasticities 

To investigate the long run contact of institutional freedoms ln (EFI) and ln (DCI) on 

national savings ln (NS), investment ln (GTI), ln (GFCF) and employment labor force ln 

(ELF) research regress the regression model number 9 to 12. Results are reported in table 

8.4.  

   Table 8.4                                      LONG RUN RESULTS  

DEPENDENT VARIABLE ↓ 

 

Ind. Variables ↓ 

ln(NS) ln(GTI) ln(GFCF) ln(ELF) 

Model #9 Model #10 Model #11 Model #12 

Constant 1.57 -2.20* -1.06 0.59 

ln(EFI) -1.69*** 1.01* 0.33** 0.13 

ln(DCI) 1.20 0.29 0.68 -0.10 

RDR 0.01** -0.01 -0.01 -0.01 

ln(GDP) 0.84* --------- 0.56* 0.01 

ln[NS(-1)] 0.25 ---------- 0.64*       --------- 

ln[GTI(-1)] -------- 0.05* --------- --------- 

ln[GTI(-2)] -------- -0.20   

ln [GFCF(-1)] -------- 0.57* 0.98* 0.65* 

ln[ELF(-1)] -------- --------  

ln [GFCF(-2)] -------- -------- -0.47*  

ln[EFI(-1)] 0.51 -0.57* -------- 0.79* 

ln[DCI(-1)] -1.80 -0.77 -1.06*  

R2 0.99 0.99 0.99 .56 

Adj. R2 0.99 0.99 0.98 .50 

DW 1.93 1.96 1.84 1.76 

F Statistics 628*        3455* 1981* 8.07* 

B.-Godfrey Serial Corr. F-statistics 0.11 0.46 0.52 0.26 

ARCH Test: F-statistics 1.18 1.02 0.00 1.13 

 

    Note: *, **, *** represent that ratio is significant at the 1%, 5% and 10% level of significance 

respectively. 
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8.5 Economic and Statistical Interpretation  

In model # 9 study scrutinized the crash of democracy and economic freedom on national 

savings. According to outcomes of regression model 9 democracy positively but 

insignificantly influenced the   national saving. Democratic governments of nineties of 

last century did considerable for financial sector growth through privatization of financial 

institutions. Saving bank also introduce new saving schemes to positively influence the 

national savings. Indubitably democratic governments augment the national saving 

positively but inconsistency in economic policies due to short tenure and vulnerable 

political environment could not contribute at deserving potential for national saving. 

Similarly so called democratic government of Prime Minister Shoukat Aziz also tried to 

enlarge the national savings at some extend. So the positive and insignificant contact of 

democracy toward national savings is not surprising.  

As concerned the economic freedom negative effect on national saving, it is may be due 

to lesser trust of citizens on fresh saving policies, inflationary effects, and more suitability 

of business (investment) environment than savings in comparatively free or liberalized 

economy etc.  No doubt economic freedom is considered more conducive for investment 

rather than savings in financial institutions, because in economic freedom investor feel 

security of investment, freedom of decision making, and lesser government intervention 

in business affairs, plus economic freedom also stimulate the soundness and growth of 

financial sector which in turn proved encouraging for investors. Thus individuals prefer to 

invest than save. Due to these reasons this investigation found negative correlations 

between economic freedom and national savings in short span of time especially in 

running year. But on the other hand positive impact of economic freedom on national 

saving in long span of time is also not surprising. Because economic freedom is a 

market’s quality and superiority, which proved its impact on economy after a time lag. 
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For the reason that freedoms of financial markets enhance the credibility of financial 

institutions and confidence of citizen, which in turn, enlarge the national saving.  

Now come to the investment and institutional freedoms (democracy level and economic 

freedom) connection in Pakistan during study period. First of all study would like to 

explain that why study used here two different proxies of investment, GFCF (Gross Fixed 

Capital Formation) and GTI (Gross Total Investment). Study used these two deputies of 

investment to capture the comprehensive impact of economic freedom and democracy on 

investment in Pakistan. GFCF is actually net plus depreciation investment in capital 

goods such as increase in machines, computers, and factory buildings etc. This does not 

include just factories and machines, but also hospitals, schools and offices. On the other 

hand second investment proxy is Gross Total Investment (GTI). Which hold the concept 

of total net and replacement (depreciation) investment on production of goods and 

services not for present consumption but also for future use. GTI is based on, i) Change in 

Inventories (change in stock of inputs and outputs which allow the firm to control the 

input and output fluctuation in short period of time), ii) Gross Fixed Capital Formation 

and, iii) Net Acquisition of Valuables (Some productivity activity creates goods that are 

neither consumed nor used in the production process. Rather, these are held for only 

intrinsic beauty or for only appreciation in value, for example, jewelry and works of art). 

So study also used the GTI to involve the all types of investment. 

Regression models # 10 and 11 where study investigates the impact of democracy and 

economic freedom on investment in Pakistan. Study found approximately identical 

conclusions. According to fallouts of these models economic freedom significantly and 

positively affect the investment in Pakistan. As study elaborates in model number 9 

interpretation that economic freedom seems to be more conducive for investment. 

Because in more liberalize and free environment investors feel freedom in decision- 
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making, security of investment, and healthy business environment. Therefore positive and 

significant association between economic freedom and investment is not incredible. 

Democracy the other variable also affects the investment positively but insignificantly. 

Reason is very simple, in Pakistan existence of democracy with all its dimensions and 

characteristics is proved impossible up till now. More than half of our study period was 

the era of Marshal Laws or authoritarian administration. Remaining period was 

characterized by motionless democracy. Motionless in a sense that any elected 

government does not complete its time tenure. No government continues the economic 

policies of last administration, plus poor political and economic performance everywhere 

in the economy (economic and political instability). Vulnerable and partial democratic 

governments never maintained the political and economic stability, and also never ever 

give the time to economic policies that these policies trickle down their impact toward 

masses. Hence these threaten and half-done democracies never maintained the confidence 

of investors. Thus results are according to expectations.   

Regression model #12 is the last equation of this table, paying attention on the 

significance of democracy and economic freedom for employed labor force in Pakistan. 

Employed labor force is used here as a proxy of employment. As shown by table #8.4 

employment elasticities with respect to democracy is -0.10, while with respect to 

economic freedom is 0.13. No doubt in this context these two factors are less elastic and 

can not bring rapid change in employment level in Pakistan. But insignificancy of 

democracy and economic freedom variables for employed labor force on statistical 

ground confirm their less importance for employment generation.  But sign of these two 

factors are according to expectation. As mentioned above Pakistan up till now 

experienced poor and vulnerable democracy, which was not capable to enhance the 

employment opportunities in Pakistan because inconsistent economic and political 
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policies shake the business environment in Pakistan? Hence study found negative 

connection between employed labor force and democracy. On the other hand even at 

nominal increase in economic freedom stimulate the business environment, which in turn 

encourage the job opportunities in society. Hence the positive link between economic 

freedom and employed labor force is not surprising. 

So at the end, one can summarize the significance of level of democracy and economic 

freedom for these growth deputies. Approximately it is observed that economic freedom 

almost has significant effect on saving and investment level in Pakistan while democracy 

has not its unique importance with reference to all these factors which are discussed in 

series of equation from 9 to 12. As concerned the credibility and integrity of our above 

given regressions, study reported the results after a comprehensive judgment of their 

fitness. The chronic problem of autocorrelations is examined by the more reliable tests 

LM and DW (Durbin Watson), heteroscedasticity by ARCH test. This study also relies on 

coefficient of determination for goodness of fit of model. First three regressions are very 

good fitted on the basis of R2, but coefficient of determination of regression number 12 is 

telling us that equation has moderate explained sum of square. Godfrey serial correlation 

LM tests indicating the absence of autocorrelation in all regression. In the same way 

ARCH test of heteroscedasticity also signal that all error term have equal variance.   

8.6 Short Run Dynamic Behavior and Analysis  

Short run investigations also consider vital as well as long run examination in 

comprehensive analysis, because it indicate the feed back mechanism in case of shock or 

imbalances in economy. In simple words one can say that short run examination tell us 

about how much error will be compensated during given lag of time.  To provide the 

firmness to results study measured the error correction models (short run analysis) 

through the ARDL framework.  Outcomes of short run analysis are given in Table 8.5.   
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   Table 8.5                              SHORT RUN RESULTS  

DEPENDENT VARIABLE 

INDEPENDENT VARIABLE Δ[ln (NS)] Δ[ln(GTI)] Δ 

[ln(GFCF)] 

Δ[ln (ELF)] 

Model #9 Model #10 Model #11 Model #12 

Constant 0.06 -0.01 0.03 -0.001 

Δ [ ln(DCI)] -2.84 -3..36** -2.49 0.68 

Δ[ln(EFI)] -1.85* 1.21* 0.53 0.13 

Δ[ln(GDP)] 1.21* 0.97** 0.21 0.93** 

Δ[ln(RDR)] 0.95** -1.01** -1.21* 0.11 

Δ[ lnEFI(-1)] 0.02 0.09 ----- 0.02 

Δ [lnDCI(-1)] 4.64 -------- 0.53** --------- 

Δ [lnNS(-1)] 1.10**  ------- --------- 

Δ [lnGTI(-1)] -------- 2.01* ------- 0.93* 

Δ[ lnGFCF(-1)] ------- ------- 1.08** --------- 

ECM -1.20* -1.35* -0.96* -1.24* 

R2 0.61 0.51 0.51 0.26 

Adj. R2 0.52 0.40 0.41 0.11 

DW 1.84 2.16 1.76 1.76 

F Statistics 7.27* 4.93* 4.94* 1.72*** 

B.-Godfrey Serial Corr. F-statistics 0.01 1.12 1.85 0.42 

ARCH Test: F-statistics .85 
 

1.52 
 

0.17 
 

0.01 
 

 

  Note: *, **, *** represent that ratio is significant at the 1%, 5% and 10% level of significance respectively 

According to the results all t ratios of all four error correction coefficients are statistically 

significant. This thing is provide support to decision, that, there is long run relationships 

exist between our targeted variables during study period. The results expose that the 

coefficients of error correction term (ECM) are negative in all 4 models.  It is indicating 

that the feed back mechanism very effectual.  Actually it is correction of growth 

imbalances in national savings, gross investment, and in employed labor force. In other 

words,  it is convergence of above given sectors (national savings, gross investment, 

employed labor force) growth process to long run equilibrium in Pakistan during study 

period after a shock which is caused by economic freedom or by democracy 
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simultaneously or separately. Correction of shock according to all models (9 to 12) seems 

to be very efficient. Except error correction mechanism of   Models # 9, 10, and 12 results 

are indicating that the recovery of shock is faster than its occurrence. It means any shock 

which is occurred in above mentioned sector growth will be definitely recovered within 

next year. But the case of model number 11 is little bit different. Its error correction speed 

is effective but the whole shock will not be recovered within the next year.  In this model 

value of error correction coefficient is -0.96. It means 96 % shock in gross investment 

growth will be recovered within next year. 

8.7 Conclusion 

The purpose of this section of research was to disclose the nature of relationships between 

institutional freedoms and some factors like savings, investment and employment. On 

empirically grounds it is divulged that during study period democracy in Pakistan did not 

contribute remarkably toward above mentioned variable. According to results, democracy 

affected the national savings and investment in Pakistan positively but insignificantly, 

while it made slight negative touch on employed labor force. Reason is very simple; in 

Pakistan existence of democracy with all its dimensions and characteristics is proved 

impossible up till now. More than half of this study period was the era of Marshal Laws 

or authoritarian administration. Remaining period was characterized by motionless 

democracy. Motionless in a sense that any elected government did not complete its time 

tenure. No government continues the economic policies of last administration, political 

instability of vulnerable democratic administrations did not contribute significantly 

towards national savings and investments in Pakistan.  Economic freedom the other core 

explanatory variable affect the investment positively and national saving inversely, but as 

far as the matter of its worth, it insignificantly affect the all growth proxies except nation 

savings. Thus one can easily summarize that in the presence of economic freedom or 
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more liberalized business environment people prefer to invest rather than save, so 

economic freedom is considered more conducive for investment while it hampered the 

national savings 
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Chapter 9   

Financial & Capital Markets Growth and Institutional 

Freedoms: A Time Series Analysis  

9.1 Introduction  

Undoubtedly, existing sound financial system and better performance of capital markets 

in any economy closely related with economic performance of economy. In modern 

economic system efficient financial and capital markets are considered essential for 

economic growth and prosperity. Financial institutions work as intermediaries between 

institutions and investors, and better financial system in any economy helps remarkably 

the economic prosperity. Financial intermediaries reduce transactions costs for saver and 

investors and also help to increase the productivity of investment. Stated differently, the 

well-organized the financial system, the stronger would be the economic comfort. In the 

same token developed capital markets is also considered as key element in modern 

investment mechanism, because capital markets works as the channel for flow of 

financial resources. Capital markets are intermediate players between home and world 

economies. With the growing globalization of economies, the international capital 

markets are also become increasingly integrated. In other words one can say that financial 

and capital markets are considered high flying elements of a modern market based 

economic system.  These markets play momentous role in process of economic 

development and in integration of home country with rest of world.  A burly (strong) 

economy requires a progressive financial system that encourages the confidence and 

professionally provides a wide range of financial services to households and investors. A 

diversify financial system is conducive to both financial stability and to efficient resource 

allocation especially in support of medium term economic growth. Due to the vast 

consumer base Pakistan has massive and gorgeous investment opportunities. Akin to all 
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other developing countries Pakistan also need both local and foreign investment to 

support and sustain its economic growth. As stated above investment either by local or by 

foreigner investors is always based on sound and well organized financial services.  In 

Pakistan major share of GDP is contributed by agricultural and industrial sector. Financial 

and capital markets play leading role in growth of economy through provision of credit to 

industry and agriculture sectors. From a handful of bank branches at the time of partition, 

the financial sector has expanded exponentially, now having branches in every corner and 

nook of the country. A growing securities market has also emerged in recent years as an 

agent for investment fund. According to requirement of economic growth Pakistan need 

an advanced and modern financial and capital mechanism. Pakistan has made noteworthy 

improvement to enhance the health and reliability of the banking and financial sector over 

the last two decades. During this period financial sector and capital markets of Pakistan 

have gone forward into a more progressive and dynamic module of the economy.  In 

response to the growing demands of financial globalization, Pakistan’s financial system is 

starting to integrate with international financial markets. The liberalization and 

deregulations in these sectors of the Pakistan’s economy has taken place since November 

1990, which in turn had meticulous connotation for the growth of financial sector.     

 The basic aim of these reforms is removal of constraints within the financial and capital 

markets, to make financial capital more easily accessible. To asses that how much 

financial and capital markets performance in Pakistan is affected by democracy and 

economic freedom, this chapter is included in study. It is observed that the pattern and 

size of deposits, credit availability, number and location of commercial bank branches, 

commercial banks assets growth and growth of broader money (M2/GDP) are treated as 

financial sector growth indicators.  Here study used Total Scheduled Bank Branches 

ln(TSBB), Scheduled Bank Assets Growth Rate ln(SBAGR), Broader Money to GDP 
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ratio ln(M2/GDP) as a indicators of financial sector growth (Cooray, 2002), while No. of 

Listed Companies at Karachi Stock Exchange ln(LCKSE) as a deputy of capital market 

liberalization( Levine and Zervos 1998).  The real deposit interest rate (RDR) is used in 

this study as control variable, because interest rate affects the financial sector and capital 

market performance. The rest of chapter nine is organized as follow: 

Section 9.2 examines the unit root problem, section 9.3 based on Co-integration analysis. 

Section 9.4 evaluates the Long run Elasticities, while section 9.5 Economic and Statistical 

interpretation elaborates about the theoretical statistical interpretation of regressed 

models. Section 9.6 presents the Short runs dynamic behavior and analysis and last 

section 9.7 summarizes the chapter with heading Conclusion. 

9.2 Unit Root Test 

Like all other variables, statistics belong to capital and financial markets also exhibit the 

regular characteristics associated with intervals of time. One can report the nature of 

characteristics after application of appropriate diagnostic tests. In time series analysis first 

of all one should have to know that either targeted variables are stationary or not and if 

stationary then at what level, at level, or at first difference. To ascertain the order of 

integration this study begins through applying the ADF (Augmented Dicky Filler) and the 

DF-GLS (Dicky Filler Generalized Least Square).  Current study used (DF-GLS) only to 

provide maturity to those conclusions which were made by ADF test, because (DF-GLS) 

is consider more suitable for small size data.     

Result about stationarity problems of financial and capital markets variables are presented 

in table 9.1 & 9.2. ADF Process of unit root investigation reveals that ln(EFI), 

ln(SBAGR),ln (DCI)  and ln(M2/GDP) are stationary at level even at 1% level of 

significance, and ln(LCKSE) are stationary at level but at 5% level of significance while 
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ln(TSBB) found stationary at first difference. On the other hand these results are also 

confirmed by DF-GLS unit root investigation.             

 Table 9.1          TIMES SERIES DATA UNIT ROOT TEST STATISICS 

ADF Unit Root Test Statistics 

Variables Intercept Trend & Intercept. None 

 Level 1st diff. Level 1st diff. Level 1st diff. 

ln(EFI) -3.69* -7.00* -4.43* -6.99* -0.41 -7.09* 

ln(DCI) -2.75*** -1.87 -3.57** -1.59 0.18 -1.94*** 

RDR -2.92*** -5.85* -2.99 -5.76* -2.40** -5.93* 

ln(TSBB) -2.31 -3.71* -2.21 -3.82** 0.72 -3.48* 

ln(SBAGR) -5.74* -10.86* -5.68* -10.71* -0.57 -10.96* 

ln(M2/GDP)  -2.15 -4.60* -4.45* -4.50* -0.26 -4.66* 

ln(LCKSE)  -0.02 -2.6 -3.85** -2.52 1.94 -1.02 

 

Critical Values 

L.O.Sign. Intercept L.O.Sign. Trend &Inter. L.O Sign. None 

1% -3.62 1% -4.22 1% -2.63 

5% -2.94 5% -3.54 5% -1.95 

10% -2.61 10% -3.20 10% -1.61 

 

Table 9.2      TIMES SERIES DATA UNIT ROOT TEST STATISICS 

DF-GLS(Dicky Filler Generalized Least Square) Unit Root Test  Statistics 

Variables Intercept Trend & Intercept. 

 Level 1st difference Level 1st difference 

ln(DCI) -2.49* -1.39 -2.97*** -1.57 

ln(EFI) -2.40** -7.09* -3.28** -7.20* 

RDR -2.95* -5.91* -3.01*** 5.97* 

ln(TSBB) -0.77 -3.71* -1.86 -3.93* 

ln(SBAGR) -5.84* -10.49* -5.53* -10.35* 

ln(M2/GDP ) -2.04** -4.67* -3.62** -4.65* 

ln(LCKSE) 0.10 -1.43 -3.42** -2.80 

 

Critical Values 

Level of sign. Intercept Level of sign Trend & Inter. 

1% -2.63 1% -3.77 

5% -1.95 5% -3.19 

10% -1.61 10% -2.89 

       

Where *, **, *** indicate the ratio is significant at 1%, 5%, and at 10% respectively. 
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9.3 Co-integration Analysis 
 
 Because focused variables are partially stationary at I (0) and I (1) (some at level but 

some at first difference), so ARDL technique is more appropriate for analysis. Co-

integration test through bounds framework based on the comparison of the calculated F 

values and upper bound values. Vector considers co-integrated if calculated F ratio 

exceed the upper bound value and vice versa. Resulted are reported in table 9.3. 

                       Table 9.3        ARDL Co-integration Bound Testing 

Calculated F-statistics 

Dependent Variable Model # F statistics 

ln(TSBB) 13 25* 

ln(SBAGR) 14 3.86*** 

ln(M2/GDP) 15 6.36* 

ln(LCKSE) 16 0.20 

Critical Values 

Level of Significance Lower Bound value 

I(0) 

Upper Bound value 

I(1) 

1% 4.31 5.54 

5% 3.10 4.08 

10% 2.95 3.45 

 
                            Note: *, **, *** represent that F ratio is significant at the 1%, 5% and 10% level  
                            of significance respectively. 
                            Where critical values are taken from Paresh Kumar Narayan (2005).  
   
According to ARDL approach explained variable of model # 13, 14, and 15exhibit the 

long run relationship with targeted explanatory variables because the calculated F value 

of these models exceeds the upper bound value. Then the null hypothesis of no co-

integration can not be accepted and that there is indeed an existence of long run 

relationship among focused variables of these three models. But the calculated F ratio of 

model #16 is too bellow from the Paresh Kumar Narayan (2005) upper bound value even 

at 10% level of significance. Hence the null hypothesis of no co-integration is accepted 

and there is not   existence of long run relationship among variables of model #16. 
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9.4 Long Run Elasticities 

Table 9.3 is demonstrating that variables of models # 13, 14, and 15 are co-integrated, so 

inquiries regarding the relationships between variables in long span of time are not bogus. 

To investigate the long run relationships this study performed four different equations # 

13 to 16. In these regressions this study probes that either democracy or economic 

freedom are worthy for financial and capital markets growth or not. Results are reported 

in table no 9.4  

Table 9.4                              LONG RUN RESULTS  

DEPENDENT VARIABLE 

INDEPENDENT VARIABLE ln(TSBB) ln(SBAGR) ln(M2/GDP) ln(LCKSE) 
Model #13 Model #14 Model #15 Model #16 

Constant 1.27* -3.22 1.10** -0.33 

ln(EFI) 
 

-0.93*         -0.34 -0.02 0.25 

ln(DCI) 0.11 -5.51*** 0.22 0.18 

                       ln( RDR) -0.01* 0.03 0.01** 0.01 

ln[EFI(-1)] 
 

-------- 8.49*** 0.36 --------- 

ln[TSBB(-1)] 
 

1.01* -------- --------- --------- 

ln[SBAGR(-1)] -------- -0.03 --------- --------- 

ln[M2/GDP(-1)] -------- -------- 0.91* 0.93* 

ln[M2/GDP(-2)] -------- -------- -0.45* --------- 

ln[LCKSE(-1)] -------- -------- -0.20 1.09* 

ln[LCKSE(-2)] -------- -------- -------- -0.15 

R2 0.96 0.13 0.79 0.97 

Adj. R2 0.95 0.10 0.74 0.97 

DW 2.20 1.92 1.94 1.93 

F Statistics 189* 0.95 17.83* 260* 

B.-Godfrey Serial Corr. F-statistics 1.15 1.05 0.06 0.12 

ARCH Test: F-statistics 2.45 0.17 0.98 0.41 

 

     Note: *, **, *** represent that ratio is significant at the 1%, 5% and 10% level of significance 
respectively. 
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9.5 Economic and Statistical Interpretation 

Model 13: ln (TSBB) is representative of financial sector growth, because increase in 

total scheduled bank branches directly correlated with the soundness of financial markets. 

Banks will increase their branches when the branch return is comparatively better due to 

business conducive economic environment. And in the era of competition and 

modernization growth of commercial banks directly correlated with their credibility and 

provision of better and easy financial services to citizens.  In other words one can say that 

increase in commercial bank branches be a sign of financial sector growth.  Due to such 

worthy connection between ln(TSBB ) and financial sector growth,  this study 

investigates the significance of economic freedom and democracy for focused dependent 

variable. Results reflect the positive but insignificant impact of level of democracy on 

Total Scheduled Bank Branches (TSBB). It mean democracy can promote the strength to 

scheduled bank branches, but inconsistent and less stable democratic governments could 

not perform remarkable for scheduled banks branches enhancement. On the other hand 

economic freedom which is the second prominent explanatory variable, contributes 

significantly but with negative connection toward total scheduled bank branches.  One of 

the prominent factors of this outcome is nationalization of financial sector in 1972, which 

breed the momentous decline in the total scheduled bank branches. In 1972 government 

nationalized 14 banks and then 13 from these were merged into 5 commercial banks. 

Total bank branches which were 3415 in 1971 reduced down to 2600 in 1972,27 while 

economic freedom level feel approximately minor change in volume28. Similarly from 

very beginning of the 21st century tight and restricted financial policy of General 

Musharuff’s authoritarian administration drastically affected the growth of commercial 

banks branches. In 1999 total number of scheduled bank branches was 8058, but this 

                                                 
27 See Hand Book of Statistics on Pakistan Economy 2005. 
28 See Author made EFI (Chap. 6) 
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figure was 7026 in 200429. While level of economic freedom was increased from 5.47 to 

5.68 during this period. So these were the facts and figures which reflect here negative 

connection between economic freedom and total scheduled bank branches in Pakistan 

during study period. In this context inverse link is not unexpected. So nutshell is 

democracy and economic freedoms in Pakistan up till now did not prove beneficial for 

enlargement of commercial bank branches. 

Model 14: Scheduled Banks Assets Growth Rate ln (SBAGR) is second proxy which is 

used here to asses the growth performance of financial sector. Like previous investigation 

study also scrutinize the effects of economic freedom and democracy on ln (SBAGR).  

Results reveal that democracy negatively and significantly affect the scheduled banks 

assets growth. Causes of such association are explained in discussion of interpretation of 

model #13. No democratic government contributed remarkably for financial sector 

growth due to short tenure of governments and inconsistent economic policies.  Economic 

freedom which is the second considerable explanatory variable also showed negative 

insignificant impact on ln (SBAGR).  As far as the matter of analysis, it is obvious that in 

study period democratic phase is based on approximately half time, from 1971 to 1977 

was ruled by Zulfiqar Ali Bhutto and from 1988 to 1999 enjoyed by of seven different 

democratic governments (four elected and three caretakers). In 1972 Prime Minister 

Zulfiqar Ali Bhutto nationalization policy and in 1992 Prime Minister Benazir Bhutto 

denationalization of financial institution policy considerably affected the financial sector 

growth. On the other hand sluggish or slight growth of schedule banks in presence of little 

bit improved economic freedom30 reflected insignificant inverse correlation between ln 

(SBAGR) and ln (EFI). So it is also not unexpected. 

                                                 
29 See Hand Book of Statistics on Pakistan Economy 2005. 
 
30 See Author made EFI (Chap. 6) 
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  Model 15: In monetary analysis M2 is consider as a wider definition of money, because 

it contains M1 plus demand (savings) and time deposits. Here study employed ln 

(M2/GDP) as an indicator of financial sector growth. Like previous investigation this 

section also scrutinizes the impact of level of democracy and rating of economic freedom 

on ln (M2/GDP). Results of model number 15 are reflecting the nature of relationship 

between these variables. According to results, economic freedom has negative 

insignificant association while democracy has positive insignificant contribution toward 

ln (M2/GDP).  

Results are also not surprising because democracy definitely directly affect the growth of 

M2.  The historical background of Pakistan’s financial sector performance reflects that in 

early 90s of twentieth century democratic governments did remarkable steps for 

improvement of financial sector growth.  Privatization of financial institution and other 

financial reforms by democratic governments in 90s caused the positive connection 

between broaden money. So called democratic government of Prime Minister Shoukat 

Aziz after election in 2005 did a lot in given circumstances for up gradation of financial 

sector.  So significant positive impact of democracy on ln(M2/GDP) is not astonishing. 

Other attention deserving fact is economic freedom at first lag positively and significantly 

affects the ln (M2/GDP).  It is obvious that economic freedom is a long term phenomenon 

and observation of impact of economic freedom on any sector growth in long span of 

time is comparatively more genuine. So the nominal increase in economic freedom 

significantly affected the financial sector growth.  

Model  16: undoubtedly progression of capital market is another indicator of economic 

growth. A stable and developed capital market provide lavish investment opportunities, 

especially when it inspired the foreign investors, and plays worthy role in expansion of  

gross  fixed capital formation. Total market capitalization and number of listed companies 
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at stock markets is the key indicator of capital market prosperity.  This study used the 

Listed Companies at Karachi Stock Exchange ln (LCKSE) as a deputy of growth of 

capital market. Because increase in strength of listed companies mean more credibility of 

that market. But this study found that democracy and economic freedom both have 

insignificant touch toward ln (LCKSE). Like previous regressions results, economic 

freedom at first lag is contributing significantly toward ln (LCKSE). That proved the fact 

that surely freedom of institutions affects the performance of stock markets. But primarily 

(short run) growth of stock market depends upon its own performance, political stability, 

and comparatively more stable economic position of county rather than presence of 

vulnerable democratic government or minor change in level of economic freedom.  In 

significant results of all given explanatory variables are not amazing because co-

integration analysis described no co-integration between the variables of this model.31   

As much as the credibility and integrity of above given regressions, study reported results 

after a comprehensive judgment of their fitness. The chronic problem of autocorrelations 

is examined by the more reliable tests LM and DW (Durbin Watson), heteroscedasticity 

by ARCH test. This study also relies on coefficient of determination for goodness of fit of 

model. Regression number 13, 15, and 16 have good coefficient of determination. But the 

coefficient of determination of regression no. 14 is indicating the lesser proportion of 

explained variation to total variation. Godfrey serial correlation LM tests indicating the 

absence of autocorrelation in all regression. In the same way ARCH test of 

heteroscedasticity also signal that all error term have equal variance or presence of 

homoscedasticity.   

 

 

                                                 
31 See table 9.3 
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9.6 Short Run Dynamic Behavior and Analysis 

Table 9.5                               SHORT RUN RESULTS 
DEPENDENT VARIABLE 

Variables Model #13 Model #14 Model #15 Model #16 

 Δ[ln (TSBB)] Δ[ln (SBAGR)] Δ [ln(M2/GDP)] Δ[ln 
(LCKSE)] 

     

Constant 4.53 -0.12 0.02 3.53 

Δ[ln(EFI)] -4.70 1.69 -0.88* 0.69 

Δ [ ln(DCI)] -3.31*** -1.30 1.22 -2.54 

Δ [ ln(RDR)] -0.47* 1.12* 0.36* 0.42* 

Δ[ lnEFI(-1)] 2.32         1.60* 0.35** 3.01*** 

Δ [lnTSBB(-1)] 1.22- ---------- ----------- ----------- 

Δ[ lnSBAGR(-1)] ---------- -0.21 ----------- ---------- 

Δ [lnSBAGR(-2)] ---------- 2.13 ----------- ---------- 

Δ [ln(M2/GDP)(-1)] ---------- ----------- 0.72* --------- 

Δ [ln(M2/GDP)(-2)] ---------- ---------- 0.64** --------- 

Δ[ ln LCKSE(-1)] ---------- ----------- ---------- 0.70 

Δ[ ln LCKSE(-2)] ---------- ---------- ----------        0.59** 

ECM -1.04** -0.84* -0.86* -0.30 

R2 0.80 0.68 0.84 0.34 

Adj. R2 0.72 0.53 .78 0.20 

DW 2.49 2.13 2.17 2.19 

F Statistics 5.79* 6.25* 2.67* 2.45* 

ARCH Test: F-statistic .922 0.20 1.31 1.52 

 

  Note: *, **, *** represent that ratio is significant at the 1%, 5% and 10% level of significance 
respectively. 
 
 

Short run investigation also considers vital as well as long run examination in 

comprehensive analysis, because it indicates the feed back mechanism in case of shock or 

imbalances in economy. In simple words one can say that short run examination tell us 

about how much error will be compensated during given lag of time.  To provide the 

firmness to research results this study measured the error correction models (short run 
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analysis) through the ARDL framework.  Outcomes of short run analysis are given in 

Table 9.5.  

Except model number 16 our all t ratios of error correction coefficients are statistically 

significant. This thing is providing support to study decision, that there is long run 

relationships exist between our targeted variables during study period. The results expose 

that the coefficients of error correction term (ECM) are negative in all 4 models.  It is 

indicating that the feed back mechanism very effectual.  Actually it is correction of 

growth imbalances in financial and capital markets annually in Pakistan. In other words it 

is convergence of financial sector and capital markets growth process to long run 

equilibrium in Pakistan during study period after a shock which is caused by economic 

freedom or by democracy simultaneously or separately.  

Correction of shock of model number 13 to 15 is very efficient.  Model no.13 result is 

indicating that the recovery of shock is faster than its occurrence, it mean any shock in the 

TSBB growth will definitely recover within next year. Error correction coefficients value 

of model no. 14 and 15 are -0.84 and -0.86 respectively. So the recovery process in long 

run equilibrium of SBAGR and M2/GDP after any shock which is caused by economic 

freedom and/ or democracy is also not bad. According to results 84% deviation in long 

run equilibrium level of SBAGR will be recover within the next year. While 86% shock 

in M2/GDP will be recover within next year. It mean that major portion of shocks in these 

sectors will be recovered within one year while remaining will be in 2nd coming year.  But 

the recovery of shock of model #16 is not remarkable. According to results of model 

number16 value of error correction coefficient is -0.30. which is indicating that the 

deviation from long run equilibrium of LCKSE which is caused by either level of 

economic freedom or level of democracy will be recover only 30% in next coming year. 
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9.7 Conclusion 

In general, to conclude that how much economic freedom and democracy have effects on 

the growth of financial and capital markets, one may conclude from above given four 

regression results. According to outcomes economic freedom has negative but sole 

significant touch with ln (TSBB).  Apart from this economic freedom has insignificant 

associations with all other dependent variables. Overall economic freedom has negative 

association with financial market growth and     positive with capital market growth. The 

democracy which is other prominent explanatory variable  only  affected the ln(SBAGR) 

negatively and significantly, it has insignificant  but positive association with  all other 

dependent variables. The major reasons of such unconstructive contributions of 

democracy in Pakistan are as under:  

a) Deterioration of small and medium enterprises, capital out flow and nationalization of 

financial institutions in Zulfiqar Ali Bhutto regime 1971-1977. b) Stoppage of foreign aid 

due to end of Afghan war, poor governance, macro imbalances, and reduction in 

commercial banks branches due to the privatization of financial institutions during 

Benazir Bhutto and Nawaz Sharif 1st regimes during  1988 to 1993. c) 14% inflation as a 

whole, lower financial resources mobilization, unrest, frustration and violence of law and 

order  in hub of financial and capital institutions Karachi during  Benazir Bhutto 2nd 

democratic government  1993-96.  d) Foreign reserve crises, discontinuity of macro 

policies, debt burden, increase in defense expenditure and economic sanctions due to 

atomic bomb blast in Nawaz’s Sharif 2nd democratic regime during 1997-99. Hence in the 

presence of above given deficiencies of democratic governments the inconsequential 

touch of democracy on financial and capital growth is not unacceptable. So over all one 

can conclude that existence of democracy in past did not support the financial and capital 

sector growth in Pakistan remarkably.  
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On the other hand   results disclosed that economic freedom is not a matter for the growth 

of financial sector.  Reason is that economic freedom is a luxury which is not affordable 

by less developed country like Pakistan ,because illiterate community some time misuse 

the freedom for own interest at the cost of nation welfare.  So, not only partially 

controlled economic freedoms (like in autocratic periods) did not contribute significantly 

toward financial and capital markets performance in Pakistan, but also hampered the 

financial market growth at some extent.  
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Chapter 10 

Social Sector Expansion and Institutional Freedoms: 

A Time Series Analysis 

 

10.1 Introduction 

Better education and good health are considered as core factors   if the objective is socio- 

economic development of community. On one side education enhances the human 

capabilities through knowledge and skills and good health on the other side augments the 

economic growth via increase in physical and mental potential of labor force. According 

to modern views (Nah, 1997; Khan and Khalid, 1999; Khalifa 2001; Alam, et.al. 2010) 

socio economic development of a community always play an important role in economic 

prosperity via skillfulness and increase in knowledge of civilization.  Therefore, the 

multifaceted impact of education and health on socio-economic development make these 

essential elements for policy framework.  Few decades ago usually policy maker and 

other members of think tank were not pay desire attention to the development of social 

sector, because they believed that actually economic growth is relied on technology and 

other physical capital (Cannan1893, Mark 1958, Adelman 1962, Nurkse 1961). With the 

passage of time it is realized that the social sector works just like excel of the growth 

machine. It is fact that nations can not grow until they invest in basic infrastructure, and 

especially in social sector (education and health investment) development. Upgraded 

social sector is indeed a very important phenomenon in the process of progress and 

prosperity of the nations. It is also observed that, the less developed countries did not pay 

deserve importance to their social sector, because such nations are always in struggling  

to resolves the immediate issues like budget deficit, debt payments,  inflationary matters,  

and defense related matters etc. than long term  development planning. Undoubtedly, 
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nations invest more in social sector, are rewarded with better economic growth. Asian 

Tigers are a prominent example of this thought.  

As far as the matter, that whether education is more important or health of society for 

economic prosperity, both have bidirectional relationships.  On the first side health capital 

may improve the return to investments in education, because health is an imperative in 

attendance and in learning process. Increase in expected life lift up the return to 

investment in education. On the other hand better education may improve the return to 

investments in health, because many health programme rely on basic skills often learned 

at school, like a literary person can aware with heath improving issues easily than 

illiterate individuals etc. it is true that these two factors have causality relationships but as 

a woke these are very fundamental for process of economic growth and development. 

Pakistan’s record with reference to provision of infrastructure and social sector facilities 

is not good enough. Pakistan where approximately 180 millions peoples reside, need to 

redesign her educational and health policies for promotion of productivity in different 

sectors of the economy via developing highly skilled and healthy manpower. From very 

beginning of twenty first century ( first  tens) government paid concentration and making 

serious effort to improve the quantity and quality of education and health through 

enhancing the facilities to these sectors.  Chapter 10 of this study is focusing on the hot 

issue of social sector and institutional freedom in Pakistan. This section investigates the 

impact of economic freedom and democracy on growth and development of social sector. 

Study used Health Expenditure/ GDP ratio ln(HE), Life Expectancy of both sexes ln(LE), 

Crude Death Rate ln(CDR) as representative of health sector improvement and Total 

Number of Schools (Primary + Middle +Secondary) ln(TNS) as representative education 

sector growth. The rest of this chapter is organized as follow: 
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Section 10.2 examines the unit root problem, section 10.3 based on Co-integration 

analysis. Section 10.4 evaluates the Long run Elasticities, while section 10.5 Economic 

and Statistical interpretation elaborates about the theoretical statistical interpretation of 

regressed models. Section 10.6 presents the Short runs dynamic behavior and analysis and 

last section 10.7 summarizes the chapter with heading Conclusion. 

10.2 Unit Root Test 

Analogous to previous analysis in current section this study also scrutinizes the level of 

stationarity among social sector proxies and institutional freedom indicators. To examine 

the stationarity this study again employed the ADF (Augmented Dicky Filler)   and DF-

GLS (Dicky Filler Generalized Least Square) unit root tests. ln(LE) , ln(HE) , ln(CDR) 

are representative of health while ln(TNS) is used here as proxy of education. Results of 

ADF and DF-GLS unit root tests are given in tables 10.1 and 10.2 respectively.   

 Table 10.1          TIMES SERIES DATA UNIT ROOT TEST STATISICS 

ADF Unit Root Test Statistics 

Variables Intercept Trend & Intercept. None 

 Level 1st diff. Level 1st diff. Level 1st diff. 

ln(GDP) -2.42 -4.05* -0.28 -4.97* 0.82 0.95 

ln(DCI) -2.73*** -1.84 -3.61** -1.63 0.16 -1.89 

ln(EFI) -3.68* -7.09* -4.51* -7.07* -0.34 -7.18* 

ln(LE) -2.41 -5.84* -2.21 -6.33* 2.37 -5.05* 

ln(HE) -1.95 -4.76* -1.71 -5.01* -0.10 -4.80* 

ln(CDR) -0.39 -6.67* -2.86 -5.50* -1.29 -6.46* 

ln(TNS) 0.28 -5.24* -2.03 -5.19* 4.62 -3.46* 

 

Critical Values 

L. of sign. Intercept L. of sign. Trend & Int. L. of sign. None 

1% -3.62 1% -4.22 1% -2.63 

5% -2.94 5% -3.54 5% -1.95 

10% -2.61 10% -3.20 10% -1.61 

       

Note:  *, **, *** indicate the ratio is significant at 1%, 5%, and at 10% respectively. 
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   Table 10.2       TIMES SERIES DATA UNIT ROOT TEST STATISICS 

DF-GLS(Dicky Filler Generalized Least Square) Unit Root Test  Statistics 

Variables Intercept Trend & Intercept. 

 Level 1st difference Level 1st difference 

ln(GDP) -0.39 -3.22* -0.66 -4.22* 

ln(DCI) -2.46** -1.47 -2.96*** -1.64 

ln(EFI) -2.47** -7.18* -3.36** -7.28* 

ln(LE) -0.27 -5.68* -1.77 -6.30* 

ln(HE) -1.43 -4.51* -1.53 -4.85* 

ln(CDR) -0.23 -6.76* -2.80 -6.93* 

ln(TNS) 0.68 -5.22* -1.66 -5.35* 

 

Critical 

Values 

Level of sign. Intercept Level of sign Trend & Inter. 

1% -2.63 1% -3.77 

5% -1.95 5% -3.19 

10% -1.61 10% -2.89 

 

    Note:  *, **, *** indicate the ratio is significant at 1%, 5%, and at 10% respectively. 

Here once again both tests ADF and DF-GLS give the identical conclusion about 

stationarity level of social sectors indicators. Study found that all four social sectors 

variables ln(LE), ln(HE), ln(CDR),  ln(TNS) and a control variable ln(GDP)  are 

stationary at 1st difference even at 1% level of significance, while institutional freedoms 

variables ln(DCI) and ln(EFI)  are found stationary at level.  

10.3 Co- integration Analysis  

The unit root analysis disclosed that whether variables are partially stationary at level I 

(0) or at first difference I (1). The ARDL  technique is more appropriate for estimation 

when researcher found that few from the focused variables are stationary at level and 

remaining at first difference. The co-integration test through bounds framework based on 

the comparison of the calculated F values and upper bound values. To examine the 

existence of long run relationship, this section works out that either focused vectors are 

co-integrated or not in long run. Results are reported in table 10.3. 
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                     Table 10.3  ARDL Co-integration Bound Testing 

Calculated F-statistics 

Dependent Variable Model # F statistics 

ln LE 17 7.10* 

ln CDR 18 6.42* 

ln HE 19 6.72* 

ln TNS 20 3.53*** 

Critical Values 

Level of Significance Lower Bound value 

I(0) 

Upper Bound value 

I(1) 

1% 4.31 5.54 

5% 3.10 4.08 

10% 2.95 3.45 

                        
                          Note: *, **, *** represent that F ratio is significant at the 1%, 5% and 10% level  
                          of significance respectively. 
                          Where critical values are taken from Paresh Kumar Narayan (2005).  
 

The results of ARDL co-integration test are reported in above given Table 10.3.  

According to ARDL bound test approach all four regression models are co-integrated 

vectors, so focused (dependent) variables have long run association with given 

explanatory variables of specified model.  Hence legitimacy of long run empirical 

investigation is unquestioned due to such co-integration outcomes   

10.4 Long Run Elasticities 

 Health Expenditure/ GDP ratio, Life Expectancy, Crude Death Rate are widely used to 

assess the existing status of social sector in research (Nah, 1997; Khan and Khalid, 1999; 

Khalifa 2001). Due to the significance of   these variables especially for social sector 

analysis this study also includes Life Expectancy, Crude Death Rate, Health 

Expenditures, and Total Number of School for empirical analysis that either institutional 

freedoms really affect the social sector growth. This section of study provides the 

elasticities of these variables with respect to institutional freedoms (democracy and 

economic freedom). Results are reported in table 10.4. 
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 Table 10.4                                        LONG RUN RESULTS  

DEPENDENT VARIABLE 

INDEPENDENT VARIABLE ln(LE) ln(CDR) ln(HE) ln(TNS) 

Model #17 Model #18 Model #19 Model #20 

Constant 1.06* 0.68 -0.71 -0.11 

ln(EFI) 
 

0.06 0.11 0.55 0.32 

ln(DCI) -0.10 -0.01 -0.09 0.40 

                       Ln( GDP) 0.012* -2.43** -0.02 0.08* 

ln[EFI(-1)] 
 

-0.57 -------- --------- --------- 

ln[LE(-1)] 
 

5.34* -------- --------- --------- 

ln[CDR(-1)] -------- 5.31* --------- --------- 

ln[TNS(-1)] -------- --------  0.93* 

ln[HE(-1)] -------- -------- 0.97* --------- 

ln[HE(-2)] -------- -------- -0.20 --------- 

R2 0.96 0.87 0.79 0.99 

Adj. R2 0.95 0.86 0.76 0.99 

DW 1.93 2.02 2.07 2.05 

F Statistics 170* 54* 23.23* 860* 

B.-Godfrey Serial Corr. F-statistics 0.01 1.12* 1.85 0.42 

ARCH Test: F-statistics 2.45 0.17 1.48 0.19 

 

   Note: *, **, *** represent that ratio is significant at the 1%, 5% and 10% level of significance 
respectively. 
 

10.5 Economic and Statistical Interpretation 

According to fallouts of regression model #17 where study investigates the importance of 

ln(EFI), ln(DCI) for ln(LE), both institutional freedoms did not affect the life expectancy 

in Pakistan during study period significantly.  In other words one can say that in Pakistan 

during study period democracy or economic freedom did not work a lot for improvement 

in expected life.  Similarly impact of democracy and economic freedom on ln(CDR), 

ln(HE) and on ln(TNS) is not noteworthy.  According to results neither economic 

freedom nor democracy improves the social sector growth in Pakistan during study 

period.  It is also notable that empirical investigations disclosed that democracy hampered 

the health sector performance in Pakistan in long span of time.   
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It is the common philosophy that  healthy democracy and good economic freedom 

definitely improve the status of social sector, because democratic governments try to take 

some positive measures which in turn enhance the social sector  growth like health and 

education performance, but unfortunately in Pakistan no governments paid notable 

attention for social sector improvement. Unaffordable military expenses, high amount of 

debt and interest payments to donor’s agencies, non development expenses at the cost of 

development expenditure severely hampered the social sector growth. During study 

period no government either it was democratic or autocratic invest considerable for social 

sector development in Pakistan. Generally governments spent a very minor portion (from 

1 to 2 % of GDP) of national income for education promotion and health care instead of 

very poor conditions of these two. So rapid changed democratic governments and 

comparatively long sustained authoritative (military rule) did not alter the social status of 

society in term of education and heath care.  Therefore, not worth mentioning, 

relationships between institutional freedoms and social sector growth are not astonishing.  

 As concerned the credibility and authenticity of above given long run relationships, the 

LM and DW  tests of serial correlation and ARCH test of heteroscedasticity all be a sign 

of solidity of reliable regressions. Multiple coefficient of determination and their adjusted 

value are also good enough.  

10.6 Short Run Dynamic Behavior and Analysis 

Short run investigation also plays an important role as well as long run examination in 

comprehensive analysis.  Due to firmness of short run analysis here study also 

investigates the short run relationships. Table 10.5 represents the outcomes of short run 

investigation.  Study measures the error correction models (short run analysis) within the 

ARDL framework.  All t ratios of error correction coefficients are statistically significant. 

The results expose that the coefficients of error correction term (ECM) are negative in all 
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4 models.  It indicates that the feed back mechanism very effectual.  Actually it is 

correction of imbalances in social sector growth if these imbalances are caused by 

fluctuations in economic freedom rating and in democracy level during study period. In 

other words, it is convergence of long run equilibrium after a shock to economic freedom 

and to level of democracy simultaneously or separately for the social sector growth in 

Pakistan during study period.  According to results correction of shock is very efficient in 

all four models, and recovery of shock is faster than its occurrence. So shock will 

definitely recover within the next year of the shocked year.  

   Table 10.5                                      SHORT RUN RESULTS  

DEPENDENT VARIABLE 

INDEPENDENT VARIABLE Δ[ln (LE)] Δ[ln(CDR)] Δ [ln(HE)] Δ[ln (TNS)] 

Model #17 Model #18 Model #19 Model #20 

Constant -0.03 0.17 0.01 -10.47 

Δ [ ln(DCI)] -5.97 -4.81 -0.35 29.23 

Δ[ln(EFI)] 1.22** 0.34 0.09 9.35 

Δ[ln(GDP)] 1.21* 0.97** 0.21 0.93** 

Δ[ lnEFI(-1)] 0.02 -------- -0.09 --------- 

Δ [lnDCI(-1)] 4.64 -------- 0.53** --------- 

Δ [lnLE(-1)] 1.15** 5.31* ------- --------- 

Δ [lnGDP(-1)] -------- --------  0.93* 

Δ[ lnHE(-1)] ------- ------- 1.08** --------- 

ECM -1.33* -2.99*** -1.08** -3.72** 

R2 0.28 0.44 0.25 0.31 

Adj. R2 0.14 0.13 0.09 0.06 

DW 1.88 1.99 1.95 2.03 

F Statistics 1.91*** 1.41 1.23 2.27** 

B.-Godfrey Serial Corr. F-statistics 0.01 1.12 1.85 0.42 

ARCH Test: F-statistics 2.45 0.17 1.48 0.19 

 

         Note: *, **, *** represent that ratio is significant at the 1%, 5% and 10% level of significance 

respectively 
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10.7 Conclusion  

According to the upshots of regressions 17 to 20 it is crystal clear that neither democracy 

nor economic freedom promotes the social sector growth in Pakistan during study period. 

Actually a healthy democracy and good economic freedom definitely improve the status 

of social sector, because democratic governments try to take some positive measures 

which in return enhance the social sector like health and education performance, but 

unfortunately in Pakistan no governments paid notable attention for social sector 

improvement. Unaffordable military expenses, high amount of debt and interest payments 

to donor’s agencies, non development expenses at the cost of development expenditure 

severely hampered the social sector growth. During study period no government either it 

was democratic or autocratic invest considerable for social sector development in 

Pakistan. So rapid changed democratic governments and comparatively long sustained 

authoritative (military rule) did not alter the social status of society in term of education 

and heath care.  Therefore, not worth mentioning, relationships between institutional 

freedoms and social sector growth are not astonishing.   
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Chapter 11      Conclusion and Policy Recommendations 
 
11.1 Summary 

Provision of empirical evidences and analysis regarding the impact of institutional 

freedoms (democracy and economic freedom) on various sectors growth (fiscal, social, 

and financial) is the core purpose of this dissertation. This thesis starts with the 

explanation of notion of democracy and economic freedom and comprehensive review of 

various measures of level of democracy and economic freedom.  Followed by theoretical 

and graphical analysis of economic freedom – economic growth and democracy – 

economic growth trends in Pakistan. For empirical investigation this study measured the 

indexes of level of economic freedom and democracy annually. “Alliance for Restoration 

of Democracy in Asia” (ARDA) and “The Fraser Institute Canada” methodologies are 

adopted for measurement of democracy and economic freedom respectively, while 

statistics of growth proxies are taken from State Bank of Pakistan and Federal Bureau of 

Statistics government of Pakistan reports.  For study period 1970 to 2007 this thesis has 

constructed the data set of 38 annual observations. The most recent econometric 

technique ARDL approach is employed for examination of long run and short run 

relationships between targeted variables. To observe the comprehensive impact of 

institutional freedoms (democracy and economic freedom) on economic growth of 

Pakistan’s economy this study regress a number of regressions. 

On empirically front this dissertation covers the following dimensions: 

i. Measurement of level of democracy and economic freedom on annual basis during 

study period. 

ii. Exploration of nature of relationships between institutional freedoms (economic 

freedom and democracy) and fiscal sector growth in Pakistan. 
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iii. Provision of evidences that either institutional freedoms affect the social sector 

growth in Pakistan or not.  

iv. An inquiry which probes that whether institutional freedoms are really significant 

factors which affect the performance of financial and capital market in Pakistan.  

11.2 Findings and Discussion 

The main job of this dissertation is provision of answer the question through empirical 

evidences that either democrization or economic freedom in Pakistan encourages the pace 

of economic growth or not?   As far as the matter of finding, this study regressed a set of 

twenty regressions to evaluate the impact of democracy and economic freedom on 

economic prosperity comprehensively. But findings are not so simple. Ten out of twenty 

models demonstrated robust negative insignificant association of economic freedom 

toward national incomes and savings. Two regression models reflected the negative 

significant; two elaborated the positive significant contacts of economic freedom on 

investment in Pakistan, while other six explained the positive but insignificant association 

of economic freedom toward growth proxies especially on social sector growth.  In sum 

except social sector growth economic freedom hampered the economic prosperity in 

Pakistan.  These findings are not astonishing and surprising in Pakistan. In this regard the 

major arguments study state as under: 

i. Economic liberalization is considered luxury for least developed countries 

especially where major share of population is illiterate and divided in ethnic 

conflicts. They misuse the economic freedom through feudalism, rent seeking and 

self interest activities. Ultimately this economic freedom hinders the economic 

prosperity (Heckelman and Stroup 1999; Barro and Martin 1995). In Pakistan feudal 

lords enjoyed the freedom and prosperity of major share of illiterate and innocent 

community at the cost of poor’s well being, and resources are not trickle downed 
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toward masses. Interest seekers also enjoyed the economic liberalization and 

adversely affect the national economic growth.   

ii. In Pakistan huge defense expenditure, gigantic debt and interest payments, feudal 

lord’s wealth outflow severely hampered the resource allocation which adversely 

affected the economic prosperity.   

iii. Historical trends explained that economic freedom in less developed countries is 

deeply flawed. Partially restricted business environment is considered necessary to 

avoid the monopoly, and for development of basic infrastructure (transportation, 

education, and communication etc.). Pakistan exercised this strategy but self 

interested machinery gained at the cost of national interest and economic growth.  

Therefore in sum economic freedom in the presence of poor infrastructure and illiterate 

society in Pakistan hindered the pace of economic prosperity. Democracy the other core 

explanatory variable is also examined to probe that either it contribute toward economic 

growth or not. Out of 20 regression results , 5 models  reflected that democracy positively 

and significantly influenced   national incomes; 10 regression results demonstrated that 

democracy  contribute positively but insignificantly toward economic growth proxies.  

Only social sector growth is found adversely correlated with democrization. Negative but 

insignificant impact of democrization on social sector growth in Pakistan is due to huge 

non development expenditure at the cost of development expenditures and least 

preference to social sector development. Since independence no more the 2% of GDP is 

spent on social sector development.32  So, short tenure vulnerable democracies adversely 

affected the social sector growth. As far as the matter of positive insignificant touches of 

democracy on economic growth deputies, it is not unpredictable.  May be explaining on 

following grounds:  

                                                 
32 See Hand Book of Statistics on Pakistan Economy 2005. 
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i. Up till now Pakistan experienced introductionary, vulnerable and inconsistent 

democracy which did not encourage the economic growth remarkably. Political 

instability, ethnic conflicts, profit seekers bureaucrats, and poor social and cultural 

environment are core reasons of such worthless positive association between 

democracy and economic growth in Pakistan.   

ii.  Economic and political environment of Pakistan have need of supreme loyalties, 

but politicians and interest seekers develop institutions that would facilitate them 

though assurance of their benefits security at the cost of national interest. So 

democrization in Pakistan did not demonstrate its positive effects on nation at 

deserving potential. 

iii. Another reason of such worthless robust positive association of democracy toward 

economic growth is that democrization will be more fruitful if there is not any threat 

to democratic process. In Pakistan more than half time since independence is ruled 

by army administrators. So inconsistent economic policies of short tenure 

democratic governments did not contributed outstandingly toward economic 

growth.   

iv. Therefore in the presence of above mentioned circumstances insignificant touches 

of democracy toward economic growth are not surprising. 

11.3 Policy Recommendations  

On the basis of above given finding following are the recommendations and points for 

further consideration.  

i. The available evidences exposed that in current circumstance that is the democracy 

not economic liberalization which encourages the economic prosperity of Pakistan. 

Therefore some positive measures should be taken for sustained democrization in 

Pakistan like freedom of expression, freedom of selection, security of property 
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rights, rule of law etc. to avoid the negative and ill behavior of materialistic minded 

individuals who generate the   political instability, feudalism, and perform the rent 

seeking and self interest activities which severely hampered the pace of economic 

growth in Pakistan.  

ii. Social sector requires the development expenditures to produce a healthy and 

educated society which ultimately strengthen the democratization and enhances the 

economic growth, because education and health directly and indirectly encourage 

the rule of law and factor productivity.   

iii. Pakistan at spot is not economically and socially  a well off country and requires 

some sound democratic policies which at some extent control the economic 

leakages and social drawbacks like corruption, bribery, rent seeking approaches, 

black economy etc. Remedies of these deficiencies definitely will encourage the 

process of steady state economic growth.  

iv. Detailed empirical analysis is required to probe that either democracy - economic 

freedom association is unidirectional or bidirectional. And if unidirectional then 

whether democracy causes the economic freedom or economic freedom cause 

democracy in Pakistan.  

In the sum up the most important finding of this dissertation is that, stable 

democratization alone is not to key of economic growth in Pakistan but it is necessary 

condition. Therefore, Pakistan will have to focus on stable democrization, which 

ultimately will encourages or reinforce the economic freedom and economic growth.  
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APPENDIX A 1 
 
 
 

QUESTIONNAIRE 

Democracy, Economic Freedom and Growth: A case Study of Pakistan33 

  

Name of the Respondent: -------------------------------------------------------------------------- 

Designation:                     --------------------------------------------------------------------------- 

Professional Experience:  -------------------------------------------------------------------------- 

Station:                             --------------------------------------------------------------------------- 

 

 

 

 

 

 

 

 

 

Note: Answer the questions by giving them rating from 1 to 10 as per your 

opinion. 1 stands for lowest ranking while 10 stands for the highest 

ranking. This information is confidential and use for the research purpose 

only, Thank you. 

 

 

                                                 
33 A PhD study  at  Department of Economics, Bahauddin Zakariya University Multan Pakistan. 
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                        Question 
1971-

1975 

1976-

1980 

1981-

1985 

1986-

1990 

1991-

1995 

1996-

2000 

2001-

2007 

Q.1) Was the judiciary 

independent and not subject to 

interference by the government 

or parties involve in dispute? 

       

 

 

 

 

Q.2) Did a trusted legal 

framework exist for private 

businesses to challenge the 

legality of government actions or 

regulations? 

       

 

 

 

 

 

Q.3) Were the intellectual 

property rights protected in the 

period? 

 

       

 

 

 

 

Q.4) Were the courts and judicial 

system free from military 

interference? 

 

       

 

 

 

 

Q.5) How will you rank the 

integrity of the legal system? 
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APPENDIX A 2 
 

QUESTIONNAIRE 

Democracy, Economic Freedom and Growth: A case Study of Pakistan34 

Questionnaire for Quantification of Pakistan’s Democracy Index 

Name of the Respondent: ------------------------------------------------------------------------- 

Designation:                       ------------------------------------------------------------------------ 

Age:                                    ------------------------------------------------------------------------- 

Address:                             ------------------------------------------------------------------------- 

  Note: This information is confidential and will used for the research purpose only.  

Respondents are asked to grade the answer on five point scale. Strongly Disagree (SD), 

Disagree (D), Don’t Know (DK), Agree (A), or Strongly Agree (SA). 

1 Civil Rights: 

Questions  
 

 

1970-73 

Z.A.Bhutto 
regime 

 

1974-77 

Zia 1st 
regime 

 

1978-82 

Zia 2nd 
regime 

 

1983-88 

B.Bhutto 

N.Sharif.  
1stregime 

1989-  93 

B.Bhutto 

N.Sharif.  
2NDregime 

1994-99 

P.Musharuff 

Regime 

2000-07 

1.1) People can openly question 

and discuss the official policy 

without fear. 

       

 

 

 

1.2) The government allows 

citizens to demonstrate 

peacefully. 

       

 

 

 

1.3) Civil association and 

political organization can freely 

organize, mobilize .and 

advocate their views. 

       

 

 

 

 

 

 
                                                 
34 A PhD study  at  Department of Economics, Bahauddin Zakariya University Multan Pakistan. 
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2 Election and political process: 

2.1) There is freedom of 

candidate selection. 

       

 

2.2)  There is free and fair 

competition among parties.  

       

 

2.3) Election conducting 

authorities are free and unbiased 

during election process.  

       

2.4) There is not any external 

interference in our political 

process. 

       

3 Government and corruption: 

3.1) the government decision 

making is transparent. 

       

 

 

3.2) Elected official and civil 

servants are held accountable 

for their actions. 

       

3.3)  The government is 

responsive to the public interest. 

       

 

 

4 Media 

4.1)The media is free and 

independent from government 

and other interventions  

       

4.2) Journalists and the media 

present a diversity of political 

views. 

       

4.3) The media contribute 

positively to the democracy. 

       

4.4)  Journalists have adequate 

access to public information. 
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5 Rule of Law: 

5.1) The judicial system 

effectively protects human right 

and democratic principles. 

       

5.2) Constitutional and legal 

arrangements guarantee 

democratic process in practice. 

       

5.3) All military, police, and 

security forces are subject to 

civilian control. 

       

 

 

6 Participation and representation: 

6.1) Political Parties provide an 

effective avenue for citizen’s 

participation in politics.  

       

6.2) Political parties adequately 

represent the interest of their 

constituents.  

       

6.3) Civil society organizations 

effectively promote the public 

interest.  

       

6.4) The rights and interest of 

vulnerable and threatened 

groups are adequately 

represented in political system. 
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