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ABSTRACT 
 
This study has been conducted to know the impact of fiscal, monetary and trade 
policy on the economy. The main objective of this study is to know the relationship 
of these policies with economic growth in the short run as well as in the long run. 
For this purpose, data covering the period of 37 years from 1976 to 2012 has been 
analyzed by using Auto Regressive Distributed Lag approach. Stationarity of data 
has been checked by Augmented Dickey Fuller and Phillips Perron test. The result 
of the study shows that monetary and trade policies have significant relationship 
with economic growth while relationship is insignificant in case of fiscal policy. 
The impact of monetary policy is negative while trade policy has positive impact 
on economy. Fiscal policy has insignificant relationship due to corruption and 
misappropriation of funds. So it is very important to use funds in the fair way to 
promote economic growth in Pakistan. Either fiscal policy has insignificant 
relationship but it is equally important to other policies for economy. This study 
will be helpful for government and policies makers to know the relationship of 
these policies with economic growth. So they will be able to mold their policy 
action for best interest of Pakistan. 
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INTRODUCTION 
 
Macroeconomic policies are very important for the 
development of economy and stable economic growth. 
Unfavorable economic policies can create uncertainty in the 
economy which will discourage investment. Uncertainty in 
economy will also reduce potential of long run economic 
growth. Government uses macroeconomic policies for long 
run growth and stability in economy. Every government has 
objectives to increase the living standard of people by 
providing employment and stability in the economy 
whether it is an under developed, developing or developed 
country. The government uses two main types of policies 
for achieving these objectives which are fiscal and 
monetary policy. On the other hand, trade policy of a 
country is also important for prosperity of the economy. 
Trade policy will increase productivity of a country and 
increase living standard of people as well as growth of 
economy. 

Fiscal and Monetary policies are two major tools of 
government to deal with the economy. Fiscal policy 
considers change in government taxation, expenditures and 
borrowing for controlling economic conditions. This is 
implemented by the ministry of finance. On the other hand, 
monetary policy is employed by the central bank of a 
country or monetary authorities. This refers changes in 
money supply and interest rate to affect the collective 
demand. Growth in business sector leads to increase in the 
investment and consumption, while at the time of 
depression there is downward trend in the consumption 
and investment. So government combines fiscal and 
monetary policies to control fluctuations of business cycle 
and instability of economy.   

There is consensus on the role of macroeconomic policies 
in determining the economic growth. The relationship of 
macroeconomic policies and economic growth has very
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much importance and has engaged economists and policy 
makers to analyze the role of macroeconomic policies on 
economic growth. Bundle of literature exist on the subject 
of macroeconomic policies and economic growth in 
developed countries that is, Hansson and Henrekson 
(1994), Hsieh and Lai (1994), Cebula (1995), Gemmell et al. 
(2006) and Andersen and Babula (2008). On the other 
hand, macroeconomic policies have obtained little attention 
in Pakistan. The reason for this little attention is Ricardian 
Equivalence hypothesis which states that no matter how 
government increase spending, whether with tax financing 
or debt financing, the outcome and demand remains the 
same. Fiscal policy can affect the economic growth both in 
direct and indirect way. The direct effect is through the 
spending of government for development purpose which 
can produce the skilled labour and increase the 
productivity and growth in economy. More taxes can cause 
crowding out of private investment and harm the economic 
growth. The indirect effect is through changing the 
monetary variables and economic environment in economy. 

Based on the theoretical understanding, fiscal policy 
seems to play vital role in determining economic growth in 
economy. Higher taxes can discourage investors and will 
cause crowding out of private investment. On the other 
hand, increase in government borrowing for financing 
budget deficit will also affect interest rate and inflation. 
Increase in interest rate will cause to decrease in the 
economic activates and harm the growth, so central bank of 
country step forward to control this situation. As fiscal and 
monetary policies have relationship with each other, 
changes in monetary policy will also compel the 
government to change in fiscal actions. Fiscal and monetary 
policies also affect the business environment in economy 
and affect trade of a country. So variables of fiscal, 
monetary and trade policies have taken to get more reliable 
results in this study. Kakar (2011) argued that 
macroeconomic imbalance harm economic growth is 
increase in the poverty, so government should focus on the 
macroeconomic policies in the short run and long run. The 
objective of this study is to find out long run as well as short 
run relationship of macroeconomic policies with economic 
growth in the context of Pakistan. This study will be helpful 
for policy makers as well as government to know the 
impact of macroeconomic policies on economy of Pakistan. 
So they will be able to mold their policy actions for smooth 
economic growth. 
 
 
LITERATURE REVIEW 
 
Extensive theoretical literature is available on the 
importance of fiscal policy for the economic growth. Neo-
classic model of Solow (1987) argued the crowding out 
effect of private investment due to government spending 
and this causes the inflation. Extra government spending 
will be financed through the borrowing which will cause to  

 
 
 
increase in the interest rate and inflation and it can decline 
the output. While Monetarists believe that inflation is the 
outcome of money supply and it is not a fiscal phenomenon. 
They argued that fiscal operation can only effect to the 
inflation through intervention in the monetary variables. If 
government finances the budget deficit through the 
currency, then it will increase the money supply in the 
market and will result to increase in the inflation. On the 
other hand, more public debt will cause to high taxes in 
future period. Endogenous growth theory suggests the 
investment in the human capital and should focus on the 
innovation for the long term economic growth. Because 
investment in the human capital will lead to more 
productivity and in the end better economic growth will be 
the result. So government should make policies to invest in 
the education and R&D for the long run economic growth. 

Large numbers of empirical studies exist on these policies 
in developed and developing countries. Some studies are 
presented in this study. Babalola and Aminu (2013) 
conducted a study to explore the relationship between the 
Fiscal policy and Economic growth in Nigeria. They found 
positive impact of productive government expenditure and 
discretionary taxes on economic growth. In the light of their 
finding, they suggest to government to increase the 
investment in education, health and economic services for 
long run growth in economy. While Enache (2009) found 
that fiscal policy have positive relationship with economic 
growth in Romania but this relationship was not significant. 
He said that either the relationship was insignificant but 
fiscal policy has some implementation for economic 
growth, so government should increase productive 
expenditure and should reduce budget deficit through 
decrease in unproductive expenses and increase in 
discretionary taxes for the prosperity of economy. 

Zagler and Durnecker (2003) conducted a study on Fiscal 
policy and economic growth. They conclude the fiscal policy 
as short run issue. They said that expenditure on public 
infrastructure and education can contribute positively in 
the economic growth in the long run. They also suggest the 
expenditure on Research and Development which leads to 
innovation and result in the economic growth. Jawaid et al. 
(2011) investigated the relationship between Monetary-
Fiscal-Trade policy and Economic growth in Pakistan. The 
result indicated the significant and positive relationship 
between the Monetary and Fiscal policies and economic 
growth. The effect of monetary policy was more than the 
fiscal policy on economic growth. On the other hand, trade 
policy has insignificant relationship with economic growth. 
They suggest to policy maker to focus on monetary policy 
for the better economic growth in Pakistan. 

Adeolu et al. (2012) conducted a descriptive study on 
monetary policy, fiscal policy and economic growth and 
check the relationship in Nigeria. They found that the 
impact of monetary policy was more than fiscal policy on 
economic growth. They argued that government was not 
able to achieve the fiscal goal after very much focus due to 
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corruption and unproductive expenses. So they suggest 
focusing on monetary variables and reducing corruption in 
the country and invest in health and education for the long 
term economic growth in Nigeria. Dauda (2010) conducted 
the study on relationship between investment in education 
and economic growth. He said that expenditure on 
education in Nigeria were very low than the 
recommendation of United Nation. The results indicated 
the significant and positive impact of expenditure on 
education on economic growth. He suggested the 
government as well as private sector to invest in the 
education for the better economic growth. 

Nazir et al. (2013) look at the relationship of fiscal policy 
and economic growth in Pakistan. Results indicated the 
negative relationship of government consumption with 
economic growth while relationship was positive in case of 
public revenue. So government should decrease its 
consumption and system of revenue collection should be 
effective for better economic growth. Then fiscal policy 
along with monetary variables can contribute effectively in 
boosting the economy. While Ogbole et al. (2011) found 
that government expenditures have insignificant 
relationship with economic growth. The corruption and 
misappropriation of funds is reason. The impact of inflation 
was negative on the economic growth. So the government 
should take monetary measure to reduce inflation and 
revise the expenditure proportion on productive and 
unproductive. 

Khosravi and Karimi (2010) investigated the relationship 
between fiscal policy, monetary policy and economic 
growth in Iran by using Auto Regressive Distributed Lag 
approach. The results indicated negative impact of inflation 
and exchange rate on economic growth while impact of 
government expenditure was positive. They suggested to 
policy makers to control inflation and exchange rate to 
promote economic growth in Iran. 

Gemmell et al. (2006) found out the impact of fiscal policy 
on economic growth in OECD for long run as well as short 
run. They used Auto Regressive Distributed Lag approach 
for analysis and found the positive impact of discretionary 
tax, government expenditure and budget surplus. Impact in 
short run was highly significant and persists in long run as 
well. This indicated that fiscal policy can play very 
important role in economic growth of any country. Another 
study conducted in OECD countries by Gemmell et al. 
(2011) to explore the impact of fiscal policy variables on 
economic growth. They found positive impact of productive 
government expenditure on growth while impact of higher 
taxes was negative. Angelopoulos et al. (2007) conducted a 
study to know the relationship between the fiscal policy 
and economic growth in 23 OECD countries by using panel 
data of 30 years. Results indicated that government 
expenditures and trade openness had positive impact on 
the economy while the impact of taxes was negative. They 
further reported that different tax rates have different 
impact on economy.  

 
 
 

Javed and Sahinoz (2005) visualized the relationship of 
money supply, Government expenditure and Economic 
growth in case of Turkey. Results show positive causality 
between money supply growth, Government spending and 
Economic growth. The volatility in these variables was very 
high in the analysis period. They argued that Turkish 
economy can be boosted up through constant growth in 
money supply and reducing unproductive expenditures. 
Owoye and Onafowara (2007) also checked the relationship 
between money supply, interest rate and economic growth 
in the context of Nigeria. Results confirm the long term 
relationship of said variables. They argued that state bank 
of Nigeria used money supply to control the inflation and 
inflation has negative impact with economic growth. 

Ali et al. (2009) conducted a cross countries study to 
check the effect of monetary policy and fiscal policy on 
economic growth in case of South Asian Countries. Results 
show the positive and significant impact of money supply 
growth on GDP growth rate while impact of budget deficit 
was negative and insignificant on GDP growth rate. They 
concluded that monetary policy is more important for 
growth in case of South Asian countries but they would not 
ignore the fiscal policy. Government can boost the economy 
by increasing productive expenditures at the cost of 
unproductive expenditures. Ogunmuyiwa and Ekone 
(2010) conducted a study on relationship of money supply 
and economic growth in the context of Nigeria. Data of 26 
years were included in analysis from 1980 to 2006. OLS 
regression was used for analysis purpose. The results show 
that money supply growth has positive association with 
economic growth but this association was insignificant. 
They suggest providing credit for productive purposes to 
private sector to boost the economy. 

Sakyi (2011) explored the relationship of economic 
growth with trade openness and foreign aid in Ghana. He 
found that foreign aid and trade openness influence the 
economic growth positively since financial liberalization in 
Ghana in 1983. They also found that government 
expenditure and labor have insignificant association with 
economic growth. They suggested to government to pay 
attention on labor market and public spending for 
achieving long run growth and increase per capita income 
up to 2015. Chen and Feng (2000) explored the relationship 
of private enterprises, education expenditure, trade 
openness and economic growth in China. They use the data 
of 29 provinces from 1978 to 1989 for analysis and found 
that private enterprises, education and openness have 
positive impact on economic growth while impact of 
inflation and government enterprises was negative on 
economic growth in China. 

Andersen and Babula (2008) explored the relationship 
between the trade openness and long run economic growth 
and reported a positive relationship between international 
trade and economic growth While Bajona et al. (2010) 
reported that there was no relationship between trade 
liberalization and economic growth. They said that trade
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can increase the welfare but not necessary that it will 
increase the GDP growth rate. 

Adefeso and Mobolaji (2010) conducted research to 
check the relationship of macroeconomic policies with 
growth of Nigerian economy. Result shows that 
government spending, degree of openness and Money 
supply growth has long term relationship with economic 
growth. But the relationship was weak in case of openness. 
They said that monetary policy has more impact than fiscal 
policy on economy of the host country. So government 
should emphasize on monetary policy for economic 
development. 

From the literature, we can see that impact of fiscal, 
monetary and trade policies in developed countries has 
consensus but it is mixed in the developing countries. So 
this study is also an attempt to know the impact of these 
policies on Pakistan’s economy. Following hypothesizes 
have been developed based on the literature: 
 
H1: Fiscal policy has significant impact on economic growth 
in Pakistan. 
H2: Monetary policy has significant impact on economic 
growth in Pakistan. 
H3: Trade policy has significant impact on economic growth 
in Pakistan.  
 
 
DATA DESCRIPTION AND METHODOLOGY 
 
Secondary data on annual basis are obtained from the 
different sources for analysis in the study covering the 
period of 37 years from 1976 to 2012. Data for dependent 
variable is taken from the World Development Indicator in 
the constant price of year 2000. Data for the variables of 
inflation, interest rate, government development 
expenditure, non-development expenditures, tax revenue 
and budget deficit is obtained from the website of State 
Bank of Pakistan. For the variable of trade openness, data of 
import and export is obtained from the economic survey of 
Pakistan. 
 
 
Description of variables 
 
A. GDP growth rate: In this study, economic growth has 
been taken as dependent variable. Real GDP is used in this 
study for proxy of Economic growth in Pakistan. It is 
measure as follows: 
 
GDPGR= Ln (RGDPt / RGDPt-1) 
 
Where: GDPGR is growth rate in Real GDP, RGDP is real 
GDP for period “t” and “t-1”. 
 
B. Government development expenditures: This has 
been used as fiscal variable and includes the government 

 
 
 
expenditures on health, education and economic services as 
share of GDP.  
 
C. Government non-development expenditures: This is 
also proxy of fiscal policy. It includes all government 
expenditures less government expenditures for 
development purposes as share of GDP. 
 
D. Tax revenue: This has been used for government 
revenue as an independent variable. It includes all taxes 
such as direct taxes, indirect taxes and custom duty etc. Tax 
revenue as percentage of GDP is use in the study. 
 
E. Budget deficit: Government budget deficit as a 
percentage of GDP is being used as an independent 
variable. This is used as fiscal variable. 
 
F. Real interest rate: Interest rate is the rate on which 
bank (lender) lends his money to the borrower for it’s used 
during a specific period. The rate at which banks lend 
money is known as nominal lending interest rate. Nominal 
interest rate is not adjusted for inflation. According to 
fisher equation; Real interest rate is equal to nominal 
interest rate less inflation rate. Real interest rate has been 
used as monetary variable. 
 
G. Money supply growth: Money supply is the amount of 
money which is in circulation in the economy. Broad money 
(M2) has been used as proxy of monetary policy and it is 
used as independent variable. Growth rate of money is 
calculated as follows: 
 
Money Growth Rate = Ln (Mt / Mt-1) 
 
H. Inflation rate: This is the average rate at which 
consumer prices increase in a specific period. Consumer 
price index (CPI) has been used as proxy of inflation rate. 
CPI is the measure to calculate the average change is the 
prices of goods and services during a specific period. 
Inflation rate has been measured as follows: 
 
Inflation Rate = Ln (CPIt / CPIt-1) 
 
I. Trade openness: It has been used as proxy of trade 
policy and calculated as imports plus export as percentage 
of GDP.  
 
 
METHODOLOGY 
 
Numerous Techniques had been used in literature to find 
out relationship between macroeconomic policies and 
economic growth for time series data. Widely used 
techniques are Engle and Granger (1987), Johansan-
Juselius test (1990), Vector Autoregressive (VAR) 
technique, Granger Causality test, impulse response test, 
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Modified Ordinary Least Square test of Phillips and Hansen 
(1990) and maximum likelihood. These techniques have 
some limitations and major drawback is that all variables 
should be integrated at the same level otherwise results 
provided by these techniques will not be reliable. In this 
study, variables are not integrated at the same level. So 
Auto Regressive Distributed Lag approach to co-integration 
by Pesaran and Shin (2001) has been used for analysis 
purpose. The positive point of this technique is that this 
technique be careful for endogeneity of independent 
variables. Following techniques are applied for the purpose 
of analysis in this study: 
 
(i) Descriptive Statistics 
(ii) Unit Root Test 
(iii) Augmented Dickey Fuller test (1979) 
(iv) Phillips-Perron test (1988) 
(v) Auto Regressive Distributed Lag approach. 
 
Descriptive statistics has been calculated for overview of 
data. Unit Root test has been used to check the Stationarity 
of data. Augmented Dickey Fuller test has been used for this 
purpose and Phillip Peron test has been used for further 
verification because ADF test assume that error term is 
independent statically and variance is constant while this 
may not be the case in actual. PP test relax the above 
assumption. The Augmented Dickey-Fuller test examines 
the presence of unit root in an autoregressive model. A 
simple AR (1) model is yt= ρyt-1+µt where yt is the variable 
of interest, t is the time index, ρ is the coefficient and µt is 
the error term. The regression model can be written as Δyt= 
(ρ-1) yt-1+µt=δyt-1+µt where Δ is the first difference 
operator. The Phillip-Peron test has been also used to test 
the Stationarity of data. It may be noted that Phillip-Peron 
test allows the error term to be weakly dependent and 
heterogeneously distributed. 
 

 

 

 
  

 

    (1) 
 
Where: α is constant, β the coefficient on a time trend and ρ 
the lag order of the autoregressive process. Imposing 
constrain α=0 and β =0 corresponds to modeling a random 
walk and using the constraint β=0 corresponds to modeling 
a random walk with a drift. 

We can use Auto Regressive Distributed Lag approach to 
co-integration provided by Pesaran and Shin (2001) when 
data is integrated at the different level that is, some 
variables are stationary at I(1) and other at I(0). After 
checking the Stationarity; ARDL is applied which has 
following three stages: 
 
In the first stage, long run relationship between the 
variables was established for testing the significance of lag 
variables in an error correction mechanism regression. 
Then the first lag of levels of each variable was added to the  

 
 
 
equation to create error correction mechanism equation 
and then variable addition test was performed by 
computing an F-test on the significance of all the lagged 
variables.  

In the second stage, ARDL equation structure was 
approximated by choosing the optimal lag length on the 
standard criterion of Akaike Information. After the restrict 
edition of equation was solved for the long run. The 
following model has been used to find out the relationship 
between the dependent and independent variables: 
 
 
 

      (2) 
 
Where: GDPGR= Growth rate in real gross domestic 
product, INF= Inflation rate, INT= Real interest rate, M2= 
growth in broad money, DE= Government development 
expenditure as percentage of GDP, NDE= Government non-
development expenditure as percentage of GDP, TR= 
Government tax revenue as percentage of GDP, BD= Budget 
deficit as percentage of GDP, TO= Trade openness 
calculated as import plus export as percentage of GDP, µ= 
Error Term. 
 
The earlier equation can be presented in the ARDL form in 
the following form: 
  

  

 

   (3) 
 
Where i range is from 1 to q; 
In the third stage, error correction equation has been 
estimated by taking the differences of variables and lagged 
long run solution; and speed of adjustment in the growth 
rate of GDP is determined. This can be presented in the 
equation as follows: 
 

(4)  
 

Inflation, interest rate, non-development expenditure, tax 
revenue and budget deficit are expected to influence the 
economic growth negatively, so co-efficient γ1, γ2, γ5, γ6, γ7 
are expected to be negative. While γ3, γ4, γ8 should be 
positive due to expected positive effect of money supply 
growth, development expenditure and trade openness. The 
results of error correction model tell us about the speed of
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modification back to long run balance after short run shock. 

Cumulative sum (CUSUM) and cumulative sum of square 
(CUSUMSQ) tells about accuracy of long run and short run 
co-efficient. When plot of CUSUM and CUSUMSQ are within 
the critical bounds of 5 significance level, then we can say 
that co-efficient in the regression are acceptable.  
 
 
RESULTS AND DISCUSSION 
 
Table 1 shows the result of descriptive statistics for the 
dependent and independent variables. Results indicate that 
average growth in gross domestic product is 5.01%. The 
median value is 4.95%. So we can say that growth in GDP is 
approximately 5% throughout the analysis period. There is 
variability (standard deviation) of 2.13% in GDP growth 
rate. Minimum growth is 1% while maximum growth in 
GDP is up to 10.21% during the period of study. Average 
inflation is 8.62% while variability (standard deviation) is 
3.73%. Minimum inflation is 2.91% while it reaches to 
20.28% during this period. Average real interest rate 3.33% 
and standard deviation is 3.81% which shows that there is 
huge variation in real interest rate in Pakistan. Average 
growth in the money supply is 15.97% and standard 
deviation is up to 5.57%. Average development 
expenditures are 5.67% of GDP where as non-development 
expenditures are 16.78% of GDP. This shows that 
government is spending heavily for non-development 
purposes which can harm the economy. There is a need to 
reduce non-development expenditures at the cost of 
development expenditures for better economic growth in 
the country. Average tax share to GDP is 12.31% that is 
very low and there is a need to impose taxes on rich people. 
Average budget deficit as percent of GDP is 6.39% and 
import and export are 29.34% of GDP during the analysis 
period.  

Stationarity of data is checked by using Augmented 
Dickey Fuller (ADF) test and Philips Perron (PP) test before 
the model estimation. Table 2 shows the results of 
Stationarity in the data. Result clearly indicate that GDP 
growth rate and growth in money supply are integrated at 
the level as critical value at 5% are less than values at level 
according to the ADF test as well as PP test. All other 
variables are integrated at first differences. So we can apply 
ARDL approach to co-integration at this data. 
 
 
Results of ARDL 
 
Due to different integration level of data of variables, we 
can check the relationship between the GDP growth rate 
and other independent variables by using ARDL approach 
to co-integration. Serial correlation, functional form, 
normality of data and hetrosecdasticity is tested. The 
results in the Table 3 (a) show that there is no problem of 
serial correlation, hetrosecdasticity, normality or function 

 
 
 
form in the data and model. 

Table 4(b) provides the results of ARDL model which are 
based on AIC lag criteria. Results indicate that lag value of 
GDP growth rate has significant and negative relationship 
with current GDP growth rate. Inflation and interest rate 
have significant and negative relationship with the 
economic growth. López-Villavicencio and Mignon (2011) 
also provided the negative and significant impact of interest 
rate and inflation on GDP growth rate in their study. Money 
supply growth has negative and insignificant relationship 
with economic growth. This shows that money supply 
growth in not affecting the Pakistani economy directly. So 
we should consider the indirect effect of money supply 
growth on the economy. Money supply growth may leads to 
the inflation in the economy and affecting the economy 
adversely. Trade openness has positive and significant 
relationship with GDP growth rate. Trade openness will 
encourage to the investment in the country and leads to 
economic growth. Development expenditures of 
government have insignificant and positive relationship 
with GDP growth rate. This result is against the theory that 
development expenditures increase economic growth. The 
reason for this kind of result is corruption and 
misappropriation of funds in Pakistan. When funds are not 
used for development purpose then there would be no 
economic growth. This indicates to increase government 
expenditures for development purposes for better 
economic growth. Non-development expenditures have 
negative impact on the economy but it is not significant 
which is according to the study of Perotti (2004), Neri 
(2001) and Mountford and Uhlig (2002). Pakistan is a 
developing country and it is highly dependent on the 
foreign aid and debt. So Pakistan needs to pay interest on 
the debt which will leads to the decrease the economic 
growth. When we compare the share of non-development 
expenditure with development expenditure, we can see 
that non-development expenditures are more than 
development which is the main hurdle in the growth of 
economy. Tax revenue and budget deficit have insignificant 
but positive relationship with GDP growth rate. The value 
of R2 is 0.62 which indicates that 62% variation in GDP 
growth rate is due to independent variables in the study 
and there are some other variables also that can affect the 
growth of economy. F-statistics of 5.46 shows the fitness of 
model as it is more than standard value of 1.96. 
 
 
Results of long run co-efficient of ARDL 
 
Long run coefficients are reported in Table 5, which shows 
that inflation and interest rate have highly significant 
negative impact of the economy. Increase in inflation leads 
to increase in interest rate in the economy and higher 
interest rates causes crowding out effect of private 
investment and ultimately result is in decrease of economic 
growth. Money supply growth has negative but insignificant  
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Table 1. Descriptive statistics. 
 

 Mean Median Max Min St. Dev 

GDPGR 0.050 0.050 0.102 0.010 0.021 

INF 0.086 0.083 0.203 0.029 0.037 

INT 0.033 0.031 0.107 -.078 0.038 

M2 0.160 0.154 0.262 0.040 0.056 

DE 0.057 0.050 0.107 0.021 0.024 

NDE 0.168 0.162 0.203 0.128 0.023 

TR 0.123 0.130 0.145 0.092 0.017 

BD -.064 -.065 -.023 -.096 0.018 

TO 0.293 0.294 0.361 0.229 0.030 

 
 
 

Table 2. Unit root results. 
 

 

Variables 

ADF PP 
Status 

Level 1st diff Level 1st diff 

GDPGR -4.93 --- -4.91 --- I(0) 

INF -2.92 -7.54 -2.89 -7.74 I(1) 

INT -3.12 -7.49 -3.09 -8.61 I(1) 

M2 -5.10 --- -5.08 --- I(0) 

TO -2.69 -6.12 -2.78 -6.13 I(1) 

DE -2.17 -7.91 -1.98 -8.12 I(1) 

NDE -1.72 -6.02 -1.72 -6.13 I(1) 

TR -2.63 -7.04 -2.63 -6.13 I(1) 

BD -2.80 -7.66 -2.82 -7.68 I(1) 

      

Critical values Level 1st diff 

1% Level -4.2349 -4.2436 

5% Level -3.5403 -3.5442 

10% Level -3.2024 -3.2046 

 
 
 

Table 3(a). Diagnostics tests. 
 

Item Test Applied CHSQ Prob. 

Serial correlation LM test 1.23 0.27 

Hetrosecdasticity Based on Regression Residual 0.95 0.33 

Normality Skewness and Kurtosis 1.19 0.55 

Functional form Ramsey RESET Test 0.67 0.41 

 
 
 
impact on economic growth in the long run as well. Trade 
openness has positive and significant relationship with GDP 
growth. Development expenditures of government increase 
the economic growth in the economy but impact is 
insignificant due to misuse of funds. Non-development 
expenditures have insignificant and negative impact on the 
GDP growth while impact of tax revenue and budget deficit 
is positive and insignificant. 

 
 
Results of error correction model 
 
The results of error correction model are show in Table 6. 
Result shows that inflation interest rate, money supply 
growth and non-development expenditures have negative 
relationship with economic growth but relationship is only 
significant in case of inflation and interest rate. While trade 
openness has positive impact on economic growth in short  
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Table 4(b). ARDL(1,0,0,0,0,0,0,0,0) selected based on Akaike information criterion. 
 

Regressor Co-efficient SE T-Stat Prob. 

GDPGR (-1) -0.42 0.20 -2.10 0.05 

INF -0.67 0.25 -2.67 0.01 

INT -0.50 0.20 -2.51 0.02 

M2 -0.02 0.06 -0.31 0.76 

TO 0.37 0.16 2.36 0.03 

DE 0.75 0.40 1.87 0.07 

NDE -0.13 0.39 -0.34 0.74 

TR 0.35 0.41 0.84 0.41 

BD 0.35 0.48 0.73 0.47 

R-Squared 0.6181 

R-Bar- Squared 0.5049 

F-Statistics 5.4629 

F-Statistics Significance 0.000 

DW-statistic 2.1810 

 
 
 

Table 5. Long run co-efficient of ARDL. ARDL(1,0,0,0,0,0,0,0,0) selected based 
on Akaike information criterion. 
 

Regressor Co-efficient SE T-Stat Prob. 

INF -0.47 0.15 -3.14 0.00 

INT -0.36 0.12 -2.86 0.01 

M2 -0.01 0.04 -0.32 0.75 

TO 0.26 0.09 2.81 0.01 

DE 0.53 0.27 1.93 0.06 

NDE -0.09 0.27 -0.34 0.74 

TR 0.24 0.29 0.84 0.41 

BD 0.25 0.34 0.72 0.48 
 
 
 

Table 6. Short run co-efficient of ARDL. ARDL(1,0,0,0,0,0,0,0,0) selected based on 
Akaike information criterion. 
 

Regressor Co-efficient SE T-Stat Prob. 

dINF -0.67 0.25 -2.67 0.01 

dINT -0.50 0.20 -2.51 0.02 

dM2 -0.02 0.06 -0.31 0.76 

dTO 0.37 0.16 2.36 0.03 

dDE 0.75 0.40 1.87 0.07 

dNDE -0.13 0.39 -0.34 0.74 

dTR 0.35 0.41 0.84 0.41 

dBD 0.35 0.48 0.73 0.47 

ecm(-1) -1.42 0.20 -7.10 0.00 

R-Squared 0.71442 

R-Bar- Squared 0.62980 

F-Statistics 8.4430 

F-Statistics Significance 0.000 

DW-statistic 2.1810 
 

ECM = GDPGR + 0 .46995*INF + 0.35553*INT + 0.013400*M2 - 0.25897*TO -0.52957*DE + 
0.091997*NDE - 0.24400*TR - 0.24589*BD.  
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 The straight lines represent critical bounds at 5% significance level
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Figure 1. Plot of cumulative sum of recursive residual. 
 
 
 
 

 Plot of Cumulative Sum of Squares
of Recursive Residuals

 The straight lines represent critical bounds at 5% significance level
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Figure 2. Plot of cumulative sum of square of recursive residual. 

 

 
 
run as well. Development expenditures, tax revenues and 
budget deficit have positive but insignificant relationship 
with GDP growth rate in the short run also.  

ECM (-1) is highly significant and its co-efficient is 
negative also. This indicates that previous period’s 
variation in the growth rate is being adjusted in the current 
period and value of -1.41 of co-efficient shows that 141% 
fluctuation is being adjusted in a single period. F-statistics 
of 8.44 shows the fitness of model and value of R2 shows 
that 71% change in dependent variable in the short run is 
due to independent variables in the study. DW-statistic 
more than two confirms that there is no problem of serial 
correlation. 
 
 
CUSUM and CUSUMSQ 
 
Figures 1 and 2 show the plot of CUSUM and CUSUMSQ 
respectively. Both graphs show that the stability of co-
efficient as CUSUM and CUSUMSQ are within the 5% critical 
value of bounds. 

Conclusion 
 
This study is conducted to investigate the short run as well 
as long run effects of fiscal, monetary and trade policies on 
the economic growth in Pakistan. Several studies have been 
reviewed to know the importance of macroeconomic 
policies for the growth of economy. It is concluded on the 
base of previous literature that there exist long run and 
short run relationship between these policies and economic 
growth. Time series data of 37 years from 1976 to 2012 is 
analyzed by using Auto Regressive Distributed Lag (ARDL) 
approach to investigate the empirical relationship between 
these policies and economic growth in Pakistan.  

Based on the results of study, we can conclude that 
monetary and trade policy have significant role in 
determining economic growth while impact of fiscal policy 
is insignificant. Either impact of fiscal policy is insignificant 
but it cannot be ignored because monetary policy is 
subservient to the fiscal policy and actions of fiscal policy 
have significant relationship with monetary action. Budget 
deficit is major issue of Pakistan and being financed by  
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printing new currency which leads to higher inflation in the 
economy and slow down economic growth. So we can say 
that both policies, fiscal and monetary, are important for 
economy. These are two sides of a single coin. Trade policy 
is also playing important role for betterment of Pakistani 
economy. So policy maker should align actions of monetary, 
traded and fiscal policies for development of economy. 
Corruption and misappropriation of funds should be 
decrease and government should invest for development 
purpose for smooth economic growth. 

In the light of finding of study, it is recommended that 
government should focus on the structure of its spending. 
Development expenditures should increase at the cost of 
non-development expenditure. Focus should be given on 
the education, health, research and development and 
infrastructure. So a better workforce and business 
infrastructure can be provided. Greater independence to 
State Bank of Pakistan should be given to align its monetary 
policy with the fiscal policy. Higher amounts of financing 
should be given to the private sector companies by banks at 
lower rate to encourage the business activities in the 
economy. 

This study will help the government and policy makers to 
understand the inter-relationships of fiscal, monetary and 
trade policies with economic growth. They will be able to 
measure the effects of these policies on economic 
development. So they will be able to determine their policy 
actions positively for higher economic growth in Pakistan. 
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