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ABSTRACT

This paper investigated the finance-growth nexus by adopting a novel approach for Pakistan. Firstly,
we constructed a financial liberalization index by incorporating several time-varying financial
frictions and reforms which is a manifestation of the de-jure financial liberalization process.
Secondly, for examining the impact of financial liberalization on growth, we extended the Solow-
Swan growth model to construct a financial sector augmented growth model. By incorporating the de-
jure financial liberalization index, we examined the growth-finance linkages. By employing the Auto-
Regressive Distributive Lag model and error-correction mechanism, the results of the study showed
that de-jure financial liberalization provides momentum to economic growth in the short-run as well
as in the long run. Empirical findings highlighted that moving towards a more liberalized financial
system by reducing rigidities and expediting an effective reform process offers very hopeful prospects
of economic growth in developing countries like Pakistan.

Keywords: Financial frictions, Financial Reforms, Economic growth, Principal Component Analysis,
ARDL Model
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INTRODUCTION

The past few decades are a witness to the financial integration of world economies owing to
modifications and innovations in the financial systems of both developed and developing economies.
Developed countries have adopted the financial liberalization (FL) process since 1970s while
developing and emerging economies followed them in the late 1980s and 1990s. This remarkable
evolution is the result of strong financial reforms process aimed at reducing financial rigidities which
have been pursued rigorously by countries all over the world.

Financial frictions are key factors in driving macroeconomic fluctuations. To study financial
frictions, much advancement has been seen in economic modeling. Firstly, Carlstrom and Fuerst
(1997) introduced the concept of financial frictions in the form of agency cost in real business cycle
models; afterwards, New-Keynesian models also incorporate financial frictions with the pioneering
work of Bernanke et al., (1999). Later, the phenomenal work of Gerali et al., (2010) and Gertler and
Karadi (2011) incorporate financial intermediaries in DSGE models with financial frictions by using
balance sheet constraints.

Financial frictions may emerge due to endogenous and exogenous market incompleteness
and/or maybe induced by government regulations. These frictions have important macroeconomic
implications. They work as an accelerator mechanism for drivers of macroeconomic fluctuations
enhancing the output volatility and distorting the prospects of high growth. These frictions also distort
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firm entry and their potential decisions regarding output which in turn reduces the total factor
productivity and growth (Cole et al.,, 2016). Financial repression like interest rate controls,
government borrowing, and tightening of capital movement cause disruption in the financial
intermediation process and undermines the role of the financial sector for economic growth (Sriyana,
2019; Dalevska et al., 2019).

Financial reforms usually aim to reduce these frictions to enhance the efficiency of the
financial intermediation process. The advocates of financial liberalization stressed that credit
allocation should be market-based by adopting policies like interest rate liberalization which in turn
lead to higher aggregate production and social welfare (Hsieh & Klenow, 2009; Buera et al., 2011,
Midrigan & Xu, 2014; Moll, 2014). Many empirical studies like Quinn and Toyoda (2008) and Forbes
and Warnock (2012) confirmed the positive influence of financial reforms over productivity and
consumption growth. The study of Huang and Ji (2017) and a similar study by Zhang (2019) also
examined the influence of financial reforms policy on the economic and financial indicators. They
concluded that financial liberalization increases economic growth.

Given the importance of financial liberalization, the objective and contribution of this study
are as follows. Firstly, we have constructed the financial liberalization index by focusing on financial
regulations imposed by the government over time. The severity of these financial regulations has
been subject to change and captured explicitly while constructing the index. This index captures the
success of financial reform and also serves as de-jure financial liberalization as it is derived from
policy reforms and regulations. Secondly, we have extended the Solow-Swan growth model based on
Cooray (2019) to incorporate financial liberalization in the growth process directly. In this way, we
have examined the impact of de-jure financial liberalization on economic growth.

The remainder of the paper is structured as follows; Section 2 is based on a review of the
financial reforms process in Pakistan. The construction of the index with an econometric technique is
given in Section 3. Section 4 represents the theoretical framework and empirical framework. Whereas
the last part will conclude the research paper.

Financial Sector Reforms

Pakistan initiated the financial reform process in the late 1980s on the advice of the International
monetary fund (IMF) and the World Bank because of financial repression in previous years. The pre-
reform era was characterized by the prevalence of market-based distortions, negative real interest
rates, provision of incentives to unproductive investments, allocation of credit to priority sectors
determined by the government, and obstruction of activities of financial institutions due to excessive
controls. Subsequently, economic efficiency continued to be squat and growth jiggled from
comparatively truncated investment and savings rates in the private sector (Khan, 1995).

The objectives of the financial reforms are to remove the market-based distortions,
competition in the banking sector, reduce government interventions and increase the efficiency and
productivity in the financial sector. The first phase of the financial reform process includes the
commercial banks' privatization policy, openings of new branches of commercial and foreign banks,
interest rate regulations, up-gradation of money and credit markets, central bank autonomy, and
prudential regulations and reforms for the development of capital markets and the external sector.
Initially, the reforms process effectively transformed the financial system by gradually developing the
financial markets i.e, money, capital, and exchange markets. After the privatization policy, the state
ownership has declined as much that now the commercial banks can own more than half of the
banking assets (SBP, 2012). Leading indicators of financial deepening and intermediation improved
after the introduction of reforms i.e., M2/GDP, stock market capitalization to GDP, and credit to the
private sector (Khan & Qayuum, 2005). But these indicators are far behind the indicators of
neighboring countries and the economies where the reform process had also started in the 1990s
(SBP, 2019).

Presently, the financial sector of Pakistan has been upgraded with less control of the
government in the transmission mechanism of monetary policy. Interest rates are moved in the
specific bands introduced by the Central bank. The SBP is committed to ensuring modern regulatory
and policy measures. Several regulatory and policy reforms are commenced by SBP during July-
March 2019. The key SBP reforms are as follows: Modern regulatory and supervisory reforms,
financial stability and systematic risk assessment, national financial inclusion strategy (NFIS) and
NFIS extended Action plan 2023 (Government of Pakistan, 2018-19).
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Identification of Financial Frictions in Pakistan

Financial frictions are one of the key factors that cause short-run oscillations as well as hampering the

growth process. By reducing financial frictions macroeconomic volatility can be lowered and growth

potential can be enhanced. The natural question asked; whether a country can reduce financial
frictions through financial sector reforms? If yes, then which financial reforms are most effective?

This section has answered these questions by examining financial sector reforms for Pakistan. This

section is based on the construction of the de-jure financial liberalization index (FLI) for the

identification of financial frictions.

Construction of Financial Liberalization index

This section measures the extent of FL in Pakistan using the most relevant variable. The index

captures the exogenous changes made in policies, which ensures financial liberalization. Established

on an extensive survey regarding information available on policy changes; we assess how the
repressed economies move towards liberalization. Apart from a distinctive approach for the reforms
process considered by Bandiera et al. (2000) and Abiad (2008), this study incorporates some other
components which assumed to play an imperative role in the case of Pakistan. Based on the unique
characteristics of Pakistan’s economy, a different data set has been created and applied. Principal

Component Analysis (PCA) has been applied to construct the index (Rencher, 2002). Overall, ten

indicators have been used to construct the FLI.

1. Interest rate liberalization (IRL): In a fully-liberalized financial system, the interest rates
should be market-determined. Usually, central banks directly control the interest rates or
control through interest rates bands and ceilings or floor on lending and deposits rates. Based
on these controls, the financial system is categorized as repressed, moderately repressed, or
fully liberalized. This component captures the control measures of central banks for interest
rates. More controls indicate a repressed system and vice-versa.

2. Credit Controls (CRC): Credit to priority sectors and credit at subsidized rates leads to
financial repression in the economy. As, in that situation, the private sector will be deprived
of credit facilities. This component will ask the following questions. Is there any minimum or
maximum credit limit for the allocation of funds to priority sectors? How much credit amount
is allocated to other sectors? Are the priority sectors also get subsidized credit? More directed
and priority credit will only benefit the government enterprises and the private sector will be
underprivileged. It lowers the value of FLI and increased financial frictions in the economy.

3. Reserve Requirements (RVR): Prudential regulations set by central banks affect the expansion
credit ability of banks. A high value of reserve requirements is associated with the repression
policies. Generally, 20% of reserve requirements is the threshold value.

4. State Ownership of banking assets (SOB): This component assesses the government
intervention in the ownership of assets. As more percentage of assets held by the government
shows financial repression. The lower the percentage of state-owned assets, the more
liberalized the system will be. Increased financial activities of private banks evidenced the
greater share of these banks in total assets. The degree of liberalized, moderately liberalized,
and restrictive is assessed by a threshold level of 75 %, 50%, and 25 % respectively.

5. Prudential regulations (PRM): This component is the opposite of all other components, as it
ensures that the more government intervention, the more will be a liberalized economy. The
component is related to the adoption of efficiency standards like CAMELS Framework and
BASEL Accord | & Il, by commercial banks and the autonomy of the central bank.

6. Stock Market Development (STM): Stock market development plays an important role in the
development of a country. The component includes the government policies which either lead
to the development of the stock market or either limit its activities, for example additional
privileges for foreign investors, development of equity and debt markets, etc.

7. Pro-competitive Measures (COM): Financial system characterized by healthy competition,
leads to efficiency, innovation, and improves financial products. A high percentage of state-
owned banks restricts the opening of private banks and limits the activities of foreign banks
and non-bank financial institutions. It hindered competition in the financial sector. FL
policies allowed opening new branches of commercial and foreign banks and have promoted
pro-competitive measures.
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8. Share of Indirect taxes in Total taxes (SIND): Taxes are the main source of revenue for the
government. Whereas direct rates play a key role as they are automatic stabilizers. However,
in the case of Pakistan indirect taxes constitute a major part of total revenue. A higher level of
indirect taxes as a percentage of total taxes is financial friction as it increases the burden of
consumption by adding in the prices. Indirect taxes increase the cost of production and its net
worth depresses. Increased indirect taxes lead the economy towards repression. This is the
only study, which has used this component.

9. Excessive Public Borrowing (EPB): Excessive public borrowing interrupts the budgetary
discipline due to deficit budgeting. This policy component is based on the relative share of
public borrowing (%of GDP). The repressed financial system is characterized by credit
controls and credit allocations to priority sectors by the government, in such a situation,
government must borrow from commercial banks to meet its excess expenditure. More public
borrowing shrinks the lending capacity of the private sector. This policy component is very
important in the case of developing economies like Pakistan, where federal governments
mostly rely on domestic sources for short-run loans. This component is also unique for the
construction of the FL index as; it also affects the liberalization process.

10. Securities Market Development (SCR): This component is comprised of government policies
for the transaction of securities, developing the equity and debt markets, and liberalizing the
market for foreign investors. These policies are very important for the development of
security markets. The advancement and development of the security market liberalized the
financial system.

Considering the above components, we adopted a scale and score approach to measuring the
extent of liberalization, which ranges from 0 to 4. The O indicates repressed or frictions and 4
indicates a fully liberalized or de-regulated system. However, among these numbers, 1 implies a
highly repressed system, moderately repressed is indicated by 2, and 3 represents a weakly repressed
system. As each component is related to policy measures that occur at a different period and code is
assigned to each component based on the implementation of policies.

To assign a score to each component, each FL reform is comprehensively examined and the
score has been allocated based on the identification of policy variations. This study considers only
those reforms, which have been implemented during the 1980s through 2019. So, for analysis of
policy changes, various issues of SBP and GOP are studied.

The next step is the construction of the FLI based on the coding approach mentioned above.
The principal component analysis (PCA) technique has been used for the construction of a single
index of FLI. PCA is often utilized when there are many interrelated variables. This technique reduces
these interrelated variables into a minimum number of uncorrelated variables, which are known as
Principal Components. The constructed index has captured different dimensions of financial reforms
and acquired the highest information from the key dataset. By employing PCA, the weightage has
been calculated for each component so FLI is indicated by the following equation:

FLI = w,IRL + wy CRC + w3RSR + w, SOB + wsPRM + weSTM + w, PCOM +
wgSIND + wg EPB + w;,SCR... P )

As from equation 1, FLI implies the calculated FL index for each year, w; is the weight assigned to
each policy component based upon the eigenvector of the principal component.

Table 1 displays the Eigenvector and weights of policy components. In PCA, the variance of
the particular component is computed; the component with the highest variation is selected. In this
study, the first component (A1) is chosen (it explains 80 % variation).

Hence, calculated weights are assigned to each policy component and the final equation of
FLI is described as follows:

FLI = 0.11057IRL + 0.11079CRC + 0.0983RSR + 0.10629 SOB + 0.11073PRM +
0.11068STM + 0.11178PCOM + 0.10889SIND + 0.0277 EPB + 0.10452SCR... 2
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To find the value of the FLI, a respective Eigenvalue as calculated in Table 1, is multiplied by
each policy component score value. A single value of FLI for each year from 1970 to 2019 has been
computed by adding all ten policy components.

The final form of the FLI can be seen in Figure 1. As, from the figure, from the 1970s to 1980
was the era of financial repression. During this period, under the Nationalization Act 1974, the
government takes the policy decisions, directly controlled the financial activities, and possesses all
financial assets. In the early 1990s, the economy of Pakistan transforms itself under the structural
adjustment program of IMF and the World Bank. The first reform process was initiated from1990
onwards in 2003%. The economy of Pakistan is still introducing reforms in the financial sector i.e.,
financial reforms 2019. However, several reforms are reverted i-e Privatization policy. In the
preliminary process of financial reforms, 362 reforms were initiated?. 171 reforms have been reported
by the State bank of Pakistan®. whereas the remaining 191 reforms were stated in the Various issues
of the Pakistan economic survey. In that period, the financial sector was significantly liberalized in
terms of financial penetration and intermediation®. Afterward, there was a declining tendency in the
FLI for Pakistan. SBP has reverted some of the financial reforms as control credit by ceilings on
credit and subsidized credit. Some economic factors were also involved like freezing of Foreign
Accounts, excess public borrowing by domestic sources, a heavy burden of indirect taxes, and credit
to priority sectors, interest rate regulations, and monetary policy decisions. All the features are
responsible for financial imperfections. Considering the above factors, it is concluded that even after
modifications in the financial system still, the graph of FLI exhibits a downward trend.

These results are in line with the studies of Qureshi and Shah (2018) and, Wizarat and Hye
(2010) who also constructed FLI for Pakistan and concluded that FLI reduces economic growth
leading to repression. FLI reaches its highest point when the liberalization process was in the early
stage. Lucas Vincent constructed financial freedom index for all economies including Pakistan using
data from 1995 to 2017 (Heritage Foundation website). He also came to the point that there was more
financial freedom in Pakistan from 1995 to 2000 and afterward financial freedom decreases.

Contrary to the above results, Naveed and Mahmood (2017), Fareed Ullah and Hashmi
(2016), and Munir et al., (2013) reported that the financial liberalization process transforms the
financial sector of Pakistan efficiently and constructed FLI was positively trended. A clear
contradiction lies in the two literature strands. Firstly, these authors have used different components
and sub-components to analyze FLI. Secondly, there is a difference in the coding and scaling methods
of these authors.

Theoretical Methodology

This section provides the theoretical basis of the empirical relationship between the financial sector
and economic growth. Many developed and developing economies modified themselves after the
application of regulatory reforms. Following the work of Cooray (2009), this study has extended the
Solow-Swan model to include the financial liberalization process. The model is defined as follows:

Equation 3 shows the aggregate production function with a constant return to scale. The
output level is the function of physical capital, human capital, financial capital, and labor force.

Y, = K& HPFY (A, L)t P . O ROPY <)

Y; denotes the output, K, implies physical capital, whereas, H; indicates human capital, F; shows
financial capital, L; is labor and finally, the level of technology is denoted by A;. Financial capital is
used as an indicator of financial development. Output elasticities w.r.t to physical capital, human
capital, and financial capital are denoted as a, 8, and y respectively. It is assumed that L, and A;
grow exogenously at a rate n and g respectively. The depreciation rate for capita stock is indicated by
6. Other symbols sy, sy, and sg imply the savings rate, human capital accumulation, and financial

1 SBP (FSA) 1990-2000.
2 Financial Sector Assessment. Annex 1 & 2 (1990-2000)

3 FSA reports 1990-2000.
4 SBP report 1990.
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capital accumulation, respectively. So, using these variables, steady-state output per capita expressed
in logarithmic form can be described as in equation 4.

Y:
In [L ] InA(0) + gt + 7 ln Sk + afﬁ_ Insy + 1_azﬁ Insp — 1aaﬁ+y In(n+g+
5)... (@)
After relaxing the steady state assumptlon the speed of convergence IS deflned as:
I (1—a—B-P)m+g+8)x[ @) —InG)l... ... .. (5)

dt
The steady-state output level per effective worker is defined as y*. The output Ievel per effectlve

worker is implied as y, . A is defined as the speed of convergence.
A=AQ—-a—-B—-y)(n+g+06)
After solving eq. 5, it follows as
Iny,=(1- e ) Iny" + e *inygy... (6)
Deducting y(o0) from both sides of eq. 6 and substltutlng y glves us:

Iny, —Iny(0) = (1 - _’“) lnsk +(1- e_’“)—ln sy+(1-
e M) oty nse — (1- e‘“)%(n+g+6)—(1— e Iny ... o

Equation 7 can be defined in estimated form as:

Iny, —Inyegy = a, + agInsg +azInsy+azlnsp+ ayin(n+ g +6) + as lnyy... (8)
We hypothesized that final result of the financial liberalization process is financial capital. Hence
financial liberalization is used as an indicator of financial capital.

EMPIRICAL METHODOLOGY AND RESULTS

Built on the theoretical framework, the following model has been constructed: The study has assessed
the short-run as well as the long-run correlation between Financial Liberalization and economic
growth for Pakistan from 1970 to 2019. The following equation has been estimated using the ARDL
and error-connection mechanism.

Yi = a, + Bo Xy + B1FLI + ... 9)

Y; is defined as a Real GDP growth rate, however, X, denotes the control variables which are
expenditure on education, gross investment, and employed labor force. a,is defined as constant and
FLI is the Financial Liberalization Index estimated in this study. Data sources include the FRED
database and IFS data. Other sources include SBP (various issues) and Hand Book of Pakistan
economy 2015 and World Bank data.

The empirical analysis has employed a time-series data series. Before estimation, it is
essential to check the stationarity of the dataset. For unit-root testing, the Phillips-Perron unit root test
and ADF test have been used for datasets from 1970 to 2019. Table 2 illustrates the results of both
tests.

Estimation of Models using ARDL

The results of the ADF and Phillip-Peron Test indicate that all series didn't have the same level of
integration; ARDL bounding testing approach can be applied to test empirical long-run and the short-
run association between FL and economic growth.

The ARDL Bound Test has been used to select optimum lag for cointegration. As lag length
selection is sensitive to the results of ARDL cointegration (Bahmani-Oskooee & Bohl, 2000). The
ARDL bound test result is presented in Table 3. Pesaran et al., (2001) proposed critical values of f-
statistics (for lag 1) at 95% for lower and upper bound as 2.85 and 3.91 respectively. As, from table
3, the calculated F-statistics is 11.95, which is higher than the critical values of the upper bound.
Based on F-statistic, the analysis verifies long-term cointegration between variables.

Table 4 gives the results of ARDL models; it implies that a long-run positive significant
relationship exists between FL and economic growth for Pakistan. Based on the theoretical
framework, other orthodox indicators of economic growth are also incorporated. By analyzing
empirical results, the FL coefficient (0.634) interprets that a one percent rise in FL leads to a 0.634%
rise in GDP. Other conventional variables like expenditure on education, gross investment is also
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significant. Empirical results are in line with the studies of McKinnon (1973) and Shaw (1973) and
Goldsmith (1969). They also confirmed the positive influence of FL on economic growth. They
further argued that FL enhances investment and productivity. King and Levine's (1999) study also
concludes that advancement in the financial sector plays an imperative role in economic development.

Table 5 defines short-run results using an error-correction mechanism. Short-run results also
confirm that FL is positively related to economic growth. The error-correction term of the model has a
negative sign (significant), showing that the model is converging. The estimated results revealed that
any shock would not deviate the model from an equilibrium path. The functional form of the model is
also appropriate as justified by the error term. The coefficient of the error-correction term is -
1.461312; it specifies the extreme adjustment process. Both estimation results indicate that financial
liberalization policies can strengthen the financial sector of Pakistan. The results are too reliable as
financial reforms play an important role in mobilizing credit from the public sector to the private
sector.

The results of diagnostic tests (Table 6) show that model used didn't suffer from any difficulty
like correlation, Heteroscedasticity, and normality problems. The stability test result is reported in
Figure 2 by plotting the CUSUM graph. The CUSUM graph for the estimated model lies within the
limitations of critical values and confirms that all model coefficients are stable; parameters are stable
and no indication of instability.

SUMMARY AND POLICY RECOMMENDATIONS

This paper provides a summary of the financial sector reforms in Pakistan. The financial sector has
considerably transformed due to various structural reforms introduced since the late 1980s. It provides
useful information regarding financial market imperfections in Pakistan. The focus of this paper is to
recognize the extent of financial frictions in Pakistan from 1970 to 2019. To meet this objective; the
study has constructed the financial Liberalization Index (FLI) for Pakistan using the principal
component analysis (PCA) approach, stressing the role of government expenditures and decisions
along with other significant indicators. This paper also investigates the long-run and short-run
relationship between financial liberalization and economic growth for Pakistan from 1970 to 2019 by
applying the ARDL model and error-correction mechanism. The results concluded that financial
liberalization (FL) leads to economic growth in Pakistan.

The analysis of the financial sector of Pakistan indicates that although financial frictions have
been significantly minimized, however, the financial markets are still imperfect. The value of FLI
shows an increasing trend from 1990 till 2001. In that period, the FLI indicates that the liberalization
process in Pakistan was successful in its early phase, but gradually it starts diminishing after 2001
slowing down the reform process. The index reflects that the reforms process advances the financial
sector by moving from suppressed to a market-based financial system combined with the
advancement of capital, credit, and the stock market. Though the index shows downtrends, still
financial reforms improve the banking sector and stock markets in the said period compared with the
pre-reform era. But these developments only show in the initial years of the reform process.

In short, in the wake of the financial liberalization process, Pakistan has made progress in
some sectors and introduced various policies. Yet Pakistan's policy of financial liberalization (FL)
reveals a downward trend since 2001. For the development of the money market and to reduce non-
performing loans, there is a need to introduce further reforms compatible with other developing
countries that have shown remarkable improvements in their financial sectors. It is also seen that even
after privatization in the banking sector; still, government-owned banks hold the largest share with
weak profitability. So, there is a need to focus on the privatization policy so that healthy competition
could be seen in the banking sector. It is also proposed that forthcoming policies on financial
liberalization would be introduced with great integrity and will deliver an atmosphere conducive to
achieving desired economic goals.
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APPENDIX
Table No. 1 Eigenvectors and Weights for Policy components
. Eigenvectors Weight for policy components
Policy Components A Wi- A,/Y A
IRL 0.329948 0.110579
CRC 0.349984 0.110791
RSR 0.288837 0.098295
SOB 0.339539 0.106291
PRM 0.330406 0.110729
STM 0.349634 0.110677
PCOM 0.353016 0.111778
SIND 0.324761 0.108891
EPB 0.094678 0.027669
SCR 0.310662 0.104523
Total 0 4;) 3.071465
Table No. 2 Unit-root Test Results
Variables ADF Test Results Phillip-Peron Test Results
Level 1% Difference  Result Level 1% Difference Result
Real GDP (GDP) -5.073 -11.88 Level -5.218 -17.18 Level
FL Index (FLI) -0.669 -5.620 1% Diff  -0.669 -5.606 1% Diff
Employed labor -1.387 -4.818 1 Diff  -1.387 -4.767 1% Diff
force (Labor)
Gross Investment -5.209 -9.81 Level -5.213 -14.768 Level
(GINV)
Govt. Expenditure -1.941 -7.950 1t Diff -1.941 -7.966 1%t Diff
on Education (Exp)
Inflation (INF) -3.286 -8.017 Level -3.463 -8.017 Level
Table No. 3 Bound Test Results
Lag order F-statistic
1 11.95
Table No. 4 Results of ARDL Model
Variables Coefficient Std.Error t-statistics p-values
LN(FLI) 0.633597 0.318736 1.987844 0.0541
LN(EXP) 0.163798 0.490882 2.333681 0.0405
LN(GINV) 2.068117 0.702030 2.945911 0.0055
LN(Labor) 0.230469 0.193387 1.191751 0.2407
Constant -6.894845 2.233818 -3.086574 0.0038

Dependent Variable (LNGDP)
Table No. 5 Short-run results (Error-Correction Mechanism)

Variables Coefficient Standard Error t-value p-value
Constant -10.07552 3.377583 -2.983056 0.0050
LNGDP (-1) * -1.461312 0.136434 -10.71077 0.0000
LNFLI (-1) 0.925884 0.462695 2.001066 0.0526
LN(EXP)** 0.239360 0.717667 0.333525 0.7406
LN(Labor)** 0.336788 0.284537 1.183634 0.2439
LNCAPITAL** 3.022165 1.056609 2.860251 0.0068
D(LNFLI) 0.309538 0.348180 0.889017 0.3796
EC (-1) -1.461312 0.127057 -11.50121 0.0000

Note: Dependent Variable LNGDP
*Implies significance at 1% level.

377



De-jure Financial Liberalization and Economic Growth: An Empirical Analysis

**mplies significance at 5% level.
***Implies significance at 10% level.

Table No. 6 Results of Diagnostics Test

Serial Correlation LM Tests

Obs*R?

2.897814 (0.0834)

Heteroscedasticity Test (Bruesh-pagan-Godfrey)
Obs*R?

18.7026 (0.000)

Normality Test

Jarque-Bera

124.0420 (0.000)
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Figure 2 Results of Stability Test
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