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ABSTRACT  

The study empirically analyzes the impacts of public spending and efficiency of financial 

intermediaries on economic growth in selected five SAARC countries using panel data 

from 1994 to 2018. Financial intermediaries like banks provide different services to the 

community and earned valuable deposits. On the basis of deposits, it offers credit facility 

to the community and business units. Domestic credits to private sector and financial 

system deposit shows worth of financial intermediaries in the economy. Credit to private 

sector is important for private sector development and for consumer financing which 

increases aggregate demand hence economic growth.  Similarly, financial system deposits 

(LNFSD) represents more reserves of financial institutions/system which shows more 

availability of loan lending facility for private sector/ investor which results in higher 

production/growth in the economy. Government expenditure is one of the prime tools of 

fiscal policy which shows important role in achieving the goals of growth and stability in 

the economy in many developing countries. When there is rise in government expenses, it 

results in creation of jobs, provision of better infrastructure and improvement in services 

by government in the economy. 
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1. BACKGROUND OF THE STUDY 

Economic growth of a country is used to gauge the progress of any country. Growth is a 

process by which output of the country increases over time (Todaro, 1977). Many 

researchers of the world discussed the concept and theories of economic growth. 

Many researchers of the world have discussed the concept and theories of economic 

growth. Classical school of thought represents the idea of economic growth on the basis 

of investment and production. Production process is associated with the factor of 

production, for example labor and capital stock. Classical paradigm focused on labor 

activity. Due to efficiency of labor, production increases and it results in increase in 

economic growth (Eltis, 2000). Neo classical school of thought say if there is a higher 

utilization of factors of production, it results in higher economic growth. The idea of 

technical progress was introduced by Solow (1957). He extended the model with technical 

progress along with other factors of production (Hoover, 1992).  

Schumpeter (1934) presents the idea of economic growth and finds that creativity and 

innovation are the main forces of economic growth. Due to innovation and creativity, 

entrepreneur earns higher profit in the economy. The process of innovation is fulfilled with 

the help of efficient financial market (Hafer, 2013). Barro and Sala-i-Martin (2004) 

introduced a new idea to determine the economic growth and they say that, if there is 

improvement in human capital, it results in higher economic growth. If there exist free 

mobility of capital, foreign investment, technology and variety of institution, it will lead 

to economic growth in the economy.  In the light of above mentioned views presented by 

different economists, one can realize the importance of economic growth. There exists 

influence of factors like human capital, natural resources, technical progress, financial 

institutions, public expenditure, monetary and fiscal strategy on economic growth 

(Bencivenga & Smith, 1991; Boyd & Smith, 1992; Jovanovic & Greenwood, 1990).  The 

study of association among financial intermediaries (banking sector activities), economic 

growth and public spending reached its climax during last decades. Both public spending 

and financial intermediaries are considered important in the economy (Arshad, Syed, & 

Shabbir, 2017; Badri & Sheshgelani, 2016; Hansen & King, 1996; Mhadhbi, 2014; Sghaier 

& Abida, 2013). 

History of banking sector (financial intermediaries) is interesting and it shows positive 

impacts on trade and commerce in the world. Banking system facilitates businessmen as 

well as general public in the society. In the beginning history of banking sector, it was 

analyzed that due to lack of solid safe facility in the houses, religion places (worship 

places) were considered safe and sound for money savers, traders and businessmen. Rich 

people of the society held money, precious metals like gold, silver, and bronze at their 

temples. People always trust on temple workers due to their honesty. Most of the temples 

received money and precious metals from the people and plays a role of financial centers 

of their cities. These centers offer lending facility to the needy persons of the nation, such 
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type of activity in the early history is called banking. With the passage of time and 

development of trade, the concept of banking got popularity in the world. Major function 

of the banking sector was the “issuance of currency” i.e. coins (value stamped on metal 

like gold, silver, and bronze by an authority) and paper money (Bordo, 2007; Colvin, 2015; 

Gajdhane, 2012).  

An organized banking system was first time introduced by Medici (a well known merchant 

family) in medieval Florence in 1397. In the beginning, a network of shops was established 

by the Medici that provides the facility of deposit money in the accounts and customers 

can withdraw their money from other cities where the Medici has their representative. A 

lot of people deposit their money in Medici banks. Due to better services and honesty, 

Medici banks got popularity in Europe. Now a days, banks are modern and are providing 

all kinds of facilities like ATM cards, E-banking, credit cards and online banking to their 

customers. Due to online banking, banks are connected to each other so that transactions 

may be made globally in a second (Lipton, 2016). 

The effectiveness of fiscal policy for achieving macroeconomic goals is major concern of 

the countries. Government expenditure is one of the prime tools of fiscal policy which 

shows important role in achieving the goals of growth and stability in the economy in 

many developing countries. Government expenditures and economic growth got 

popularity in late 1980’s. They are still under discussion amongst the economist and 

researchers. The amount of money used by government to provide different facilities like, 

health, education, water and sanitation, law and order and energy to the people in the 

country is called government expenditures or public spending (Gumus & Mammadov, 

2019; Mehmood, Raza, & Mureed, 2014; Muktdair-Al-Mukit, 2012). There is a 

controversy about the impact of increased public expenditures on economic growth. 

Keynesians are of the view that government expenditure plays an important role in output 

of the economy. The fiscal multiplier theory suggests that increase in government 

expenditure increases output of the economy. So, there exists optimistic impact of public 

expenditure on economic growth (Abdullah et al, 2009; Adu et al, 2014; Cooray, 2009; 

Olurankinse & Alimi, 2014).    

On the other side, some studies showed negative effects of public outlay on economic 

growth. There are three main reasons behind negative effect of government expenditure 

on output in the economy i.e. taxation, borrowing and unnecessary political interference. 

The burden of taxes on individuals and firms, existence of non-productive public 

expenditure due to political interference and reduction in credit facility for private sector 

due to government borrowing, lead to negative impact on output (Barro, 1991; Iheanacho, 

2016; Majeed et al, 2019). 
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2. LITERATURE REVIEW 

The existing literature reveals that a large number of studies has investigated the nexus 

between financial intermediaries and economic growth. However, empirical studies on the 

effect of financial intermediaries and public spending on economic growth are limited. 

Undeniably, the role of public expenditure and importance of financial intermediaries’ i.e 

banking sector has received immense attention from researchers, policymakers, and 

institutions. The major role of banking sector is to collect deposits and provide credit 

facilities to the nation. Domestic credit to private sector and financial system deposits are 

used proxies for financial intermediaries in the study. Rani and Kumar (2018) found the 

impact of trade, FDI and financial sector on growth in BRICS countries using panel data 

approach from period 1993 to 2015. GDP per capita (growth proxy) was dependent 

variable and FDI, broad money (M3), trade openness, capital formation and domestic 

credit to private were independent variables. For unit root, LLC test and IPS test were 

applied and found that all the variables were I(1) integration order. Two models were 

estimated; model A used M3/GDP along with other variables and model B used domestic 

private credit to private sector/GDP along with other variables. Pedroni test was applied 

for co-integration and it observed long run relations in the model. FMOLS and DOLS were 

applied for long run estimates. Using FMOLS; impact of FDI was negative whereas impact 

of broad money, domestic credit to private sector, trade openness and capital formation 

was positive on growth in both models (A &B). All the variables were significant. Using 

DOLS; effect of FDI and domestic credit was negative and effect of all other variables 

were positive on growth in both models. Two-way causality was observed between 

domestic credit and growth.  

Apergis et al. (2007) found the impact of financial deepening and growth in 50 non-OECD 

states and 15 OECD nations from 1975–2000. The study used GDP per capita (proxy for 

growth) as dependent variable and bank credit, liquid liabilities and private credit as 

independent variables (proxies of financial sector). Investment, government expenses, 

average year of schooling and trade were also included as independent variables in the 

study. For unit root, IPS-test was employed and it found I(1) integration order. Pedroni 

test was applied for cointegration results which confirm long run relations in the models. 

DOLS estimation technique was applied to found the long run estimates. Financial sector 

proxies showed positive impact on growth (GDP per capita) in both OECD and NON-

OECD nations. The impact of government expenditure was positive in OECD and negative 

in NON-OECD countries. 2-way causality was found by using PMG approach in both 

OECD and NON-OECD countries. 

 Rachdi and Mbarek (2011) found the causality between growth and financial sector in 

OECD and MENA states for the period 1990-2006. The study used GMM and panel 

cointegration techniques for estimation. Real GDP was dependent variable whereas 

change in price index, private credit, government expenses and liquid liabilities were taken 
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as independent variables. Two tests (Pesaran-shin test and Maddala-Wu test) were applied 

for unit root and found I(1) order. Group ADF test was applied for cointegration and study 

found significant results for long run relations. FMOLS technique was used for long run 

estimation results. It was analyzed that the effect of private credit and government 

expenditure were positive and inflation was negative on growth in OECD countries. 

Similarly, liquid liabilities and private credit showed positive results on growth whereas 

inflation and government outlay showed negative impact on in MENA countries. By using 

GMM approach, private credit and liabilities showed positive role on growth and 

government expenses and inflation showed negative impact on growth in both OECD and 

MENA nations. Moreover, Sghaier and Abida (2013) found the nexus among FDI, growth 

and financial sector in African countries for the period 1980-2011. The study used panel 

GMM approach for estimates and four North African countries were selected for analysis. 

Openness, inflation, private credit, liquid liabilities, capital formation and government 

expenditure were independent variables whereas GDP per capita was dependent variable. 

Government expenditure and inflation showed negative results and private credit, FDI, 

openness, capital formation and liquid liabilities showed positive results. The coefficient 

value of private credit was higher than liquid liabilities. Similarly, Mhadhbi (2014) found 

the role of financial improvement in 110 countries of the world from 1973 to 2012. The 

study organized into three categories like overall sample, developed and developing 

countries. Liquid liabilities, GDP per capita, trade, inflation, investment, government 

expenses, human capital, bank credit, private credit were variables of the study. The study 

used GMM dynamic estimator technique for estimation and it was found that liquid 

liabilities and bank credit showed positive results in overall sample and developed 

countries whereas liquid liabilities showed negative impact on economic in developing 

nations. Impact of investment and human capital was positive in all categories. Badri and 

Sheshgelani (2016) anticipated the role of financial integration and development in 24 

organizations of Islamic countries (OIC) from 2005 to 2013. The study used domestic 

credit (financial development), net foreign asset (financial integration), expenses on 

education and overall government spending were independent variables whereas GDP per 

capita was dependent variable. Hausman test was applied for selection between fixed and 

random approach. The study applied fixed effect estimation technique for estimates and 

found positive results of domestic credit and education expenses whereas financial 

integration showed negative results. Similarly, government expenses showed positive 

effect on growth which confirms the existence of Keynesian theory in the OIC countries.  

Hussain et al. (2017) found the impact of public expenditure on economic growth in 

Pakistan from period 1973 to 2014. Study utilized GDP per capita, government current 

expenditure, government development expenditure, tax to GDP and fixed capital 

formation variables. ADF-test and PP- test were applied which showed I(0) and I(1) 

integration order. The study used ARDL methods for estimates. The study found positive 
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impact of capital formation, tax to GDP and development expenditure whereas negative 

effect of current expenditure by government on growth in Pakistan. 

 

3. DATA AND METHODOLOGY 

On the basis of conventional growth literature, the study specifies a growth equation 

presented by Solow (1956, 1957) and augmented by Barro et al. (1995), and Barro (2001, 

2013), in which three inputs, namely physical capital, human capital, and a non-

reproducible factor, that is, raw labor, jointly produce aggregate output. The mathematical 

form of aggregate production function can be written as follows:  

𝑄 = 𝐹(𝐾, 𝐿; 𝑡)-----------------------------------------------------------(1) 

Where Q represents the aggregate output, K and L represent capital and labor inputs (in 

‘physical’ units), respectively, and the t variable for time. F appears to allow technical 

change. Basically, the term ‘technical change’ is used to represent any kind of variation in 

the production function. 

The Solow model highlights four variables, namely, output (Q), capital(K), labor (L), and 

‘knowledge ’which is also called ‘effectiveness of labor’ (A), and t denotes time. The 

economy produces output with a combination of certain amounts of labor, capital, and 

knowledge. Thus, the production function takes the form as follows: 

𝑄 = 𝐴(𝑡)𝐹(𝐾, 𝐿)-----------------------------------------------------------(2) 

The existing literature shows that researchers use domestic credit to private sector to GDP, 

financial system deposit to GDP and public spending as inputs in the production function. 

For example, Apergis et al. (2007), Rachdi and Mbarek (2011),  Mhadhbi (2014), Badri 

and Sheshgelani (2016), Hussain et al. (2017) and Rani and Kumar (2018). Two models 

are estimated for empirical results using two proxies of financial intermediaries i.e. 

domestic credit to private sector to GDP and financial system deposits to GDP.  Thus, the 

following multivariate regression models are given which based on Equation (2), where 

output is expressed as a function of domestic credit to private sector to GDP, Government 

Expenditures and population growth rate in first model whereas financial system deposit 

to GDP, Government Expenditures and population growth rate in second model.  

𝐿𝑁𝐺𝐷𝑃𝑃𝐶𝑖𝑡 = 𝛼0 + 𝛽1𝐿𝑁𝐷𝐶𝑃𝑆𝑖𝑡 + 𝛽2𝐿𝑁𝐺𝐸𝑖𝑡 + 𝛽3𝐿𝑁𝑃𝑂𝑃𝑖𝑡 + 𝜀𝑖𝑡                          

(3) 

𝐿𝑁𝐺𝐷𝑃𝑃𝐶𝑖𝑡 = 𝛼0 + 𝛽1𝐿𝑁𝐹𝑆𝐷𝑖𝑡 + 𝛽2𝐿𝑁𝐺𝐸𝑖𝑡 + 𝛽3𝐿𝑁𝑃𝑂𝑃𝑖𝑡 + 𝜀𝑖𝑡                             

(4) 

In Equation (3) and (4), all the variables in the model are in log form. So, the term 𝛼0refers 

to the intercept, whereas, 𝛽𝑖′𝑠 (i=1, …3) represent the coefficients to be estimated, and t 

denotes the time period t=1,2,…,T (T=25years in this case). LNGDPPC is GDP per capita, 

LNDCPS is domestic credit to private sector, LNFSD is financial system deposit, LNGE 

is government expenditures, LNPOP is population rate and 𝜀𝑖𝑡 is white noise disturbance 

term.  
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3.1. Econometric Strategy 

a. Panel Unit Root Tests 

Distinguished applied researchers like Choi (2001); Hadri (2000); Harris and Tzavalis 

(1999); Im, Pesaran, and Shin (2003); Levin, Lin, and Chu (2002); Maddala and Wu 

(1999) are much worried about non-stationarity and spurious regressions in macro panels 

with large number of entities. They considered unit root tests imperative in panel studies 

to address spurious regressions. Varieties of tests are in hand to check stationarity in panel 

datasets. 

There are two types of panel unit root tests i.e common unit root process and individual 

unit root process across cross sections. Levin, Lin, and Chu (2002), Hadri (2000) and 

Harris and Tzavalis (1999)all assume common unit root process across cross sections 

whereas Im, Pesaran, and Shin (2003), ADF-Fisher tests and PP-Fisher tests assume 

individual unit root process.  

These tests depend on autoregressive process which consider an AR (1) process that may 

be written as follows for panel data: 

𝑦𝑖𝑡 = 𝛼𝑖 + 𝑦𝑖,𝑡−1 + 𝜀𝑖𝑡                                                                                                          (4)  

Where i = 1, 2, 3, 4--------------N,   t = 1, 2, 3, 4--------Ti ,  𝛼𝑖 are autoregressive coefficients. 

𝜀𝑖𝑡is error term. If |𝛼𝑖|= 1 then yi is not stationary or it has a unit root. While if  |𝛼𝑖| < 1 

then yi is said a stationary series. 

A non-stationary series is also termed as a series having unit root. When a series is non-

stationary and its first difference is taken, it becomes stationary and that is called stationary 

at first difference i.e.  I(1).  

In the above AR (1) process, one can include exogenous variable (Xit) and individual fixed 

effect (constant term) or individual constants and trends. This study used two unit root 

tests namely Levin et al. (2002) and Im et al. (IPS; 2003) that assume common and 

individual unit root process respectively. Both panel unit tests are based on the null of a 

unit root opposite to the stationarity alternative of the series. 

 

b. Panel Cointegration Tests 

To test whether the variables are co-integrated, this study implements three widely used 

panel cointegration tests, namely Pedroni cointegration tests, Maddala and Wu (1999) 

cointegration test and Kao (1999) cointegration test. Pedroni introduced a cointegration 

test for panel data which was based on Eangle and Granger (1987) two step procedures. 

Pedroni performs seven tests; four tests are panel based which are called within-dimension 

and three tests are grouped based which are called between-dimension.  

Maddala and Wu (1999) developed a cointegration test for panel data based on the Fisher 

approach, where cointegration is tested individually for each time series and p-values of 

test statistic are combined. That’s why; this test is also known as Johansen combined test 
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for panel cointegration. Maddala and Wu (1999) proposed two tests namely trace and 

maximum eigen value test, these tests also confirm cointegrating vectors. 

Kao (1999) proposed 5 tests statistics to test for null hypothesis of no panel cointegration. 

Four of them based on following Dickey Fuller sepecification, while remaining one test 

statistics is based on Augmented Dickey Fuller (ADF) specification. 

 

i. Panel FMOLS, DOLS and ARDL Estimators 

FMOLS technique, developed by Pedroni (1999) is applied for long run estimates. The 

FMOLS is considered one of the advanced methods for long run results in the panel data 

analysis. FMOLS estimators provide consistent estimates of parameters, if sample is 

relatively small. Moreover, they also control endogeneity and serial correlation.  

Panel DOLS approach developed by Saikkonen (1992) and Stock and Watson (1993) to 

estimate the long-run linkage, assuming that the variables are cointegrated. It is an 

asymptotically decisive method that removes feedback in the co-integrating system by 

expanding the co-integrating regression with regressor lags and leads.  

The PMG estimator proposed by Pesaran and Shin (1999) and Pesaran et al. (1999,2001) 

is used to check the robustness of the estimates. The ARDL model (PMG estimator), 

provides reliable coefficients despite the potential presence of endogeneity, because it 

contains response lags and explanatory variables (Pesaran et al. 1999). ARDL approach is 

applicable irrespective of whether the regressors are purely I (0), purely I (1) or mutually 

cointegrated. 

Due to data availability, the study selects 5 countries of SAARC i.e. Sri Lanka, Pakistan, 

Nepal, India and Bangladesh for research from period 1994 to 2018. A panel data approach 

(balanced) is used in analysis. The data is taken from World development indicators 

(WDI), Economy watch, Economic Surveys of concerned countries, International 

financial statistics (IFS) and Statistical bulletins of SAARC countries. 

 

4. FINDINGS OF THE STUDY 

This study employs the LLC and IPS panel unit root tests for the selected variables at level 

and first difference, and the results are presented in Table 1. Table 1 shows that all the 

variables of the study are nonstationary at level and stationary at first difference, with 

constant and constant and trend. However, all the series are integrated at first difference 

I(1) for the purpose of further empirical investigation. 

Table 1:Panel Unit Root Tests 

 Level 1st difference 

Tests  Variables  Constant Constant+Trend Constant Constant+Trend 

 

Levine 

Lin & 

LNGDPPC 1.85 

(0.968) 

0.12 

(0.539) 

-3.52 

(0.000) 

-4.70 

(0.000) 

LNDCPS -0.39 -3.94 -12.69 -5.59 
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Chu 

(LLC) 

(0.352) (1.000) (0.000) (0.000) 

LNFSD 

 

-1.19 

(0.125) 

-0.73 

(0.766) 

-5.56 

(0.000) 

-5.69 

(0.000) 

 

LNGE 2.77 

(0.997) 

0.63 

(0.735) 

-6.99 

(0.000) 

-6.53 

(0.000) 

LNPOP -0.64 

(0.272) 

0.28 

(0.612) 

-4.89 

(0.000) 

-6.44 

(0.000) 

Im, 

Pesaran 

and Shin 

(IPS) 

LNGDPPC 4.36 

(1.000) 

0.69 

(0.758) 

-2.82 

(0.000) 

-2.68 

(0.000) 

LNDCPS -1.08 0.61 -7.27 -7.58 

 (0.152) (0.725) (0.000) (0.000) 

LNFSD 0.86 

(0.795) 

0.86 

(0.805) 

-5.58 

(0.000) 

-4.06 

(0.000) 

LNGE 4.97 

(1.000) 

1.88 

(0.970) 

-6.27 

(0.000) 

-5.42 

(0.000) 

LNPOP 2.30 

(0.986) 

-1.35 

(0.096) 

-3.48 

(0.000) 

-7.16 

(0.000) 

Note: values in parenthesis are P-values: small P-values (p<0.05) indicate stationarity. 

 

The Pedroni, Maddala and Wu (Johansen Fisher panel cointegration) and Kao 

cointegration tests are performed to check the existence of cointegration between the 

variables. Cointegration analyses are done for the constant and constant and trend models. 

A summary of the results of the Pedroni cointegration test analyses is given in Table 2. 

The results given in Table 2 are within and between the dimensions of panel cointegration 

test statistics for each panel data set. Four out of seven panel cointegration tests reject the 

null hypothesis of no cointegration at the 1%, 5% 10 % significance levels for the panel, 

thereby suggesting that a long-run equilibrium link exists between the variables.  

 

Table 2. Pedroni Cointegration Test 

 Panel statistic (Within-Dimension) Group statistic 

(between-dimension) Tests Statistic (prob) Weighted statistic 

(prob) 

v-Statistic  0.994 (0.160)  0.617 (0.268) ----------------------- 

rho-Statistic -1.567*** 

(0.058) -0.558 (0.288)  0.018 (0.507) 

PP-Statistic -6.032* (0.000) -3.409* (0.003) -4.108* (0.000) 

ADF-Statistic -0.250 (0.401) -2.621* (0.004) -3.106* (0.000) 
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Note: All statistics are from Pedroni’s procedure (1999) which is the adjusted values can 

be compared to the N(0,1) distribution. Asterisks a, and b shows rejection of the null 

hypothesis of no-cointegration at 1%, and 10% level of significance respectively. 

Automatic lag length selection based on SIC with a max lag of 4, Newey-West fixed 

bandwidth and Bartlett kernel. Trend assumption: Deterministic intercept and trend 

(Constant and Trend). 

 

Likewise, Maddala and Wu (Johansen Fisher approach) and Kao cointegration tests are 

given in Table 3. Table 3 shows three cointegrated equations, thereby vindicating the 

existence of a long-run cointegration link between the set of variables in the model. 

Similarly, Kao-test rejects the premise of no cointegration and its statistical value (-3.212) 

indicates the existence of long run relations. 

 

Table 3.Maddala and Wu and Kao Cointegration Tests 

Maddala and Wu co-integration test 

Hypothesis 

 

Fisher Trace 

Statistics 

 

Fisher Max Eigen Value 

Statistics 

 

None  128.50* (0.000)  104.6* (0.000) 

At most 1  44.95* (0.000)    30.45*(0.000) 

At most 2  22.45**(0.013)      17.01***(0.074) 

At most 3  13.29 (0.208)  13.29(0.208) 

Kao Co-Integration Test 

Kao test      t-stat (prob) 

     -3.212* (0.000) 

*, **, *** indicate that the null hypothesis is rejected at 1, 5 and 10 percent respectively. 

Notes: probabilities are computed using the asymptotic Chi-square distribution (Maddala 

and Wu) and t-Statistic (Kao test); p-values are shown immediately to the right of the 

relevant test statistic. 

 

On the basis of the nature of the data and the results of the unit root tests in Table 1, this 

study implements the PMG (Panel ARDL), FMOLS and DOLS methods for long run 

estimates. The empirical result of the long run estimators Table 4 reveals that all the tested 

regressors have significant impacts on the economic growth of the 5 selected SAARC 

countries. Moreover, nearly all the explanatory variables are individually statistically 

significant, thereby verifying and indicating that the estimated models are technically and 

statistically desirable. All the explanatory variables carry the expected coefficient signs. 
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Table 4. FMOLS, DOLS and Panel ARDL Estimates (Model-1) 

 FMOLS DOLS ARDL  

Variables Coefficient p-

values 

Coefficient p-

values 

Coefficient p-

values 

LNDCPS 0.2182** 

(0.0966) 

0.0258 0.1637* 

(0.0601) 

0.0078 0.4601* 

(0.1734) 

0.0112 

LNGE 0.2886* 

(0.0172) 

0.0000 0.7078* 

(0.0570) 

0.0000 0.2555* 

(0.0840) 

0.0000 

LNPOP -0.4387* 

(0.0592) 

0.0000 -0.0812* 

(0.0276) 

0.0042 -0.4462* 

(0.0840) 

0.0000 

 R2 =0.89 R2 =0.99 

 

 

Note. Model selection method is Akaike info criterion (AIC) and selected model is ARDL 

(1, 1, 1, 1) withmaximum dependent lags 4 (Automatic selection).  For FMOLS and 

DOLS, “*, **, ***” indicates estimated coefficients are significant at 1%, 5% and 10 % 

level, respectively. Standard errors are in parenthesis (). Dependent variable is LNGDPPC. 

Long-run covariance estimates (Bartlett kernel, Newey-West fixed bandwidth). 

 

Under ARDL approach, the result shows that an increase in domestic credit to private 

sector by 1% point stimulate GDP per capita by the 0.26 percent. A possible clarification 

is that private investment projects which allocate this credit efficiently have potential to 

enhance economic activities and hence economic growth. Moreover, this discovery may 

be due to the possibility that credit to private sector is important for private sector 

development and for consumer financing which increases aggregate demand hence 

economic growth.  The results are reliable with Jun (2012); Rani & Kumar, 2018; 

Sotiropoulou et al. (2019); Uddin, Sjö, and Shahbaz (2013). 

Similarly, one percent increase in government expenditures lead to 0.26 percent 

enhancement in GDP per capita. The effectiveness of fiscal policy for achieving 

macroeconomic goals is major concern of the countries. Government expenditure is one 

of the prime tools of fiscal policy which shows important role in achieving the goals of 

growth and stability in the economy in many developing countries. When there is rise in 

government expenses, it results in creation of jobs, provision of better infrastructure and 

improvement in services by government in the economy. Purchasing power of people is 

increased which leads to increase in aggregate demand and ultimate expansion in output 

in the economy. So, there exists optimistic impact of public expenditure on economic 

growth (Barguellil et al. (2013), Rachdi and Mbarek (2011)). Population role is negative 

and it shows that one percent positive change in population results in almost -0.45 percent 

reduction in GDP per capita during the study periods in SAARC countries. 
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The empirical results of both estimators (FMOLS and DOLS) are reported in Table 4, 

which shows that the panel FMOLS and DOLS estimation has significant explanatory 

power based on R2 values, which are 0.89 (FMOLS) and 0.99 (DOLS). This finding means 

that the R2 explains approximately 98% of the variation of the included explanatory 

variables, namely domestic credit to private sector, public expenditures and population 

rate in the response variable (economic growth measured by GDP per capita). All the 

explanatory variables carry the expected coefficient signs. The empirical results in Tables 

4 likewise reveal that all the tested regressors have significant impacts on economic 

growth. Moreover, all the regressors are statistically significant individually, thereby 

indicating that the estimated models are technically and statistically acceptable. The 

empirical results of the FMOLS and DOLS indicate that domestic credit to private sector 

has a positive impact on economic growth and statistically significant at 1% level of 

significance. The results of the relationship between public expenses and economic growth 

are significantly positive at the 1% level of significance, while population rate has a 

negative relationship with economic growth and statistically significant at the 5% level of 

significance. Overall, the positive and statistically significant results of the impact of 

domestic credit to private sector and public expenses on economic growth agree with 

theoretical expectations and strongly support the empirical results of prior studies. The 

results are in sequence with Rani & Kumar, 2018, Jun (2012),  Sotiropoulou et al. (2019), 

Kimaro et al. (2017), Barguellil et al. (2013) and Rachdi and Mbarek (2011).  

 

Table 5. FMOLS, DOLS and Panel ARDL Estimates (Model-2) 

 FMOLS DOLS ARDL  

Variables Coefficient p-

values 

Coefficient p-

values 

Coefficient p-

values 

LNFSD 0.2149* 

(0.0893) 

0.0177 0.1810*** 

(0.0932) 

0.0562 0.4809*** 

(0.2883) 

0.0991 

LNGE 0.8763* 

(0.0379) 

0.0000 0.6201* 

(0.0402) 

0.0000 0.2400* 

(0.0528) 

0.0000 

LNPOP -0.7598* 

(0.0429) 

0.0000 -0.7686** 

(0.3825) 

0.0485 -0.3711* 

(0.1221) 

0.0032 

 R2 =0.77 R2 =0.99 

 

 

Note. Model selection method is Akaike info criterion (AIC) and selected model is ARDL 

(1, 1, 1, 1) withmaximum dependent lags 4 (Automatic selection).  For FMOLS and 

DOLS, “*, ** and ***” indicates estimated coefficients are significant at 1%, 5% and 10 

% level, respectively. Standard errors are in parenthesis (). Dependent variable is 

LNGDPPC. Long-run covariance estimates (Bartlett kernel, Newey-West fixed 

bandwidth). 
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Table 5 shows long run results of second model in which financial system deposit 

(LNFSD), government expenditure and population growth rate are used as study variables. 

Under ARDL approach, the result shows that an increase in financial system deposit by 

1% point stimulates GDP per capita by the 0.49 percent. A possible explanation is that, 

improvement in financial system deposit means that people of the country trust on 

financial deposit institutions and they put their savings into these institutions. Moreover, 

a strong financial system deposit (LNFSD) represents more reserves of financial 

institutions/system which shows more availability of loan lending facility for private 

sector/ investor which results in higher production/output in the economy. The results are 

in sequence with Apergis et al. (2007), Asghar and Hussain (2014) and Khadraoui and 

Smida (2012). Similarly, government expenditure(LNGE) shows encouraging impact 

while population shows depressing impact on economic output. Population role is negative 

and it shows that one percent positive change in population results in almost -0.37 percent 

reduction in GDP per capita during the study periods in SAARC countries. The results are 

in rank with Apergis et al. (2007) and Olurankinse and Alimi (2014). 

The empirical results of both estimators (FMOLS and DOLS) are reported in Table 5, 

which shows that the panel FMOLS and DOLS estimation has significant explanatory 

power based on R2 values, which are 0.77 (FMOLS) and 0.99 (DOLS). This finding means 

that the R2 explains approximately 98% of the variation of the included explanatory 

variables, namely financial system deposit, public expenditures and population rate in the 

response variable (economic growth measured by GDP per capita). All the explanatory 

variables carry the expected coefficient signs. The empirical results in Tables 5 likewise 

reveal that all the tested regressors have significant impacts on economic growth. 

Moreover, all the regressors are statistically significant individually, thereby indicating 

that the estimated models are technically and statistically acceptable. The empirical results 

of the FMOLS and DOLS indicate that financial system deposit has a positive impact on 

economic growth and statistically significant at 1%  and 10 % level of significance, 

respectively. The results of the relationship between public expenses and economic growth 

are significantly positive at the 1% level of significance, while population rate has a 

negative relationship with economic growth and statistically significant at the 5% level of 

significance. Overall, the positive and statistically significant results of the impact of 

financial system deposit and public expenses on economic growth agree with theoretical 

expectations and strongly support the empirical results of prior studies. The results are in 

sequence with Apergis et al. (2007), Asghar and Hussain (2014) and Khadraoui and Smida 

(2012). 
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5. CONCLUSION AND POLICY OPTIONS 

On the basis of above results, domestic credit has a positive significant affiliation with 

economic growth in selected 5-SAARC countries. Providing more credit to private sector 

means more opportunities for private investors to invest in the economy. More investment 

means enhancement in employment in the society which results in higher purchasing 

power that ultimately leads to more demands of goods and services and gives rise to more 

economic growth/output. 

The construction and use of leading indicators for financial sector to embrace economic 

growth appeared as an exciting and challenging assignment in the selected SAARC 

countries. It demands the establishment of neutral and authoritative bodies by the 

governments of these countries to launch special research programs. The forecasts 

determined by these bodies should be recommended to be publicly announced as key 

elements in the formulation of macroeconomic policies.  

Consequently the central banks and other financial institutions like commercial banks 

should work together to facilitate the allocation of loan facilities for effective investment 

and employment generating activities. Loan allocation should be in employment 

generating projects rather than in non-productive projects.  The combined efforts of the 

governments of the selected 5-SAARC countries are recommended for valuable use of 

public spending in their countries. Government expenditure should be used for productive 

projects rather than non productive projects. Governments of the concerned SAARC 

countries should adopt strategies that may lead to corruption free projects. Government 

should increase infrastructure development expenditure that have dual effect i.e. it may 

provide facilities like road, electricity etc to the public and on the other side it may provide 

employment opportunities to the public. 
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