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 A B S T R A C T  
 

Fiscal policy has strong distributional effects as alteration in tax rates and spending decisions 

cause different sectors of economy to respond differently. Correct information about this reaction 

and understanding transmission mechanism is essential to create policies that can have 

development and growth effects. The study analyzed impact of fiscal policy on disaggregated data 

of Pakistan in a SVAR setting. The analysis reveals an uneven distribution of fiscal policy shocks 

across different sectors of Pakistan with varying degree of responsiveness. There is heterogeneity 

in response of different sectors as well as components of aggregate demand in Pakistan to fiscal 

policy shocks as revealed in impulse response functions. It is results reveal that tax revenue 

shock generated higher response in different sectors than the government expenditure shock 

conforming to theoretical expectation that tax changes impact the agents faster than the 

expenditure decisions. This regressive behavior in Pakistan seems mostly due to higher spending 

on debt servicing and maintaining a large public sector with huge spending on pensions and 

social security networks.  

Key Words: E62 Fiscal Policy; H3 Fiscal Policy and Behavior of Economic Agents; H5 National 

Government Expenditure and Related Policies. 

1.  INTRODUCTION 
 

Public policy can have effects on economic activity of the economy through 

demand side instruments (Dweck et al., 2019). Government policies are used to remove 

fluctuations from business cycle to attain welfare of the society, but outcomes of fiscal 

initiatives can reconfigure aggregate demand and its components along with the 

expectations of the agents (Bongers & Díaz-Roldán, 2019). These policy initiatives bring 

about changes that persist in short and long run by influencing returns of factors of 

production including human capital. Fiscal policy can affect research and development 
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investments as well as rate of savings and investment along with labor force participation 

(Kim & Nguyen, 2020: Curtis et al., 2020: Saiz-Alvarez & Calleja-Leal, 2020). 

Therefore, fiscal policy impact assessment in terms of expenditures, taxes, and decisions 

about maintaining deficit is important to assess policy effectiveness and its response to 

different shocks in Pakistan mainly due to persistently dismal economic performance 

(Munir & Riaz, 2019).  

Advocating Keynesian perspective to use fiscal policy to stabilize economy has 

been subject to debate over the course of history (Munir & Riaz, 2019). Keynesianism 

was severely criticized in the 1980s to present practical steps to handle oil price shock 

that caused huge deficit and debt in developing economies especially the US (Ahmed, 

2018: Buggeln et al., 2017). But the global financial crisis of the late 2000s brought back 

the Keynesian perspective advocating active government role to stabilize economy as it 

seemed almost imperative for markets to return to equilibrium through government 

intervention to avert market failure (Stockhammer, 2016:Clift, 2019). Demand 

management policies through altering rates of taxation and/or public spending affected 

the course of economic recovery with short and long run impacts (Slemrod & Bakija, 

2017). 

Generally  disposable income and spending on one side and interest rates, 

investments and budget deficit on the other are affected by the changes in tax rates 

(Makin, 2018). The neo-classical theory advocates expansionary fiscal policy in terms of 

higher public spending or tax cuts but at the same time causes inflationary pressure on 

interest and crowds private investment (Anyanwu, et al., 2018: Nwachukwu et al, 2019:). 

Such fiscal initiatives can actually end up causing deflation if the loss in private sector 

output large and outweighs anticipated expansionary effect (Arellano et al., 2019). The 

expectation of increased tax and interest rates because of creating fiscal deficit causes fall 

in current consumption and higher supply of labor eventually reducing the real wages 

(Driessen & Gravelle, 2019: Katagiri et al., 2019). But the proponents of new Keynesian 

school advocate the presence of sticky prices along with excess capacity and argue that 

higher public spending increases aggregate demand which is then reflected in matching 

supply thus generating positive vibes through multiplier effect especially in the short run 
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(Chodorow-Reich, 2019). The higher fiscal deficits are a signal for higher future taxes 

but their justification comes in the logic of attainment of better future living standards 

and income generation capabilities of the society. But there is divided opinion about 

effectiveness of public spending in comparison with managing tax rates and transfers 

where the later is found to be more effective (Blinder, 1981). But countercyclical fiscal 

policy in times of low interest rates and time bound initiatives are more effective to 

generate stabilizing effects of fiscal policy as in Blanchard (2003) and (Charlton, 2019). 

 The average economic performance of Pakistan since 1980 has been consistent 

as it maintained 5% growth rate of GDP on average but at the same time average inflation 

over the same time has been about 8% and current account balance of -2.32% of the GDP 

on average. Every policy maker announces to achieve high growth rate with manageable 

inflation and fiscal deficit but so far it has proven to be a challenge for every subsequent 

government in Pakistan. The World Bank (WB) and the International Monetary Fund 

(IMF) have influenced governments in Pakistan to attain fiscal discipline by rationalizing 

tax rates, expenditures, size of public sector, and governance (Muhula, 2019). There are 

numerous factors that have caused the persistence of policies in Pakistan even though 

governments tried to initiate important infrastructure related investments with the help of 

donors. More dominant of such factors are: excessive borrowing from external and 

internal sources especially to finance war on terror, declining foreign direct investment, 

and inability to improve terms of trade (Asian Development Bank, 2002). Problems like 

these and other associated with them are the source of permanent and transitory shocks 

continuously affecting macro economy of Pakistan. Presence of these sources of shocks 

present a challenge for policy making institutions to create response and plans to offset 

the impact of such shocks. Economies respond differently to money and non-money 

means of fiscal deficit management but it is generally left to the policy maker to make the 

best possible mix to generate desirable outcomes in short as well as long run (Daniel, 

2006). In Pakistan it is the money financed fiscal deficit management mainly due to very 

low tax propensity and narrow direct tax base (Ahmed, 2020). It has caused the economy 

of Pakistan to consume resources in managing twin deficit as continuous borrowing by 

the public sector has put upward pressure on interest rates thus suppressing private 
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investments (Chaudhry, 2018). The expansion in tax base can actually supplement the 

overall economic performance by easing out the borrowing spree of the subsequent 

governments but the fear of losing political popularity has prevented the policy makers 

from making serious efforts even after the 18th constitutional amendment. The 

continuous increase in debt to GDP ratio and current account deficit are a massive 

opportunity cost for overall society to attain higher real growth and wage rates along with 

improvements in indicators of welfare and development.  

Objectives of the Study 

The study intends to determine the impact of shocks of government expenditures 

and taxes on components of aggregate demand in the economy i.e. private consumption, 

net exports, and private capital formation.  

2. LITERATURE REVIEW 
 

According to Dedola and Lippi (2005) and later Perotti (2007) stressed to 

understand the transmission mechanism of fiscal policy in order to achieve anticipated 

outcomes that can bring about changes in consumption, labour demand, exchange rates, 

corporate profits, interest rates, labour supply and private investment. But at the same 

time there are some factors that try to influence the policy interventions especially in the 

form of interest groups and political investors (Zaidi, 2010). In recent years government 

of Pakistan has tried to broaden tax base by including more items in sales tax regime and 

removing concessions on imported items like tea and edible oil resulting in increasing tax 

revenues (Economic Survey of Pakistan, 2019). Tax rate changes bring changes in 

consumption behavior of tax payers as Friedman’s permanent income hypothesis holds 

that when house hold reduces consumption for maintaining permanent income whenever 

current income falls below average income (Friedman, 1977). In the US a small change 

in output elasticity of public expenditure induces a rise in private consumption and 

investments leading to enhanced exports and thrust in growth of the economy 

(Linnemann and Schabert, 2006). But Chen, Luan and Huang (2014) studies for China 

that public spending on education and culture causes increase in private consumption 

while spending on construction projects and public sector decreases it. Similarly, Davis 
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and Henrekson (2005) found that corporate tax decisions affect formal as well as 

informal sectors by affecting planning about resources utilization and allocation. This 

also makes the private agents to revise expected profits and investment decisions for 

future project due to marginal tax rates (Hall and Jorgenson, 1967). The situation 

becomes further challenging for credit constrained firms as the risk of loss of future 

productivity increase due to increase in marginal and average tax rates (Devereux and 

Griffith, 2003).  

3. RESEARCH METHODOLOGY 
 

Study used SVAR to assess the impact of fiscal policy shocks and their 

understand transmission mechanism for different sectors of the economy. The order of 

variables entering the SVAR is: [tax revenue, government expenditure, aggregate output, 

and components of aggregate output].  SVAR can be given as: 

(1.1)      

Where , and 

(1.2)  

The standard VAR can be written in VMA form as:  

(1.3)       

By replacing reduced form errors with structural errors (as ) we get: 

(1.4)      

Finally, impulse response functions can be traced as: 
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(1.5)     

Similarly, the study assessed variance decomposition of each production sector 

of the economy as:   

(1.6)     

 

The output of a specific sector is presumed to be exogenous to changes in the 

system if  do not explain error forecast variance that is: 

 













02

2

,

t

nsi





, 













02

2

,

gt

nsi





, 













02

2

,

yt

nsi





. 

Blanchard and Perotti (2002) used event study approach to identify the system 

and get the structural and reduced form shocks. Although annually there is only one 

incidence of budget presentation but in practice fiscal authorities continue to make 

revised plans due to unforeseen events. The identification of the system was achieved as:  

(1.7)       

Where  and   represent reduced form and structural errors respectively for 

a specific sector. The reduced form shocks  and  are generated due to onetime rise 

in taxes or expenditures by a standard deviation happening once a year. There can be two 

explanations for setting off the fiscal shocks: first, imperfect foresight and decisions 

made accordingly by the agents, and; second, alterations in various spending by fiscal 

authorities enjoying discretion in this regard. The study identified model by considering 
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first cause whereas second cause is the consequence of influence exerted by different 

interest groups to channelize public spending in their favor (Zaidi, 2010). The shocks so 

generated were used in order to generate impulse response functions for different sectors 

of the economy. The cyclically adjusted reduced form shocks for policy variables i.e. tax 

and government expenditures are formulated as: 

(1.8)        

(1.9)        

The coefficients and  describe impact of aggregate output on tax revenue 

and governing expenditure under the current rules and adjustment made due to discretion 

enjoyed by the policy maker in order to make up for impact of any unforeseen event. The 

coefficients  and  represent impact of tax and expenditure shocks on components of 

aggregate output. All the variables entered the system in stationary form and study used 

GMM to estimate all the coefficients. 

4. RESULTS AND ANALYSIS 
 

The study traced the effect fiscal policy shocks on components of aggregate 

demand i.e. private consumption, capital formation and net exports.  

4.1. Private Consumption 

Tax shocks affect not only the demand side but also the supply side when 

changes occur in prices of commodities, wage rates, consumption expenditure and overall 

resources allocation (Geerolf & Grjebine, 2018). It is generally believed that a positive 

tax shock will cause fall in household consumption expenditure but its responsiveness 

largely depends on type of taxes imposed and the way individual plan their consumption 

(Steindel, 2001). At the same time the analysis must also consider the impact of tax 

structure and reforms introduced by the policy makers. Taxes on certain durables do not 

immediately modify the consumption pattern of the household, and same is true for 

products used in manufacturing activities and commercial communication technologies 

for commuting and information technology.  
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Panel (a) 
Panel (b) 

  

Panel (c) 
   Panel (d) 

 

  

Figure 1. Response of Private Consumption to 

Structural Shocks 

 

 

Government of Pakistan has struggled to increase the tax base as out of 200 

million less than 10 million are direct payers forcing the policy makers to rely heavily on 

indirect taxes to make up for revenue shortfall. In recent years government of Pakistan 

has tried to broaden tax base by including more items in sales tax regime and removing 

concessions on imported items like tea and edible oil resulting in increasing tax revenues 

in 2015-16 (Economic Survey of Pakistan, 2016). Government of Pakistan changed and 

revised tax slabs causing bracket creep causing a surge from tax payers to exploit the 

shortcomings of tax structure. Rate of general sales tax was 15.78% in 2006 and 
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increased steadily to 17% in 2014 and remained same to date. Government of Pakistan 

has increased the tax revenue and expenditure over past few years amassing a large 

amount of internal and external debt. The use of such measures keeps the voters unaware 

of such revenue and expenditure regimes causing fiscal illusion and low level of 

accountability of policy makers. This hidden tax burden is the reason for a continuous 

decline of household expenditures and real wages in general. This behavior is in line with 

Friedman’s permanent income hypothesis when house hold reduces consumption for 

maintaining permanent income whenever current income falls below average income 

(Friedman, 1977). 

Response of private consumption to tax revenue shock remains positive for four 

years after which starts to decline in the long run. But on the other hand private 

consumption is suppressed due to government expenditure shock that converges to 

equilibrium in third year after which remains stable. Response of private consumption to 

aggregate output shock is positive upon impact but continues to decline for four years, 

after which starts to recover to equilibrium. But on the other hand own shock produces a 

positive response that lasts for three years after which remains stable. The analysis of 

variance decomposition reveals that most part of variability of private consumption is 

explained by tax and government expenditure shocks, but the impact of aggregate output 

shock only starts to become stronger over the long run. 

Linnemann and Schabert (2006) showed that for the US economy a small change 

in output elasticity of public expenditure induces a rise in private consumption and 

investments leading to enhanced exports and thrust in growth of the economy. But for 

China it is public spending on education and culture that causes increase in private 

consumption while spending on construction projects and public sector decreases it 

(Chen, Luan and Huang, 2014). The finding of the study comply with these earlier 

findings and it can inferred that in Pakistan the huge expenses on maintaining public 

sector and infrastructural investments are causing pressure on private consumption 

expenditure.   

Pakistan has high marginal propensity to consume like other developing 

countries and it has consumption-led growth pattern. This is evident in high private and 
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public consumption expenditures of about 78.98% and 10.68% of GDP in 2017 

(Economic Survey of Pakistan, 2017). Frail response of private consumption to 

government expenditure shocks in Pakistan is mainly due to high debt-GDP ratio that 

crowds out productive investment and making household credit constrained. This is 

aggravated because of low productivity, trade deficit and regressive rate of economic 

growth. Ricardian equivalence asserts that the impact of public expenditure is same 

whether it is funded through taxes or borrowing. But in the New-Keynesian framework 

the positive response in private consumption due to public spending shock can only 

happen if monetary policy is accommodative to fiscal policy initiatives (Linnemann & 

Schabert, 2006). Therefore, it can be inferred from the results of the study that in Pakistan 

the policy coordination is necessary to have desired outcomes of public policy for 

managing recessions and decreased economic activity in general.  

4.2. Private Investment & Capital Formation 

The impact of fiscal policy alterations manifest in multiple ways that have strong 

bearing on decisions of firms regarding productivity and expansion of future of 

investments. The corporate tax decisions affect formal as well as informal sectors 

especially when it comes to planning resources utilization and allocation (Davis & 

Henrekson, 2005). This also makes the private agents to revise expected profits and 

investment decisions for future project due to marginal tax rates (Hall & Jorgenson, 

1967). The situation becomes further challenging for credit constrained firms as the risk 

of loss of future productivity increase due to increase in marginal and average tax rates 

(Devereux & Griffith, 2003). 

The study traces a positive response of private investment and capital formation 

due to tax revenue, government expenditure, aggregate output own shocks upon impact 

that remains volatile over the entire forecast horizon. The response of private investment 

and capital formation to these shocks is although volatile but remains positive for most 

part of forecast horizon. The analysis of variance decomposition shows that tax revenue 

and government expenditure shocks explain most of the variability in private investment 

and capital formation, but the impact of aggregate output shock starts to get stronger only 

in the long run. The study further found that reverse causality exists between private 
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investment and capital formation and aggregate output. But Granger causality test reveals 

unidirectional causality from tax revenue, government expenditures and aggregate output 

to private investment and capital formation. The results of Co-integration analysis reveal 

a stable long run relationship of private investment and capital formation with other 

variables in the system, confirming to general economic wisdom.            

Panel (a) Panel (b) 

  

Panel (c) Panel (d) 

 

 

Figure 2. Response of Private Capital Formation to Structural Shocks 

Although policy makers and businesses use information of effective tax rate to 

assess tax burden to forecast investment returns but added information of related taxes 

(e.g. property taxes, licensing taxes, wealth and capital gains taxes, asset and capital 

taxes, the value-added tax, the sales tax etc.) business and consumption  is also needed 
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for correct business forecasting (King and Fullerton, 1984). Policy makers are trying to 

maintain a tax regime that does not have regressive effect on corporate growth by 

maintaining a flat 35% tax on corporate income and comparatively lower taxes on 

dividends and capital gains (Paying Taxes 2014: The Global Perspective, 2014).   

4.3. Net Exports 

The literature about assessing impact of domestic tax policies and international 

trade performance of Pakistan is very scarce. This is especially important in the regime of 

trade liberalization and formation of new trade blocks and routes. The back lash of trade 

liberalization is that if the domestic tax structure is not conducive for corporate growth, it 

has become very easy to move the regions with more producer friendly tax regimes. 

Pakistan is already bearing the impacts of war on terrorism and does not present a viable 

place for foreign direct investment. Even the investments of the overseas nationals are not 

very encouraging in number and amount. This aggravates the external account balance as 

the deficit has reached as high as $ 2.12 billion (Economic Survey of Pakistan, 2017). 

This situation forces government to borrow from either supra national institutions or 

governments to maintain a reasonable foreign exchange reserves for meeting domestic 

needs.  

Tax revenue, government expenditure, aggregate output and own shocks generate 

a stable response in net exports that is volatile around equilibrium and starts to become 

unstable only over the long run. The analysis of variance decomposition shows that all 

the variables in the system explain the variability in net exports consistently.  

The behavior of net exports to the fiscal policy measures show a consistent 

response indicating a well-organized exports sector that responds well to fiscal policy 

shocks. In Pakistan, subsequent governments have tried to create policies that are 

conducive to boost the exports-led growth. This is specifically true for boosting the 

performance of textile sector by meeting their requirements of power and gas on priority. 

The dismal performance of energy sector during the regime of Pakistan People Party 

caused a chaos in textile sector that was seen in fall in exports earnings and labor force 

panic. Government at that time tried to redress and address the needs of textile exporters, 

and since then subsequent governments have taken measures to keep the exporting sector 
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of the economy stress free.  

Panel (a) Panel (b) 

 

 

Panel (c) Panel (d) 

  

Figure 3. Response of Net Exports to structural 

Shocks 

 

5. CONCLUSION 
 

It is revealed in the study that in Pakistan the effects of fiscal policy shocks are 

not evenly distributed among different components of aggregate demand. The responses 

of different components to fiscal shocks reveal that each sector behaves differently to 
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these shocks calling for insight from the policy makers to craft and implement policy 

initiatives. The peak values of impact multipliers due to tax revenue shocks were attained 

comparatively earlier than those due to government expenditure shocks. Therefore, tax 

changes have faster impact than the expenditure shocks in Pakistan. Agents reformulate 

their expectations faster due to tax revenue shocks than the government expenditure 

shocks. One of the unexpected finding of the study is that tax revenues shock generates a 

positive output response in different sectors whereas it is regressive for government 

expenditure shock. This calls for a deeper insight into the composition of government 

spending as each type of spending has its own impact on performance of the economy. it 

is seen that most part of government spending is consumed on either debt servicing, 

maintaining a huge public sector, pensions payments and maintenance of existing 

infrastructure. Therefore, public spending does not have profound planned impact on 

aggregate economy that falls heavily on tax policy and structure to be used in a manner 

that can enhance growth performance of Pakistan. 
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