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Abstract: 
In this study Error Correction Model (ECM) and Johansen 
Cointegration Technique (JCT) are applied to explore short-run and 
long-run association among the chosen variables, i.e. Manufacturing 
Sector Output (MNF), Gross Fixed Capital Formation (GFCF), 
Liberalization of Trade (RTLIB) and GDP Deflator (DEF), to evaluate 
impact of Neo–liberalism on manufacturing sector and economic 
growth. The data of the variables is taken from 1973-2012. It is found 
that GFCF and RTLIB have a significant (at 5% level) and positive 
impact on MNF, but DEF has a significant (at 5% level) and negative 
impact on MNF. Further these results describe the fact, if Pakistan wants 
to make trade liberalization effectively then reform process to be made 
strengthen with appropriate institutional support. 
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I. Introduction 
 Liberalism is a theory which can answer the following questions from the social 
values, such as expediency, inequality, freedom individualism; actually liberalism 
encourages savings with the help of social insurance programs. The discussion over neo-
liberalism is fraction of a large discussion that deals by the impact going on the economic 
development of free of charge movement of labour, capital, goods, and services, across 
the nations. A lot of arguments to facilitate that there are appreciation as well as 
deprecation of the capital organizes over development and economic growth. It is 
furthermore consider that further liberalization in the labour market simultaneously 
developed and developing countries would larger benefit the economic development and 
growth of developing countries than other trade liberalization strategies. However the 
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focus of this study is to investigate the liberalization of trade as well as its association to 
the manufacturing sector growth. 
 
 In current situation, the main concept of neo-liberals is a solution of free trade with 
a minimum government intervention. Basically the conclusion over the strategies on neo-
liberalization of global trade separated among governments of the developed and 
developing nations, the impact of liberalization of trade on growth of per capita GDP is 
controversial because liberalization of trade also provide basis to increase in import more 
than export causing trade deficit which leads to low future economic growth. Economic 
and manufacturing sectors growth was positively interconnected with higher ratios of 
trade volumes and trade policy openness according to many analysts. The debates turn 
out to be even keener. Proxy used for trade liberalization does not differentiate between 
countries growing faster and slower rate.  

Impact of Neo- Liberalism on Manufacturing Sector Growth 
 
 
 
 
 
     
 
 
 
                              Source: Tabulated by Authors 

 
 
 
 There are two main factors involve in the manufacturing growth on the basis of 
neo-liberalism: The privatization (internal liberalization) and the free trade (external 
liberalization). 
 
 Privatization (internal liberalization) is the process to convert ownership 
of assets from a public to non-public sector. Main reason behind privatization is to 
enhance efficiency that can achieve from private ownership. Private sector is thought to 
be efficient because private sector work for profit maximization as compare to public 
sector, which focuses social welfare rather than profit which is the conflict of interest. It 
justifies the answers why privatization may be called the main pillar of manufacturing 
growth. 
 
 Free trade (external liberalization) refers to the trade without quotas, tariffs, duties 
or other barriers. 
 
 Trade liberalization is beneficial since it allows nations to concentrate on their core 
competitive advantage(s), thus maximizing economic output and rapid income growth for 
their citizens. 
 
 There is little ambiguity that, in history; trade is one of the most important engines 
of development Growth for countries at different phases of manufacturing growth and 
development, not because of contributing to a more efficient allocation of resources 
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among the nations, but also by transmitting growth from one corner to another of the 
world. Here question may be generated that, can be manufacturing growth possible 
without trade liberalization? 
 
 Above discussion describe two main components which became essential for 
manufacturing growth i.e. internal and external liberalization, it is found that free trade 
enhance the competition in the market, increase demand of domestic goods and services, 
employment and labour demand and create opportunities for foreign as well as local 
investors which cause capital creation in last but not the least earning foreign exchange 
reserve and improve balance of payment situations. 
 
II. Review of Literature: 
 Liberalization of trade is one of the crucial factor for enhancing growth and 
development specifically in industrial sector, because trade liberalization is a result of 
reduction and removal of Tariff Barriers (TB) and Non Tariff Trade Barriers (NTB), the 
precedent decades have been observed to a huge amount of research designed at 
explaining the impact of neo-liberalism on development and economic growth. It takes 
many benefits for the developing and developed nations, like high output, efficiency, 
employment and productivity.  
 
 Dijkstra (1997) investigates basic concerns with the free trade on manufacturing 
sector output. He inspects the theoretical background of free trade on real world output 
and consequently defines the appropriate indicator for efficiency. The results of his study 
show that free trade effects are different on productivity in the long-term and the short-
term. As far as long-term effect are more significant than the short-term effects. The 
results also indicate that manufacturing sector’s exports are vital to raise efficiency effect. 
Most economists believed that free international trade have positive association with 
productivity level and also free trade caused high growth rate, particularly in developing 
countries. 
 
 Iscan (1998) investigates the additional factors through which free trade raises the 
level of productivity and growth rates. Using Gross Output Function Approach (GOFA) 
the outcome of this study points out that free trade has a positive association with 
productivity growth rate. The outcomes also propose that association between export and 
productivity growth is positive, however statistically they are not constantly significant. It 
is as well established that the association between imports of inputs and productivity 
level of firms is positive. 
 
 Das (2002) concludes that Free Trade is a most important source to improve 
industrial growth; because it helps to import heavy fixed assets such as machinery, cheap 
direct or indirect–material, low wage payroll etc which cause to improve export. He also 
proves that the association between free trade and industrial productivity is positive. 
 
 Topalova (2004) conducts a study relating to the impacts of liberalization of trade 
in India. Data was chosen from 1989-2001. Firm level Data-set is used, consisting of 
balance sheet and income statement. The result of this study shows that Liberalization of 
trade increase efficiency of Indian firms. Further concludes that efficiency of public 
sector firms do not enhance. 
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 Muhammad and Abdul (2006), evaluate the liberalization of trade is a key element 
that boost economic development and growth and in the long-run, real GDP is 
comparatively more affected from liberalization of financial sector than the liberalization 
of trade. There is a little ambiguity about the impact of real interest rate on economic 
growth so only interest rates are uncertain to affect development and economic growth. 
Further the study focuses the impact of trade liberalization and liberalization of financial 
sector on economic growth of Pakistan over the span 1961-2005. It explains the impact of 
free trade, financial strategy and real rate of interest on real GDP. This study also 
describes a positive relation between liberalization of trade in the short as well as in the 
long-run on economic development. 
 
 Dutta and Ahmed (2006) examine the association among liberalization of trade 
and economic growth and development. Can Developing countries like Pakistan get 
benefit of liberalization of trade to enhance the economic growth and development? is the 
central question of this study. Data span from 1973 to 1995, which is processed to reply 
this question. Endogenous growth model is used in this study. It is found that there is 
long-run association between industrial growth and liberalization of trade. The ECM and 
growth function of industrial value added were also applied in this study and concluded 
that Economic growth and development enhance by liberalization of trade in developing 
countries. 
 
 Musibau et al. (2009) investigate that trade deficit cannot cover up by the 
liberalization of trade only, but its works when there is increased access to low prices 
imported raw material. On the other hand liberalization of trade must be supported with 
the management of effective exchange rate. 
 
 Paul and Yoichi (2012) explore that trade liberalization improves industrial productivity 
through within-industry resource reallocation. When one country goes for trade liberalization, 
output rises if the industry is adequately large. If the industry is small, so output 
decreases. 
 
Data and Variables: 
 Time series data of chosen variables which are in log form (MNF, GFCF, DEF and 
RTLIB) is used span from 1973 to 2012. This secondary data collected from HBS (hand 
book of statistics) and the different issues of economic surveys of Pakistan. Chosen 
variables are given below: 
Construction of variables: 
MNF   = Manufacturing Sector Output. 
RTLIB     = Real Trade Liberalization. 
DEF      = Inflation. 
GFCF   = Gross Fixed Capital Formation. 
 
i) Manufacturing Sector Output (MNF): 
 “The production of goods manufactured for trade and consumption by mechanical, 
biological and chemical formulation or processing with capital and labour is called 
manufacturing. Manufacturing Sector consists of different industrial units, plants or mills 
that involve in manufacturing”. 
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ii) Gross Fixed Capital Formation (GFCF): 
 “GFCF consist of the worth of possessions of fresh or existing fixed assets by the 
governments, business sector and households less depreciation of fixed assets. If GFCF 
increases capital is available to enhance the output of manufacturing sector”. 
 
iii) Inflation (DEF): 
 “The largely upward movement of prices of common goods and services in an 
economy, usually as measured by the different measure such as Consumer Price Index 
(CPI), GDP (Gross Domestic Product) deflator, and producer price index (WPI). With 
time, as the prices of goods and services raise, the worth of a currency is going down 
since a person won’t be able to buy same amount of goods and services with that 
currency as he/she formerly could as a result of that welfare of the person is going 
down”. 
 
iv) Trade Liberalization (RTLIB): 
 “Trade liberalization is a strategy through which a country does not distinguish 
against imports or hamper with exports by giving subsidies (to exports) or duties (to 
imports) or quotas. Trading partners earn mutual gains from trade liberalization”. 
 
III. Empirical Approaches: 
 The Empirical Approaches of this study define below: 
 
a) UNIT ROOT TEST (URT): 
i) The Augmented Dickey-Fuller (ADF) Test: 
 It was assumed in Dickey-Fuller (DF) Test, there is no autocorrelation (AC), but if 

tu  are correlated, Fuller and Dickey have prepared a test, identified as the Augmented 
Dickey-Fuller (ADF) test. ADF is carrying out by “augmenting” by adding up the lagged 
values of the dependent variable tY∆ . The ADF test here consists of approximation the 
subsequent regression: 

 
Where tε  a pure white noise error term and 
where , etc. the quantity of lagged different terms 
to comprise sufficient terms so that error term in (1) is serially uncorrelated. DF follow 
asymptotic distribution that whether  and the ADF also follows the same, so the 
some critical values can be used. 
 
b) The Johansen Cointegration Test (JCT): 
 If the variables under study are found stationary at level then OLS can be used. 
(Gujarati, 1995) 
 
 JCT is one of the tests for Co-integration, which assesses the supposition of linear 
deterministic trend in data. The (Trace Statistics) TS and (Maximum Eigen Statistic 
Value) MESV is applied for testing the quantity of Co-integrating vectors. The 
(Likelihood Statistic Ratio) LSR for the trace test is: 
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 Here gx+1, gp are the estimated p-x MESV. There are maximum x Cointegration 
vectors is the (null hypothesis) H0 of this test, here x can be 0, 1, or 2 etc. Herein study; 
the H0 is tested adjacent to the general (alternative hypothesis) H1 of x+1 Co-integrating 
vectors. So, the H0 x=0 is treated adjacent the H1 x=1, x=1 against the H1 x=2 and 
onwards. (Alkhatib, 2005) 
 
c) The Error Correction Modal (ECM): 
 
Once long-run affiliation among manufacturing sector output (MNF), Real trade 
liberalization (RTLIB), inflation (DEF) and Gross Fixed Capital Formation (GFCF) is 
recognized then it is essential to find short-run impact of Real trade liberalization, 
inflation, Gross Fixed Capital Formation on manufacturing sector output in case of 
Pakistan. In doing so, we apply ECM. The equation of ECM is: 

 
 
Where, ECMt-1 is a lagged error term α4 is approximate of lagged disturbance term 
confines the rate of correction from short-run towards long-run equilibrium path. 
 
IV. ESTIMATION AND RESULTS: 
Results of URT: 
Table no 1 URT (ADF Test) 

Variables Computed value Critical value 1% Critical value 5% Prob 
LOG(MNF) (0) -5.108950 -4.211868 -3.529758 0.0009* 
∆ LOG(MNF))(1) -6.021454 -4.226815 -3.536601 0.0001* 
LOG(GFCF)(1) -4.549788 -4.219126 -3.533083 0.0043* 
∆(LOG(GFCF))(0) -4.146603 -4.219126 -3.533083 0.0120** 
LOG(RTLIB)(0) -2.665644 -4.211868 -3.529758 0.2556 
∆(LOG(RTLIB))(0) -5.880017 -4.219126 -3.533083 0.0001* 
LOG(DEF)(0) -3.396309 -4.211868 -3.529758 0.0665** 
∆(LOG(DEF))(1) -6.636237 -4.226815 -3.536601 0.0000* 

Source: Summarized and Calculated by Authors 
Note: * = 1% significance level, ** = 5% significance level and *** = 10% significance level.  
 
 Explanation of Table No 1: The chosen variables must be stationary at level to use 
OLS. For this intention we used ADF test because DF test is support by Autoregressive 
(AR)(1) procedure, while ADF test deems extra lagged terms of the dependent variable in 
order to get rid of AC. The table no 1 defines the result of the ADF URT (with the 
assumptions of trend and intercept) and all the chosen variables are non-stationary at 
level, finally the stationarity is found in the variables at first difference. Lag length of 
difference variables show in bracket values, somewhere all the variables except RTLIB 
are integrated at level i.e. is I(0) and RTLIB is stationary at first difference or integrated 
at order one i.e. is I(1), at the very next stage we used JCT to discover the long-run nexus 
among the chosen variables. The results of the above mentioned JCTs are reported in 
Table 2: 
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Table no 2 JCT (TS) 

Prob TS Critical Value 5% Cointegration Equation(s) 
 0.0001 70.61842 47.85613 None * 
 0.0020 40.52816 29.79707 At most 1 * 
 0.1191 12.88508 15.49471 At most 2 
 0.2252 1.471189 3.841466 At most 3 

Source: Summarized and Tabulated by Authors * = 5% significance level. 
 
Explanation of Table No 2: JCT: TS shows that all chosen variables are cointegrated and 
significant at the 5% level and the H0 is rejected. 
 
Table no 3 JCT (MESV) 

Prob MESV Critical Value 5% Cointegration Equation(s) 
 0.0233 30.09025 27.58434 None * 
 0.0053 27.64309 21.13162 At most 1 * 
 0.1346 11.41389 14.26460 At most 2 
 0.2252 1.471189 3.841466 At most 3 

      Source: Summarized and Tabulated by Authors * = 5% significance level. 
 
Explanation of Table No 3: JCT: MESV also shows that all chosen variables are 
cointegrated and significant at the 5% level and the H0 is rejected. 
Table no 4 Long Run Cointegration Equations (Normalized First Cointegration 
Vector) 

Variables Coef Standard errors(SE) t-values 

LOG (GFCF) 9.104764 2.72194 3.344953967 

LOG (RTLIB) 15.51449 4.68822 3.309249566 

LOG(DEF) -29.55864 4.79888 -6.15948721 

Source: Summarized and Tabulated by Authors 
 
 Explanation of Table No 4: This equation shows that the MNF is highly affected 
with GFCF, RTLIB and DEF. There is a positive relationship among GFCF, RTLIB and 
MNF, these associations is strong and significant, on the other hand MNF respond 
negatively to the DEF, this association is also significant at the 5% level and strong. 
The result of ECM is discussed below: 
 
Table no 5 Error Correction Model 

Variables Coef SE Prob t-values 
D(GFCF) 0.448142 0.283363 0.1236 1.581510 
D(RTLIB) -189334.3 797661.3 0.8139 -0.237362 
D(DEF) 6671.425 2925.272 0.0294 2.280617 
ECMt-1 -0.008437 0.186943 0.9643 -0.045130 
C 325629.8 647321.6 0.6184 0.503042 
AR(1) 0.918087 0.196376 0.0001 4.675136 
R2 0.69 DW 2.11 Adj R2 0.64 F-stat (Prob) 14 (0.00) 

Source: Summarized and Tabulated by Authors 
 
 Explanation of Table No 6: Short-run dynamics explain that the ECMt-1 is zero on 
the basis of t-value and probability, statistically MNF altered to adjustment in 
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independent variables in the similar time period. AR process is used to remove AC in the 
model. The estimate of AR (1) is 0.92 and it is statistically significant with probability 
0.0001. 
 
V. Conclusion and Policy Recommendation: 
 The intention of this study is to examine the effects of Neo-liberalization over 
manufacturing sector output of Pakistan. To accomplish this objective, econometric 
models of MNF, GFCF, RTLIB and DEF are estimated using Cointegration method of 
analysis. The outcome of this study illustrates so as to there is significant and positive 
relationship among MNF, GFCF and RTLIB, and there is significant but negative 
relationship between MNF and DEF. These findings suggest that increase in 
liberalization of trade leads to increase in manufacturing sector output, in Pakistan. 
In Pakistan, the process of liberalization of trade ought to be more gradual in order to obtain 
the advantages of trade liberalization as increase in employment, output and efficiency in 
manufacturing sector. The liberalization must go with supply side supports particularly to 
widen the domestic private sector. Also, in executing liberalization of trade, there is a need 
for the government to accept and continue with careful protection surrounded by the WTO 
Agreements. 
 
Policy Recommendations:  
i. The removals of TB and NTB will lead to raise export of domestic manufactured 

goods. Liberalization of trade is one of the crucial factor for enhancing economic 
development and growth. 

ii. Both developing and developed nations can achieve high output productivity, 
efficiency and employment, due to liberalization of trade we can take many 
benefits from importing new technology and machinery, which leads country 
toward development and growth, the competition among nations in international 
market due to liberalization of trade which provides opportunity to consumers to 
get benefits.  

iii. Liberalization of trade also encourages private sector investment because due to 
low tariff rates therefore developed countries may attract to invest in non-
developed countries, which leads to high employment and output in non-developed 
countries.  

iv. There is a high protection rate that enjoyed by the industry in Pakistan is most 
important hurdle in the way of trade liberalization. 

v. Privatization is a significant tool for the economic transformation policy to 
enhance growth and to reduce inefficiencies in institution by removing TB, NTB 
and open economy for competition.  

vi. It is proved that the private sector is far more efficient, effective and profitable 
than public sector. Private sector investment has larger effects because it reduces 
unemployment, promotes economic growth, development and improves living 
standards. it is therefore recommended certain monetary and fiscal policy 
framework should be develop pivotal role. 

vii. Liberalization of trade increases demand for endogenous products in foreign 
countries and creates opportunities for human resources by generating higher 
paying jobs. 
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