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ABSTRACT

The objective of this study was to examine whether there is exists a long run relationship
between defense expenditure and economic growth, and investigate the plausibility of
using defense expenditure as a macroeconomic stabilization tool (referred as Military
Keynesianism Hypothesis) in case of Pakistan over the period 1975 — 2010. The
Autoregressive Distributed Lag (ARDL) bounds testing approach was used to find out
long run relationship between defense expenditure, economic growth, development
expenditure, inflation and national saving. The Augmented Dickey-Fuller (ADF) test
was used for checking stationarity. The results of ADF test revealed that inflation and
saving are stationary at level while defense expenditure, development expenditure and
GDP become stationary at first difference. Results of ARDL indicated that data is stable
and confirmed the existence of long run relationship. The robustness of the model has
been confirmed by diagnostic tests for serial correlation, function form, normality,
hetroscedasticity, and structural stability for the model. The selected model generally
passes all diagnostic tests and proves the robustness of the selected model. Moreover,
results show that defense expenditure has negative impact on economic growth while
saving has positive impact on economic growth but other variables have no impact on
economic growth. These results for long run negative relationship between defense
expenditure and economic growth suggest that in case of Pakistan MKH does not hold
over the estimation period. The negative long run relationship between defense
expenditure and economic growth implies that the policy makers need to have a greater
focus on development spending as compared to defense spending.

Keywords: ARDL, economic growth, defense expenditure, inflation, Pakistan.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

The relationship between defense expenditure and economic growth has attracted
considerable interest among economists as well as policy makers. The military spending
is a global issue during the end of the Second World War which provided a chance for
developing as well as developed countries to decrease their military spending. The
purpose of increasing defense expenditure is mainly to cooperate with local insecurity
and arm race. Moreover, developed countries have focus on the point about possible
harmful effects of unfettered military expenditure in developing countries. It was argued
that military expenditures may lead to problem of balance of payment deficit, decrease
in economic growth, and as a result of it, important social and economic expenditure
may be crowed out. Therefore, these concerns have been raised in the past wars in

Afghanistan, Irag, Kashmir, Bosnia, Chechnya, Palestine and collapse of Soviet Union.

The relationship between defense expenditure and economic growth has been highly
debating among economist. In general, results of different studies have shown that
defense expenditure can affect the economy both positively and negatively [Yildirimet
al., 2006; Dakurahet al., 2000; Kolliaset al., 2004]. Previous results were inconsistent
and mix; thus defense expenditure can affect economic growth in different ways. Hassan

et al. (2003) stated that defense expenditure can affect economic growth positively

1
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