P-ISSN 2664-0422 Pakistan Social Sciences Review Jul-Sep 2024, Vol. 8, No. 3
O-ISSN 2664-0430 | https;//doi.org/10.35484/pssr.2024(8-111)50 [628-637]

a *%

{a‘ Pakistan Social Sciences REVIEW

www.pssr.org.pk

RESEARCH PAPER
Economic Consequences of Political Instability in Pakistan: A Study
of Fiscal Policy and Investor Confidence

1Ali Haider Dogar * and 2Dr. Muhammad Munib Khalid

1. Ex-Deputy Director Colleges, Higher Education Department, Punjab, Pakistan

2. Assistant Professor, School of Political Science, Minhaj University Lahore, Punjab, Pakistan
*Corresponding Author:  alihaiderap@gmail.com

ABSTRACT

This study examines the economic consequences of political instability in Pakistan,
focusing on its effects on fiscal policy and investor confidence. Pakistan’s history of
political turbulence has repeatedly disrupted economic growth, leading to fiscal
imbalances, public debt, and diminished investor confidence. Political events often result
in short-term fiscal decisions that have long-lasting negative impacts on the economy.
The research employs a qualitative approach, analysing secondary data from
government reports, economic surveys, and investor sentiment studies to assess the
relationship between political instability, fiscal policy, and investment trends. The study
finds that political instability contributes to rising budget deficits, inflation, and
exchange rate volatility, while also undermining both domestic and foreign investor
confidence. Frequent policy reversals and uncertainty further exacerbate economic
challenges. To mitigate these effects, the study suggests adopting resilient fiscal
frameworks, enhancing transparency in economic governance, and leveraging support
from international institutions like the IMF and World Bank during times of political
instability.
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Introduction

Pakistan’s political landscape has been shaped by a history of military coups,
political instability, and civil unrest, all of which have had profound impacts on the
country’s economic development. Since its inception in 1947, Pakistan has experienced
fluctuating periods of democracy and military rule, which have led to inconsistent policy
implementation and frequent economic disruptions. This instability has created an
environment where long-term planning is often sacrificed in favor of short-term political
gains, hampering sustainable economic growth (Mushtagq, et. al., 2017; Khan & Ahmed,
2020).

One of the most significant impacts of political instability is on fiscal policy. Fiscal
policy, which encompasses government spending and taxation, is crucial for managing
economic growth, controlling inflation, and reducing unemployment. In politically
stable environments, fiscal policy can be used effectively to stimulate economic growth
by creating favorable conditions for investment and consumption. However, in countries
like Pakistan, where political instability is prevalent, fiscal policy tends to be erratic and
often reactive to political pressures rather than economic needs (Qureshi, 2019). The
result is a lack of continuity in fiscal policy, leading to deficits, inflationary pressures,
and underfunded public services, all of which weaken investor confidence.

Historically, Pakistan has faced several economic challenges directly linked to its
political instability. One of the most evident consequences has been the country’s
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difficulty in maintaining fiscal discipline. According to the International Monetary Fund
(IMF), Pakistan's budget deficits have consistently remained high, averaging around 7%
of GDP in the last two decades (IMF, 2021). This persistent fiscal imbalance is largely
attributed to weak revenue collection, excessive public spending during political
transitions, and the need to finance populist policies to gain political favor (Shahid &
Kamal, 2022). The frequent changes in government result in inconsistent fiscal policies,
with incoming administrations often reversing or neglecting the policies of their
predecessors, further exacerbating the economic situation.

Political instability has also directly affected Pakistan’s ability to attract foreign
and domestic investment. Investors typically seek stability and predictability in the
countries where they allocate capital. In Pakistan, however, frequent changes in
government, coupled with policy reversals and governance issues, have created an
environment of uncertainty. This has discouraged both foreign direct investment (FDI)
and domestic investment, as investors fear that their ventures may be subject to abrupt
policy shifts or political interference (Saeed & Rafiq, 2020). For instance, the country has
witnessed periods where politically motivated decisions, such as changes in trade tariffs
or tax incentives, were reversed following a change in government, leading to significant
financial losses for investors.

The stock market provides a clear illustration of how political instability
undermines investor confidence. The Pakistan Stock Exchange (PSX) is often highly
sensitive to political events, with market indices experiencing sharp declines during
periods of political uncertainty, such as the resignation or ousting of political leaders,
protests, or military interventions. These fluctuations are often driven by investor fear of
economic mismanagement during political transitions, as well as concerns over the
stability of the business environment (Ahmed & Igbal, 2021). A study by the State Bank
of Pakistan (SBP) found that political uncertainty has a statistically significant negative
impact on stock market performance, further illustrating the economic consequences of
an unstable political environment (SBP, 2020).

Pakistan’s political instability has not only affected fiscal policy and investor
confidence but also its long-term economic growth. Economic performance has been
erratic, with periods of high growth followed by significant downturns. Political
transitions are often accompanied by changes in economic priorities, resulting in
inconsistent economic policies that fail to address structural issues like poverty,
unemployment, and income inequality. According to the World Bank, Pakistan’s average
GDP growth rate from 2000 to 2020 was approximately 4%, well below the level needed
to achieve sustained economic development (World Bank, 2021). This suboptimal growth
is partly attributable to the lack of political stability, which has prevented the
implementation of coherent and long-term economic strategies.

The political landscape of Pakistan has historically been marked by instability,
which has led to significant economic challenges. The erratic fiscal policies that
accompany political transitions, coupled with the adverse effects on investor confidence,
have contributed to persistent economic underperformance. Addressing these issues
requires a more stable political environment where economic policies can be
implemented consistently and long-term growth strategies can be prioritized over short-
term political gains.

Literature Review

Political Instability and Economic Performance
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Alesina and Perotti (1996) provided an in-depth analysis of how political
instability affects economic performance, with a focus on global case studies and its
broader economic implications. They examined the impact of institutional uncertainty
on investment, economic growth, and fiscal policy. Their research highlighted the
importance of political stability in fostering a favorable business environment, attracting
foreign investment, and promoting sustainable economic development. The study's
tindings have significant implications for policymakers, as they underscore the need to
address political instability to ensure economic stability and prosperity. Overall, Alesina
and Perotti's work has contributed significantly to our understanding of the complex
relationship between politics and economics.

Aisen & Veiga (2013) investigated the impact of political instability on economic
growth, using data from over 100 countries, illustrating how frequent government
changes and political uncertainty disrupt economic performance. Global case studies on
the relationship between political instability and economic outcomes have consistently
shown that political uncertainty negatively impacts economic growth and development.
Political instability can disrupt governance, lead to policy reversals, and erode investor
confidence, all of which hinder economic performance. In many developing countries,
political instability has been found to cause economic contractions, increases in inflation,
and lower foreign direct investment FDI.

Clements, Gupta, and Nozaki (2013) explored the significant challenges that
developing countries encounter in sustaining effective fiscal policies, particularly during
periods of political instability and economic crises. They argue that political instability
often leads to short-term, populist fiscal measures aimed at appeasing immediate
political demands, which undermines long-term fiscal sustainability. Economic crises
exacerbate these issues, forcing governments to increase spending or implement poorly
designed tax policies to address short-term needs. This often results in higher budget
deficits and public debt, weakening a country's ability to invest in long-term
development. The authors emphasize the importance of creating resilient fiscal
frameworks to withstand political and economic volatility.

Gupta, Clements & Inchauste (2004) reviewed the fiscal policy challenges in
developing countries, with a focus on how political instability leads to unsustainable
fiscal practices. In politically unstable environments, fiscal policy becomes particularly
challenging due to constant changes in government, budget reversals, and prioritization
of short-term political gains over long-term economic goals. Developing countries often
struggle to maintain fiscal discipline, as politically motivated expenditures and populist
policies during elections or political transitions result in fiscal deficits and debt
accumulation.

Brunetti (1997) explored the link between political stability and economic growth,
with a focus on how investor confidence is shaped by the political environment. In this
study, Brunetti examined the ways in which political instability can deter investment and
hinder economic growth. The research highlighted the importance of a stable political
climate in fostering an environment conducive to economic development. By analyzing
the relationship between political stability and economic growth, Brunetti's work
provides valuable insights for policymakers seeking to promote economic prosperity.
The study's findings have significant implications for countries seeking to attract foreign
investment and stimulate economic growth.

Julio & Yook (2012) investigated the role of political uncertainty in shaping
investor behavior, specifically in terms of corporate investment decisions during periods
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of political turbulence. Investor confidence is highly sensitive to political stability, as
uncertainty can lead to capital flight, reduced investment, and volatility in financial
markets. Political stability is crucial for creating an environment where investors feel
secure in making long-term investments. Conversely, political uncertainty can result in
volatile markets and hesitant investors.

Theoretical Framework

The Political Economy Theory provides a comprehensive framework for
analyzing the relationship between fiscal policy and investor confidence, particularly in
politically unstable environments like Pakistan. This theory posits that the political
structure and governance significantly influence economic decisions, including fiscal
policies that directly impact investor sentiment. In the context of Pakistan, where political
instability often leads to erratic economic policies, the application of political economy
models helps explain how changes in government, policy uncertainty, and shifting
political alliances affect fiscal decisions. These decisions, in turn, create fluctuations in
investor confidence. Investors typically favor stable and predictable policy
environments, where the risk of sudden regulatory or fiscal changes is minimized.
Political economy models analyze how government behavior, influenced by political
motives or pressures, often prioritizes short-term political gains over long-term economic
stability, resulting in policies that undermine investor confidence. By applying these
models, the study explores how fiscal policies in Pakistan have historically fluctuated in
response to political dynamics, leading to economic consequences such as reduced
foreign direct investment, capital flight, and overall economic volatility. Understanding
this nexus through the lens of political economy is crucial for devising strategies to
enhance investor confidence by stabilizing fiscal policy amidst political turbulence.

Material and Methods

The research design for the study employs a qualitative data analysis approach,
focusing on understanding the intricate relationship between political instability, fiscal
policy, and investor confidence. This method allows for a detailed examination of
patterns, trends, and underlying causes behind shifts in fiscal policies and investor
sentiment. Data collection will primarily rely on secondary sources, including
government fiscal reports, investor surveys, and economic databases. Government fiscal
reports provide insight into official policy decisions, budget allocations, and fiscal
adjustments in response to political shifts. Investor surveys offer qualitative insights into
investor perceptions, highlighting confidence levels, risk assessments, and the factors
influencing investment decisions. Additionally, economic databases will supply
macroeconomic indicators such as GDP growth, inflation rates, and foreign direct
investment (FDI) inflows, enabling a comprehensive analysis of how fiscal policies
impact the broader economy. By synthesizing this secondary data, the study aims to
draw meaningful conclusions about the fiscal policy-investor confidence nexus within
the context of political instability in Pakistan.

Political Instability and Fiscal Policy in Pakistan
Historical Overview

Political instability has been a recurring theme in Pakistan’s history, significantly
impacting its fiscal policies. Since its inception, Pakistan has experienced multiple
transitions between civilian governments, military rule, and hybrid regimes, each
bringing its own set of fiscal priorities and challenges. The instability following the
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ousting of elected governments or military coups often led to abrupt shifts in fiscal policy,
with incoming regimes attempting to stabilize the economy or reassert their political
legitimacy through budgetary decisions (Hussain & Ahmed, 2020). For example, during
the 1970s under Zulfigar Ali Bhutto's socialist government, state-led industrialization
increased public spending, but the subsequent military coup in 1977 led to a reversal in
economic policies under General Zia-ul-Haq (Zaidi, 2015). Similarly, in the early 2000s,
General Pervez Musharraf’s government initiated reforms aimed at increasing foreign
direct investment (FDI) and reducing deficits. However, the return to democracy in 2008
saw a rise in populist fiscal measures, including subsidies and increased public
expenditure, which exacerbated fiscal deficits (Siddiqui, 2019).

Analysis of Fiscal Policy during Political Turbulence

Political instability in Pakistan has a direct and often negative impact on fiscal
policies, particularly concerning budget deficits, public spending, and tax policies.
During periods of political turbulence, governments tend to adopt short-term, populist
tiscal measures to gain public support, such as increasing subsidies or expanding public
sector employment. This often leads to ballooning budget deficits and higher debt levels
(Khan, 2021). For instance, during the political crisis of 2013-2014, the government’s
increased public spending in politically sensitive areas exacerbated the fiscal deficit,
while tax reforms were delayed or poorly implemented due to the lack of political
consensus (Amjad & Din, 2018). Additionally, political instability discourages long-term
tax reforms necessary for increasing the tax base, as policymakers are reluctant to
implement measures that might be unpopular with voters. This has historically led to
Pakistan’s reliance on indirect taxes and external borrowing, rather than comprehensive
tax policy reforms (Akhtar, 2020).

Short-term vs. Long-term Fiscal Consequences

The fiscal consequences of political instability in Pakistan can be broadly
categorized into short-term and long-term impacts. In the short term, political instability
often prompts immediate fiscal responses aimed at averting crises or placating political
constituencies. These measures might include increased public spending, especially on
defense or subsidies, as well as borrowing to finance these deficits (Akhtar & Zaman,
2019). Such actions provide temporary relief but lead to significant long-term
consequences. Over the long term, frequent political transitions and policy reversals
undermine fiscal discipline and discourage foreign investment, as investors prefer stable,
predictable policy environments (Zaidi, 2015). The lack of sustained fiscal reforms also
leads to structural deficits and a growing reliance on external financial assistance, as seen
in repeated International Monetary Fund (IMF) programs adopted by successive
Pakistani governments (Hussain & Ahmed, 2020). Therefore, while the short-term fiscal
consequences are often aimed at maintaining political stability, the long-term effects can
be deeply damaging to the economy.

Results and Discussion
Impact of Political Instability on Investor Confidence
Foreign Direct Investment (FDI) Trends

Foreign Direct Investment (FDI) inflows in Pakistan have been significantly
influenced by political events, with periods of stability attracting investment and political
turmoil discouraging it. Historically, political instability has deterred foreign investors
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due to the heightened risks associated with unpredictable policy shifts, security concerns,
and governance challenges. For instance, during General Pervez Musharraf's regime
(1999-2008), Pakistan saw relatively higher FDI inflows, especially in
telecommunications and banking, as political stability and investor-friendly policies
prevailed (Zaidi, 2015). However, following the return to democratic governance in 2008,
political uncertainty, coupled with security challenges from the war on terror, led to a
sharp decline in FDI (Siddiqui, 2019). Major political events, such as the 2013 general
elections and subsequent political unrest in 2014, further dampened investor confidence.
Foreign investors view Pakistan as a high-risk environment during such times,
particularly due to policy reversals, delays in reforms, and frequent changes in
leadership, which make long-term investments less attractive (Khan, 2021).
Consequently, political instability continues to undermine the country’s potential to
attract sustained FDL

Domestic Investor Behavior

Domestic investors in Pakistan have demonstrated a strong aversion to political
instability, often responding with capital flight, reduced investments, or shifts towards
safer assets. Political crises, such as military coups, government dismissals, or large-scale
protests, trigger uncertainty that discourages long-term investment commitments from
local businesses (Akhtar & Zaman, 2019). For instance, during the political turmoil in
2007 following the dismissal of Chief Justice Iftikhar Chaudhry and the subsequent
protests against Musharraf's government, domestic investment fell as businesses
anticipated economic uncertainty and policy stagnation (Amjad & Din, 2018). Capital
flight during such crises is another common trend, with local investors moving funds
abroad or shifting towards foreign currencies and assets as a hedge against potential
economic collapse. The uncertainty caused by political instability also affects private
sector growth, with reduced investments in industrial expansion and innovation, further
slowing economic development (Khan, 2021). Overall, political instability creates an
environment where domestic investors prioritize short-term survival over long-term
growth, harming the broader economy.

Stock Market Volatility

Stock market volatility in Pakistan closely mirrors political events, with major
political crises often leading to sharp declines in stock values. Case studies of key political
events show that the stock market responds negatively to political instability due to
investor fears about the future of economic policies and governance. For example, the
assassination of former Prime Minister Benazir Bhutto in December 2007 caused a
significant decline in the Karachi Stock Exchange (KSE), as political uncertainty escalated
ahead of the 2008 general elections (Zaidi, 2015). Similarly, the 2014 political protests led
by Imran Khan and Tahir-ul-Qadri, which called for the resignation of then Prime
Minister Nawaz Sharif, caused panic in the market, resulting in steep losses for investors
(Siddiqui, 2019). Investors often sell off stocks during such periods of uncertainty,
leading to market volatility and losses for both institutional and retail investors. The
political environment plays a crucial role in shaping investor confidence in the stock
market, with prolonged instability often resulting in prolonged periods of market
stagnation or decline.

Investor Sentiment Analysis

Investor sentiment analysis during periods of political instability in Pakistan
consistently reveals a lack of confidence in the country's economic prospects. Surveys
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and qualitative data indicate that both foreign and domestic investors perceive political
instability as a major risk factor, often citing concerns about policy unpredictability,
governance issues, and security risks (Hussain & Ahmed, 2020). A survey conducted by
the Overseas Investors Chamber of Commerce and Industry (OICCI) in 2018 found that
political instability ranked among the top concerns for foreign investors, alongside issues
such as corruption and inconsistent taxation policies (Amjad & Din, 2018). Similarly,
domestic business confidence surveys conducted during politically volatile periods show
reduced optimism about the future, with businesses often scaling back expansion plans
or delaying investments until the political environment stabilizes (Akhtar, 2020). Investor
sentiment is also influenced by the government's ability to manage political crises and
implement reforms; when governments fail to address political instability effectively,
investor confidence deteriorates further, exacerbating economic challenges.

Economic Implications
Fiscal Imbalances and Debt

Political instability in Pakistan has been a major factor contributing to fiscal
imbalances and rising public debt. Instability often leads to short-term, populist fiscal
measures such as increased public spending, subsidies, and tax cuts, which are aimed at
appeasing political constituencies rather than addressing long-term economic challenges
(Amjad & Din, 2018). These measures frequently result in budget deficits, forcing
governments to rely on domestic and foreign borrowing to finance public expenditure.
For instance, during politically turbulent periods like the 1990s and post-2013, Pakistan
experienced a significant rise in public debt, both external and internal, as successive
governments struggled to maintain fiscal discipline amidst political uncertainty (Akhtar,
2020). The political focus on immediate gains over structural reforms exacerbates the
fiscal burden, leading to unsustainable debt levels that limit the government’s ability to
invest in long-term development projects (Khan, 2021).

Inflation and Exchange Rate Volatility

Political instability also has a pronounced impact on inflation and exchange rate
volatility in Pakistan. When governments face political crises, their ability to manage
inflation effectively is compromised due to policy uncertainty and the reluctance to
implement tough economic measures such as reducing subsidies or controlling the
money supply. For example, during the political unrest in 2014, inflation rose sharply as
the government struggled to manage rising energy prices and food costs amidst a
declining currency (Siddiqui, 2019). Exchange rate volatility, driven by capital flight and
reduced investor confidence during political crises, further exacerbates inflationary
pressures. The Pakistani rupee often experiences devaluation during politically unstable
periods, as seen during the 2018-2019 political and economic turmoil, when the currency
lost significant value against the US dollar, contributing to higher import costs and
inflation (Zaidi, 2015).

Economic Growth and Employment

Political instability negatively impacts overall economic growth and employment
levels in Pakistan by undermining investor confidence and disrupting economic
activities. Prolonged periods of instability lead to delays in critical economic reforms and
create an uncertain environment for both domestic and foreign investors, resulting in
reduced investment in key sectors such as manufacturing, infrastructure, and services
(Hussain & Ahmed, 2020). This slowdown in investment contributes to sluggish
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economic growth and limits the government’s capacity to create jobs. Employment levels
often decline during politically unstable periods as businesses scale back operations or
delay expansion plans, further exacerbating unemployment and underemployment
(Akhtar & Zaman, 2019). Political instability also hampers long-term development
efforts, as frequent government changes and policy reversals make it difficult to
implement sustained economic growth strategies, contributing to a cycle of low growth
and high unemployment.

Conclusion

The economic consequences of political instability in Pakistan have profound and
far-reaching effects on fiscal policy and investor confidence. Political instability leads to
fiscal imbalances as governments prioritize short-term, populist measures over
sustainable economic reforms, exacerbating budget deficits and public debt. Investor
confidence, both foreign and domestic, diminishes in response to political uncertainty,
resulting in reduced investment, capital flight, and stock market volatility. These factors
collectively hamper economic growth, leading to inflation, exchange rate volatility, and
rising unemployment. The study reveals that political instability in Pakistan creates an
environment where long-term economic planning is undermined by frequent policy
reversals, governance challenges, and a lack of investor trust. Addressing these issues
requires not only political stability but also consistent and transparent economic policies
that foster investor confidence and sustainable fiscal management. Ultimately, the nexus
between political stability and economic development is critical for improving Pakistan’s
fiscal health and attracting long-term investments, key to driving economic growth and

prosperity.
Recommendations

e Develop resilient fiscal frameworks by implementing long-term, rules-based
fiscal policies that limit discretionary spending during political transitions.

e Strengthen investor confidence through institutional reforms, improving
transparency, ensuring policy continuity, and enhancing economic governance.

e Seek support from international organizations like the IMF and World Bank for
financial stability and technical assistance during periods of political instability.
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