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Abstract 

This paper empirically investigates the relationship between institutional quality and economic 

growth in South Asia. It further aims to pinpoint specific aspects of institutional quality which 

are more important in determining economic growth in South Asia. To an extent, this study also 

empirically tests the mechanism through which institutions affect economic performance, which 

was propounded by Daron Acemoglu, Simon Johnson, and James Robinson in 2005. Panel data 

regression analysis has been used to undertake this study. The dataset used for this study has 

been compiled from larger datasets provided by the United Nations, World Development Indica-

tors and World Governance Indicators. It is observed that institutional quality has a positive 

impact on economic growth in South Asia. More specifically government efficiency, regulatory 

quality, control of corruption, rule of law, voice and accountability, and political stability and 

absence of violence/terrorism have a positive effect (in descending order of magnitude) on eco-

nomic growth in South Asia. Despite emphasising the role of institutional quality as an impor-

tant determinant of economic growth, this study reaffirms the critical importance of factors such 

as capital stock, labor force, and international trade in determining economic growth. The results 

also show that economic institutions are fundamental determinants of economic growth in South 

Asia; and further indicate that political institutions also have a positive effect on economic 

growth in South Asia indirectly via economic institutions, though the evidence on the latter 

proposition is not very conclusive. 
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1. INTRODUCTION 
 

O ne of the most pressing questions in the literature 
of economics of growth and development is: Why 

some countries are poorer than others? The evolution of the an-
swer(s) to this question corresponds to the historical tra-
jectory of the evolution of the theories of economic 
growth. Classical economists like Adam Smith, Karl Marx, 
Thorstein Veblen, Joseph Schumpeter were much con-
cerned with economic growth. But the modern revival of 
the topic of economic growth started in the mid-twentieth 
century with a remarkable paper by Roy Harrod in 1939. 
This also marked the beginning for much of the theoreti-

cal and empirical research aiming to explain the interna-
tional differences in income levels and their growth rates. 
 
The so-called Harrod-Domar model of economic growth, 
which is based on the Keynesian saving-investment analy-
sis predicts that the cross-country differences in economic 
growth are primarily due to the differences in aggregate 
economic parameters such as savings rate, capital-output 
ratio, population growth rate and rate of depreciation. 
Neoclassical growth models, explains the differences in 
income per-capita in terms of the different paths of factor 
accumulation across countries. New growth theories have 
taken two major paths to explain the international differ-
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ences in income levels and their growth rates. First, they 
have emphasised the role of human capital and its deliber-
ate accumulation over time. Second, they have empha-
sized the linkages between economic growth, technologi-
cal growth, factor productivity, and innovation.  
 
Despite such a rigorous and vibrant theoretical and em-
pirical tradition ‘it [economic growth theories] has for a 
long time seemed unable to provide a fundamental explana-
tion for economic growth’ (Acemoglu, Johnson, and Rob-
inson, 2005). Scholars belonging to the institutional 
school of economic thought believe that physical capital, 
human capital, and technological growth are only proxi-
mate causes of growth. In the sense that they raise addi-
tional questions regarding the reasons for the cross-
country differences in physical capital, human capital and 
technological growth. ‘The factors we have listed 
(innovation, economies of scale, education, capital accu-
mulation etc.) are not causes of growth; they are 
growth’ (North and Thomas, 1973)). In North and Tho-
mas’s view, the fundamental explanation of comparative 
economic growth is the difference in institutions.  
 
The broader emphasis on the role of institutions in deter-
mining economic behavior, in general, started with the 
works of Thorstein Veblen (see for example Veblen 
(1899)). The modern revival of this approach started with 
works of scholars like John Kenneth Galbraith, Gunnar 
Myrdal, Robert Fogel, Douglas North, and others (see for 
example Galbraith (1958), Myrdal (1968), North (1990)). 
They undertook cross-discipline analysis to establish the 
relevance of formal and informal institutions for the 
economy, and the society in general.  
 
A more focused inquiry into the relationship between in-
stitutional quality and economic growth also has rich 
theoretical and empirical literature (see for example East-
erly and Levin (2000), Acemoglu, Johnson, and Robinson 
(2002,2005), Rodrik (2008)). Many other studies have in-
quired into the relationship between economic growth 
and specific aspects of institutional quality such as corrup-
tion, form of government, property right enforcement, 
rule of law and others (see for example Barro (1991), 
Knack and Keefer (1995), Mauro (1995), Vijayaraghavan 
and Ward (2001), Ulubasoglu and Doucouliagos (2004), 
Asgar, Qureshi, and Nadeem (2015), Iheonu, Ihedimma, 
and Onwuanaku (2017)). There is also evidence of a bilat-
eral causality between institutional quality and economic 
growth (see for example Chong and Calderon (2000)). 
One common conclusion of all these studies is that an 
improvement in institutional quality does not lead to a fall 
in economic growth (rather in most cases it leads to a rise 

in economic growth). 
 
In this context, there are three main objectives of this 
study. First, to investigate the relationship between insti-
tutional quality and economic growth in South Asia. Sec-
ond, to pinpoint specific aspects of institutional quality 
which are more important in determining economic 
growth in South Asia. Third, to an extent, empirically test 
the mechanism through which institutions affect eco-
nomic performance, which was propounded by Daron 
Acemoglu, Simon Johnson, and James Robinson in 2005. 
 
It is observed that institutional quality has a positive im-
pact on economic growth in South Asia. More specifically 
government efficiency, regulatory quality, control of cor-
ruption, rule of law, voice and accountability, and political 
stability and absence of violence/terrorism have a positive 
effect (in descending order of magnitude) on economic 
growth in South Asia. Despite emphasising the role of 
institutional quality as an important determinant of eco-
nomic growth, this study reaffirms the critical importance 
of factors such as capital stock, labor force, and interna-
tional trade in determining economic growth. The results 
also show that economic institutions are fundamental de-
terminants of economic growth in South Asia; and further 
indicate that political institutions also have a positive ef-
fect on economic growth in South Asia indirectly via eco-
nomic institutions, though the evidence on the latter 
proposition is not very conclusive. 
 
This study contributes to the existing literature in the fol-
lowing ways. First, it uses a more reliable, more transpar-
ent and all-encompassing dataset on different aspects of 
institutional quality provided by World Governance Indi-
cators1. Second, there has been limited empirical research 
to identify specific aspects of institutional quality which 
are more important in determining economic growth, es-
pecially in the context of South Asia; this study attempts 
to identify such specific aspects of institutional quality. 
Third, it reaffirms the importance of factors such as capi-
tal stock, labor force, and international trade as funda-
mental determinants of economic growth. Fourth, to an 
extent, this study presents empirical evidence in favor of 
the mechanism through which institutions affect eco-
nomic performance, which was propounded by Daron 
Acemoglu, Simon Johnson, and James Robinson in 2005. 
 
The next section discusses the underlying theoretical 
framework for this study. Section 3 outlines the econo-
metric model and estimation methods used in this study. 
Section 4 presents a detailed description of the dataset 
which has been compiled from various data sources for 

1The methodology through which World Governance Indicators are constructed can be viewed at https://info.worldbank.org/
governance/wgi/Home/Documents (last viewed on 22nd December 2019). 
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econometric estimation. Section 5 presents estimation 
results based on various estimation methods and their 
relevant interpretations. Section 6 concludes the study and 
links some of the findings to the theoretical issues dis-
cussed in Section 2. Appendix and Notes can be found at 
the end of the paper. 
 

2. THEORETICAL FRAMEWORK 
 
What are institutions? This study uses the following defi-
nition, propounded by Douglass North: ‘Institutions are 
the rules of the game in a society or, more formally, are 
the humanly devised constraints that shape human inter-
action. In consequence, they structure incentives in hu-
man exchange, whether political, social, or eco-
nomic’ (North, 1990). This definition brings out three 
important characteristics of institutions. First, they are 
humanly devised constraints. Second, they shape human 
interaction. Third, they structure incentives in human ex-
change.   
 
To understand the relevance of institutional quality as an 
important determinant for economic growth, it is impor-
tant first, to understand the distinction between economic 
institutions and political institutions. Both economic insti-
tutions and political institutions influence the structure of 
incentives in society, but in different aspects. Economic 
institutions are concerned with aspects like - credibility of 
government’s economic policies, judicial and civil services 
efficiency, property rights, quality of contract enforce-
ment, and others. Political institutions are concerned with 
aspects like the extent of elite control of the state, peo-
ple’s participation in government selection, freedom of 
expression, free media, political stability, and others.  

Now, it is useful to consider the mechanism through 
which institutions affect economic performance as de-
scribed in Acemoglu, Johnson, and Robinson (2005) and 
presented by the schematic diagram in Figure 1. Political 
institutions and the distribution of resources amongst dif-
ferent social groups in period t determine de jure and de 
facto political power in period t. The de jure and de facto po-
litical power in period t determines the state of economic 

institutions in period t and political institutions in period 
t+1. Economic institutions in period t determine eco-
nomic performance2 in period t and the distribution of 
resources amongst different social groups in period t+1. 
Thus, economic institutions have a direct impact on eco-
nomic performance, while political institutions affect eco-
nomic performance indirectly via economic institutions.  
 
This study adopts the following theoretical strategy to 
address its objectives. The neoclassical production func-
tion (see for example Solow (1956)), postulates that total 
output is equal to technical change factor times a function 
of capital stock and labor force. This production function 
has been expressed in Equation 1. 

Here Y stands for total output/total income, A stands for 
the technical change factor, K stands for capital stock and 
L stands for the labor force. There are strong theoretical 
and empirical justifications of the hypothesis that the eco-
nomic interaction of an economy with the rest of the 
world, i.e. international trade has a significant effect on 
income (total output). This can be justified based on al-
most every theory of international trade either based on 
comparative advantages (Ricardian Model, Specific Fac-
tors Model, Heckscher-Ohlin Model, and Standard Trade 
Model) or economies of scale. Many empirical studies 
have shown that international trade has a quantitively 
large and robust positive effect on income (see for exam-
ple Frankel and Romer (1999)). Thus, the extended func-
tional relationship has been expressed in Equation 2.  

Here T stands for international trade. Every independent 
variable in Equation 2 is directly observable except the 
technical change factor. The technical change factor 
represents the composite effect of all factors which effect 
total output for a given amount of capital stock and labor 
force. The popular components of technical change factor 
are technological growth, innovation, human capital, insti-
tutional quality, and others. Based on the discussion in 
this paper so far, it is reasonable to postulate that techno-
logical growth, innovation, human capital and other such 
factors are proximate determinants of technical change fac-
tor while institutional quality is the fundamental determi-
nant of technical change factor. Hence, the technical 
change factor can be exhaustively measured through the 
data on institutional quality. Finally, the functional rela-
tionship which act as the basis of the econometric model, 
specified in the next section has been expressed in Equa-
tion 3.  

2Economic performance can mean many things. This study concentrates solely on economic growth as an exhaustive measure of 
economic performance. 

Figure 1: Mechanism through which institutions affect eco-

nomic performance. 

Source: Acemoglu, Johnson and Robinson (2005). 
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Here IQ stands for institutional quality. It is reasonable to 
expect that all the independent variables, i.e. capital stock, 
labor force, international trade, and institutional quality, in 
Equation 3 have a positive effect on total output/total 
income.  The functional relationship in Equation 3 sug-
gests that in addition of institutional quality, factors such 
as capital stock, labor force, and international trade are 
also fundamental determinants of total output/total in-
come. This view is divergent from the arguments put 
forth by pure institutionalists, according to whom institu-
tions and institutional quality is the only fundamental de-
terminant of income level and its growth rate. 
 

3. ECONOMETRIC MODEL AND ESTIMA-
TION METHODS 
 
Based on the discussion in this paper so far, the econo-
metric model used in this study has been expressed in 
Equation 4.Here, i refers to the number of cross-sectional 

subjects in the panel dataset, t refers to the time dimen-
sion of the panel dataset and j refers to the different as-
pects of institutional quality which have been considered 
in this study.  
 
It is observed based on the analysis of the compiled data-
set, that the natural log of the observable variables for the 
explanatory variables, i.e. capital stock, labor force, and 
international trade, have a strong uncontrolled positive 
correlation with the natural log of the observable variable 
for total output/ total income (see Appendix A.1.). This 
observation is as per the priori expectation.  
 
It is also observed that there is a weak uncontrolled nega-
tive correlation between different aspects of institutional 
quality which have been considered in this study and the 
natural log of the observable variable for total output/
total income (see Appendix A.1.). This observation is not 
as per the priori expectation because it is unreasonable to 
expect that an improvement in institutional quality would 
lead to a decrease in the natural log of total output/total 
income. This suggests that in order to understand the re-
lationship between institutional quality and the natural log 
of total output/total income there is a need to control for 
other variable(s). As discussed in the previous section, 

theory suggests that capital stock, labor force and volume 
of international trade needs to be controlled. This is the 
justification of the model specified in Equation 4.    
 
As described in the next section, six aspects of institu-
tional quality have been considered in this study. Data on 
different aspects of institutional quality has been used turn 
by turn, to estimate the econometric model given in Equa-
tion 4. This ensures two things. First, the problems re-
lated to imperfect multicollinearity are avoided, since it is 
only reasonable to expect that the data on different as-
pects of institutional quality are correlated amongst them-
selves. This expectation is borne out in reality (see Appen-
dix A.2.). Second, specific aspects of institutional quality 
that are more important in determining economic growth 
in South Asia can be identified conveniently and accu-
rately. 
 
The econometric model given in Equation 4 ensures that 
the estimates of β1, β2, and β3 are the partial elasticities of 
total output/total income with respect to the capital 
stock, labor force, and international trade respectively. 
The estimates of β4 are the semi-elasticities of total out-
put/total income with respect to the different aspects of 
institutional quality.  
 
The estimation methods which have been used in this 
study are pooled OLS estimation, fixed effects estimation 
and random effects (Swamy-Arora)3 estimation. Intui-
tively speaking, it does not appear that the pooled OLS 
estimation method will be the appropriate estimation 
method since it is reasonable to expect heterogeneity 
amongst different countries of South Asia. Similarly, it 
does not appear that the random effects estimation 
method is the appropriate estimation method since it as-
sumes that the sample of countries is drawn from a much 
larger universe of such countries, which is not the case 
here as all the countries of South Asia4 are part of the 
sample.  
 
Moreover, “even if it is assumed that the underlying 
model is pooled or random, the fixed effects estimators 
are always consistent” (Gujarati, Porter, Gunasekar 
(2017)). Hence, in the context of the objectives of this 
study, it appears that the fixed effects estimation method 
is the most appropriate estimation method for this study.  
 
For the sake of completeness, the econometric model given 
in Equation 4 has been estimated by all three estimation 
methods. The decision regarding the most appropriate 

3Swamy-Arora estimation method is the most widely used random-effects estimation methods in situations concerning balanced 
panel data. 
4South Asia for this study has been defined as a group of countries that are members of the South Asian Association for Regional 
Cooperation (SAARC).  
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estimation method(s) has been made based on F-test, 
Hausman test, and Breusch-Pagan Lagrange Multiplier 
test. Robust standard errors have been used for the pur-
pose of statistical inference5. 
 

4. THE DATA 
 
This study uses a panel dataset which has been compiled 
from larger datasets provided by the United Nations, 
World Development Indicators, and World Governance 
Indicators. The compiled dataset includes data on eight 
countries that are members of the South Asian Associa-
tion for Regional Cooperation (SAARC), i.e. Afghanistan, 
Bangladesh, Bhutan, Nepal, Maldives, India, Pakistan, and 
Sri Lanka, for the period 1996-20176.     
 
The description of data on the dependent variable and 
controlled variables, i.e. total output/total income, capital 
stock, labor force, and international trade is given in  
Table 1.  

In this study, data on all the six aspects of institutional 
quality provided by World Governance Indicators has 
been considered. The data on different aspects of institu-
tional quality provided by World Governance Indicators 
has certain characteristics, which makes it superior to  
any other dataset on institutional quality. These character-

istics have already been discussed in Section 1. The de-
scription of data on different aspects of institutional qual-
ity provided by World Governance Indicators is given in  
Table 2. 

5Since the number of cross-sectional subjects is less than the time dimension, Panel Consistent Standard Errors (PCSE) suggested by 
Beck and Katz have been used. 

6The sample size is 152. This is because the data on different aspects of institutional quality for the years 1997, 1999 and 2001 is 
not available. 
7Gross Capital Formation at constant 2010 prices, has been used as a proxy variable for capital stock.  

Table 1: Description of data on dependent variable and con-

trolled variables.  

Source: Author’s compilation based on data provided by the 

United Nations and World Development Indicators.  

Table 2: Description of data on different aspects of institu-

tional quality. 

Source: Author’s compilation based on information provided 

by World Governance Indicators. 
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It should be noted, that the “estimate” of different as-
pects of institutional quality used in the analyses are not in 
absolute units but standardised units. “Estimate gives the 
country's score on the aggregate indicator, in units of a 
standard normal distribution, i.e. ranging from approxi-
mately -2.5 to 2.5” (World Governance Indicators). 
 

5. ESTIMATION RESULTS AND INTER-
PRETATION 
 
In this section, the estimation results based on pooled 
OLS, fixed effects and random effects (Swamy-Arora) 
estimation methods have been presented. Based on the 

results of the F-test, Hausman test, and Breusch-Pagan 
Lagrange Multiplier test the correct estimation method(s) 
has been determined. This section ends, with the interpre-
tation of the main results, based on the appropriate esti-
mation method(s). 
 
The descriptive statistics of the compiled dataset and the 
results of the F-test, Hausman test, and Breusch-Pagan 
Lagrange Multiplier test can be found in the Appendix 
(see Appendix A.3. and Appendix A.4.). The estimation 
results of Equation 4, based on the different estimation 
methods are given in Tables 3 to Table 5 8. 
 

8Values in the parentheses in Tables 3 to Table 5 represents p-value; *** represents significance at 1 percent level of significance, 
** represents significance at 5 percent level of significance and * represents significance at 10 percent level of significance.   

Table 3: Pooled OLS estimation results  

Source: Author’s calculation based on the compiled dataset 



32 

RAMJAS ECONOMIC REVIEW, VOL. 2 

Based on the results of statistical tests (see Appendix 
A.4.), it can be inferred that the fixed effects estimation 
method is the most appropriate estimation method for 
this study. This finding supports the intuitive discussion 
of these matters presented in Section 3. Thus, the estima-
tion results presented in Table 4 is all that is required for 
the purpose of statistical inference and interpretation. 
 
As per the results shown in Table 4, in South Asia, a 1 
percent increase in capital stock leads to an increase rang-
ing from 0.18-0.30 percent in total output/total income 
on an average. Similarly, in South Asia, a 1 percent in-
crease in the labor force and international trade leads to 
an increase ranging from 0.23-0.44 percent and 0.33-0.44 

percent respectively, in total output/total income on an 
average. The partial slope coefficients associated with the 
natural log of capital stock, labor force, and international 
trade are highly statistically significant in all six regression 
equations. 
 
Partial slope coefficients associated with the different as-
pects of institutional quality has a different interpretation. 
A one standard deviation unit increase in government 
efficiency, regulatory quality, control of corruption, rule 
of law, voice and accountability and political stability and 
absence of violence/terrorism leads to a 22, 20, 18, 18, 3.5 
and 3 percent increase in total output/total income on an 
average respectively, in South Asia. All aspects of institu-

Table 4: Fixed effects estimation results.  

Source: Author’s calculation based on the compiled dataset 
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tional quality except voice and accountability, and political 
stability and absence of violence/terrorism are highly sta-
tistically significant.  
 
It should be noted, that achieving a one standard devia-
tion unit increase in any and every aspect of institutional 
quality considered in this study is not at all trivial; it might 
take a couple of decades altogether. This explains why a 
unit change in any aspect of institutional quality has a lar-
ger effect on total output/total income than a unit change 
in any of the controlled variables, i.e. capital stock, labor 
force, and international trade.  
 

6. CONCLUSION 
 
In conclusion, there are four major findings of this study. 
First, there exists a positive relationship between institu-
tional quality and economic growth in South Asia, i.e. an 
improvement in institutional quality leads an increase in 
economic growth in South Asia. This conclusion follows 
straight from the estimation results presented in Table 4, 
where the estimated coefficients associated with all as-
pects of institutional quality are positive. 
 
Second, it is observed that all the different aspects of in-
stitutional quality considered in this study, i.e. government 

9Gretl, the econometric software used for this study, does not report R2 statistics associated with random effects estimation meth-
ods.  

Table 5 9: Random effects estimation results.  

Source: Author’s calculation based on the compiled dataset 
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efficiency, regulatory quality, control of corruption, rule 
of law, voice and accountability, and political stability and 
absence of violence/terrorism have a positive effect (in 
descending order of magnitude) on economic growth in 
South Asia. Thus, government efficiency is the most im-
portant aspect of institutional quality, and political stabil-
ity and absence of violence/terrorism is the least impor-
tant aspect of institutional quality in determining eco-
nomic growth in South Asia. This conclusion follows 
straight from the estimation results presented in Table 4. 
 
Third, despite emphasising the role of institutional quality 
in determining economic growth; this study reaffirms the 
critical importance of factors such as capital stock, labor 
force, and international trade in determining economic 
growth. It is observed that different aspects of institu-
tional quality positively affect economic growth in South 
Asia, only when the differences in capital stock, labor 
force, and international trade are controlled for. Thus, 
capital stock, labor force, international trade, and institu-
tions are fundamental determinants of economic growth.  
This conclusion follows straight from the analysis pre-
sented in Figure A.1. and Table 4.       
 
Fourth, there is strong evidence that economic institu-
tions are fundamental in determining economic growth in 
South Asia. Political institutions also have a positive effect 
on economic growth in South Asia indirectly via eco-
nomic institutions; though the evidence in this regard is 
not very conclusive. This becomes evident when the theo-
retical and conceptual issues discussed in Section 2 and 
the estimation results presented in the previous section 
are viewed together. 
 
The distinction between economic institutions and politi-
cal institutions discussed in Section 2, and the description 
of the different aspect of institutional quality presented in 
Table 2, ensures that the different aspects of institutional 
quality considered in this study can be categorised into 
indicators of economic institutions and political institu-

tions. Government efficiency, regulatory quality, control 
of corruption and rule of law can be thought of as indica-
tors of economic institutions. Whereas voice and account-
ability, and political stability and absence of violence/
terrorism can be thought of as indicators of political insti-
tutions. 
 
Based on the estimation results presented in Table 4, it 
can be observed that the estimated coefficients associated 
with indicators of economic institutions are much larger 
in magnitude and are also statistically significant even at 1 
percent level of significance. On the other hand, esti-
mated coefficients associated with indicators of political 
institutions are much smaller in magnitude and are statisti-
cally significant only at 15 and 36 percent10 level of signifi-
cance respectively. 
 
This finding corresponds to a large extent with the 
mechanism through which institutions affect economic 
performance, which has been presented by a schematic 
diagram in Figure 1. This study presents strong evidence 
to establish at least one of the many relationships of that 
mechanism in the context of South Asia, which has been 
expressed in Equation 5. 

 
Another relationship of that mechanism, for which this 
study provides non-conclusive evidence in the context of 
South Asia has been expressed in Equation 6.  

 
The fact that political institutions have a positive but sta-
tistically insignificant effect on economic growth in South 
Asia indicates that maybe political institutions affect eco-
nomic growth indirectly, through a catalyst. Based on the 
mechanism presented in Figure 1, it can be concluded 
that maybe the catalyst is economic institutions. 

10It implies by definition that the indicators of political institutions are statistically insignificant with respect to conventional level of 
significance, i.e. 1,5 and 10 percent. 

APPENDIX 
 
A.1. Scatter plot of lnGDP and the different explanatory variables given in Equation 4. 
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A.2. Correlation matrix for different aspects of institutional quality.  

A.3. Descriptive statistics of the compiled dataset 

A.4. Statistical tests to determine the appropriate estimation method(s)  

  

F-Test (Pooled OLS v/s Fixed Effects (LSDV)) 

 

Ho: Both Pooled OLS method and Fixed Effects method give consistent estimators. 

H1: Fixed Effects method give consistent estimators. 

Source: Author’s calculation based on the compiled dataset 

Source: Author’s calculation based on the compiled dataset 

Source: Author’s calculation based on the compiled dataset 
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 Hausman Test (Fixed Effects v/s Random Effects) 

 

H0: Both Fixed Effects method and Random Effects method give consistent estimators.  

H1: Fixed Effects method give consistent estimators 

  

Breusch- Pagan Lagrange Multiplier test (Pooled OLS v/s Random Effects) 

 

H0: Both the Pooled OLS method and Random Effects method give consistent estimators. 

H1: Random Effects method give consistent estimators. 
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