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Abstract 
The objective of the study is to analyze the cyclicality of Fiscal Policy among Institutions 
(Economic and Political) and governance indicators from 1980-2010 in major South 
Asian Countries. Fiscal policy is a major source in the hands of the government to 
achieve higher level of economic growth. This policy can perform efficiently in the 
presence of strong institutions with good governance. The main purpose of fiscal policy 
is to bring stability in the economy. Therefore, developed countries adopt counter cyclical 
policies but developing countries adopt pro cyclical fiscal policy. Developing countries 
adopt pro cyclical fiscal policy due to weak institution and poor governance. Pooled 
OLS, Fixed effects and 2SLS approaches are used to evaluate whether the fiscal policy is 
counter cyclical or pro cyclical. It is found that fiscal policy is pro cyclical, economic and 
political institutions don’t perform effectively and governance is poor. In order to bring 
stability in economic growth in South Asian countries, counter cyclical growth policies 
should be adopted. 
Keywords: cyclicality; fiscal policy; institution; governance; South Asia. 
1. Introduction 
Economic growth is an important objective of both developed and developing nations. In 
order to attain this objective, certain paths and policies are needed. Acemoglu et al. 
(2003) elaborated that economic growth policies have significant role in increasing the 
GDP. Growth policies are essential tools to accelerate the pace of economic growth. 
Mises (2006) explained that in growth policies, there are no miracles. After the Second 
World War, Germany started well to build as a powerful nation. The revival of Germany 
after defeat and heavy losses in the Second World War is called their miracle. This 
miracle is due to the application of growth policies. Therefore, economic recovery does 
not come from a miracle; it comes from the implementation of economic policies that 
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have significant role in acquiring the higher growth level. In growth policies, fiscal policy 
has robust role in acquiring economic growth targets. 
In order to gain sustainable growth, the role of the government is significant. But the 
classical thoughts about the role of government are no more valid as the people had to 
face the problems of unemployment and destabilization. Keynesian thoughts acquired 
strong position to elaborate the role of government in economies. The Government’s 
major economic goal is to increase the rate of sustainable growth and this can be done by 
providing employment and political stability for business. For this purpose, the 
government’s expenditures and taxes are used. But in developing countries, the 
governments’ don’t use effectively the tools (expenditure and taxes) of fiscal policy. 
These governments adopt pro cyclical fiscal policy. This phenomenon is against the 
Keynesian thoughts. 
Keynesian thoughts show that there is counter cyclical fiscal policy during boom and pro 
cyclical through recession to capture the cyclical variations. Gavin and Perottis’ (1997) 
pioneer study, elaborated that there is pro cyclical fiscal policy in Latin American 
economies. The fiscal policy is expansionary in good and superior times and 
contractionary in bad times. There are two main reasons why developing countries adopt 
the procyclical fiscal policy. First, deficiency in International Credit Markets that put off 
developing countries to get loans in bad times, second, weak institutions. The first 
thought is supported by the studies of Gavin and Perotti (1997) and Guerson (2003), and 
the second thought is favored by Tornell and Lane (1998, 1999), Talvi and Vegh (2005), 
Alesina and Tabellini (2008). Weak institutions are main drawback of developing 
countries. Institutions are considered main pillar of economic growth. 
North and Thomas (1973) elaborated that innovation, capital accumulation and education, 
are not reasons of growth; these are growth. In North and Thomas's view, factor 
gathering and novelty are only adjacent causes of growth. The primary clarification of 
comparative growth is dissimilarity in institutions. In institutional building among 
developing countries, the role of colonial power is also dominant. The European nations 
have established huge colonial empire. In these colonies, these powers developed the 
institutions according to their own interest. The region where mortality rates are high, 
these powers do not settle there permanently and develop extractive institutions as 
Congo. These extractive institutions do not initiate protection of property right and no 
checks and balances are there in opposition to the government expropriation. On the other 
hand, the areas where weather conditions are favorable, as New Zealand and USA, these 
colonial powers develop good institution like Europeans institutions. These institutions 
are still working in these countries even after their independence (Acemoglu, 2001). It is 
obvious that good institutions like in USA and New Zealand make these nations the 
developed economies of the world and institutions in developing countries like South 
Asian countries are the main cause of their slow progress. 
Different types of institutions work together, in the process of economic growth. The 
economic difference in both developed and developing countries might be due to the 
differentiation in economic institutions. The main elements of economic institutions are 
property rights and rule of law. In the same way, political institution has significant role 
in achieving the higher economic growth. Acemoglu et al (2005) elaborated that political 
institutions set the stage for economic institutions. The role of political institutions is 
indirect. Political leaders provide the framework to economic institutions.  



Hussain and Siddiqi 

 
 

333

 
Institutions serve as input to governance. It directs information regarding public goods 
and assists the government in making rules and regulations. The possibility of clashes is 
minimized and helps to implement the agreements through the judicial and legal system. 
Institutions give clear and apparent apparatus to govern businesses, so minimizing 
corruption and bureaucratic hurdles (WB 2002; Grigorian and Martinez 2000). In present 
era, governance becomes main focal point of economists, policy makers and world 
organizations’ representatives. The World Bank and International Monetary Fund (IMF) 
representatives now focus on governance conditions of developing countries. However, 
good governance has gained the position of hymn for patron organization and agencies 
and contributor economies (Nanda, 2006). 
 In developing region of South Asia, the importance of governance is obvious. Without 
governance, institutions do not perform effectively. This poor governance is predicted to 
diminish the effectiveness of the investment channel while increasing the effectiveness of 
the factor-productivity channel in the link between fiscal policy and growth.  Governance 
in these countries is often poor (Abed and Gupta, 2002).  
Overall the aim of fiscal policy is to increase the output level and bring stability in 
business cycles. For this purpose, counter cyclical policies are adopted by the developed 
countries, but developing countries adopt procyclical policies. One of the main reasons, 
why developing countries adopt procyclical policies is that developing countries have 
less access to International Financial Institutions. But an important aspect is neglected for 
a long time, with respect to sustainable growth, is the role of institutions in economic 
growth. Developing countries have weak economic and political institutions.  Since 
institutions function as input to governance, weak and fragile institutions cause to poor 
governance in developing economies of the world.    
The organization of the study is as follows. Section II contains literature review; 
methodology is elaborated in section III, section IV presents empirical results and 
conclusion and policy implications are given in section V. 
2. Literature Review 
In order to achieve policy objectives, governments, especially in developing countries, 
make every effort to gain targets set for policies, like fiscal policy. The neoclassical 
theory of fiscal policy put forward four causes for government spending to perform 
counter-cyclically. First, the government spending should increase in boom and decline 
in recession. Second, to maintain the sustained level of production, the government 
should try neither to hurt the demand nor to overheat the economy. Third, in order to 
understand better the economies, it is recommended that the governments very carefully 
elaborate the changes in economic activities. Fourth, there is a need for the government to 
perform counter-cyclically in expenditure mode. (Lane, 2003a). 
Procyclical fiscal policies, are the policies which are expansionary in booms and 
contractionary in recessions. It is normally considered as potentially destructive for 
welfare. Due to this, macroeconomic volatility increase, and investment in human capital 
fall, and obstruct growth. (IMF 2005, IMF 2005b, Serven, 1998). From the last fifteen 
years, it becomes a hot issue that fiscal policy is countercyclical among developed 
countries and procyclical in developing countries. Gavin and Perotti (1997) elaborated 
the truth that in Latin America, fiscal policy seemed to be procyclical. Talvi and Vegh 
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(2005) after that declared that, Latin-American countries adopt procyclical policies, 
procyclical fiscal policy appeared to be the rule in all over the developing economies. 
Thornton (2008) examined the role of fiscal policy in African countries. Plain time series 
regressions are applied for 37 low-income African countries for the time period of 1960–
2004. It is found that government consumption is extremely procyclical, with 
consumption. It is elaborated that government consumption is further procyclical only in 
those African countries that are further dependent on foreign aid and less corrupt. Fiscal 
policy is less procyclical in countries with uneven income division and that are more 
democratic. For low income countries, it is better to rely less on foreign aid and try to 
improve their own resources as increase output in industrial and agricultural sector and 
improve their trade. 
Talvi and Vegh (2005) elaborated the role of fiscal policy in both developed and 
developing countries. Fiscal policy in Great Seven (G7) countries is countercyclical, 
however, in developing countries, it is highly procyclical. An optimal fiscal policy model 
that includes a political deformation is introduced. Simple correlation is used to examine 
the relationship between government spending, GDP and political institutions. 
Developing countries adopt procyclical fiscal policy during boom. The governments in 
developing countries are not able to create enough additional resources during expansions 
which urge it to borrow less through recessions. So, the focal point of policy implication 
is to save handsome amount of surplus for rainy season. As von Hagen and Harden 
(1995) and Eichengreen et al. (1996) have suggested to establish a national fiscal council 
which would be an autonomous body and collect handsome amount during boom period 
of business cycle. 
Hathroubi and Rezgui (2011) analyzed the cyclicality of fiscal policy in Tunisia. Annual 
and quarterly data is used in the study. The cyclical factors of the variables are separated 
by applying the technique of Marcet and Ravn (2003) to decide the optimal smoothing 
parameter in the HP filter. The cyclicality is studied empirically from theoretical models 
developed by Iltzetzki and Vegh (2008). The econometric regression technique is used 
which confirm the procyclical posture of public investment in Tunisia. But, consumption 
does not look to react systematically to the cyclical advancement of GDP. The 
consumption pattern and tax structure should be in line with the countercyclical fiscal 
policy.  
Lledo, et al (2009) examined cyclical pattern of government expenditures in sub-Saharan 
Africa as 1970s and elaborates deviation among countries. Annual data in an unequal 
panel for 39 years from 1970 to 2008 is used, in this study. There are 174 countries, 44 
are in Sub-Saharan African countries (SSA), 33 are developed countries, and 97 are non-
sub-Saharan African developing economies. System and Difference GMM is applied. It 
is found that government expenditures are a little more procyclical in sub-Saharaorn 
Africa than in other developing economies.  A few facts that procyclicality has turned 
down in African countries in current years, especially in the decade of 1990s. Better 
fiscal space and improved approach to concessional financing, proxied by lower external 
debt and by larger aid flows respectively, looks to be important factors in minimizing 
procyclicality in the area. The role of institutions is not obvious: changes in political 
institutions have no effect on procyclicality. There is need to improve the institutions 
function side by side fiscal policy tools. 

 



Hussain and Siddiqi 

 
 

335

The role of institutions is dynamic in achieving economic growth. Institutions are major 
source in attaining sustained growth level and economists always stress the role of 
institutions. In the same way, the current literature has focused on the role of institutions. 
As Mauro(1995), Hall and Jones (1999), Acemoglu et al (2001), Easterly and Levine 
(2003) Roderik et al (2004) are agreed that the role of the institutions is essential for 
economic growth. Besides this, a number of indices are developed by the economists to 
assess the role of institutions in economic growth. The most common index is Gwartney 
et al (1996) which is frequently used in empirical studies. It is an economic freedom 
index. A number of studies as, Goldsmith (1997), Easton and Walker (1997), Ayal and 
Karras (1998), Dawson (1998), De Haan and Sturn (2000), Heckman and Strong (2000), 
Ali and Crain (2002) and Bangoa and Sanches Robels (2003) show that economic 
freedom has significant relation with per capita GDP. Likewise political institutions has 
significant role in economic growth. Keefer (2005) elaborated that there are three 
important pillars of political economy, collective deed, institutions and political market 
deficiencies in the growth of a country. It is clearly explained by the studies that who 
wins or loses in the procedure of policy making. It is evident that there is no essential 
association among political resolution making and efficiency. When applied to 
developing economies, political economy investigation have confirmed that frequently 
disastrous policy options and living circumstances do not due to lack of resources but to a 
certain extent from local political and social conditions. There are a number of studies 
which show that political institutions have significant role in economic growth. Scully 
(1988), Barro (1990), Dasgupta (1990) and Olson (1993) finds positive relationship 
between economic growth and political institutions. However, it is also found that 
political institutions has no major role in economic growth, as World Bank (2000), Barro 
and Lee (1993) and De Hann and Seriman (1995). In developing countries, institutions 
are not functioning well; one of the main reasons is poor governance in these economies. 
Governance has become essential issue of the world, especially in the developing world. 
The phrase governance has exploded from darkness to duke in economics ever since the 
1970s. It is clearly shown through a research of Economic Literature Database. In the 
appropriate grouping, there are only five incidences of the word from 1970 to 1979. The 
number increases to 112 in 1980s and 3,825 in 1990s (Dixit, 2008). Chaudhry et al 
(2009) elaborated the impact of economic and social variables on good governance. It 
becomes a robust issue to achieve the sustainable level of economic growth. This study 
examines the affects of a few robust and significant macroeconomic variables on good 
governance. The study covers the time period from 1972 to 2007. OLS technique is used. 
The results of analysis put forward that social and economic variables have really strong 
impact on governance. Roy (2005) and Sharma (2007) elaborated that poor governance 
harms the economy and it retards the growth process. 
3. Data Sources and Methodology 
The data for the study is panel data and covering the time period 1981-2010. The data is 
collected from World Development Indicators (2012) KOF Globalization Index, Polity 
iv, Human Right Data set (Cingranelli and Richards, 2010), Freedom House and Quality 
of Government Institute. 
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The main purpose of this study is to observe the fiscal policy; it is pro cyclical, 
countercyclical or acyclical. The role of institutions is focused; strong institutions assist 
the government in implementing growth policies. However, institutions and other growth 
variables may cause the endogeniety (Falcetti, 2002). In the same way the data on 
institutions may cause multicollineraity. So Principal Component Analysis (PCA) is used 
to reduce the multicollineraity and dimensionality in the data. The main purpose of PCA 
is to decrease the dimensionality of a data set. Preisendorfer and Mobley (1988) 
elaborated that Beltrami (1873) and Jordan (1874) autonomously developed the singular 
value decomposition (SVD) in such a way that formed present PCA. Though, it is usually 
customary that the initial descriptions of present PCA are given by Pearson (1901) and 
Hotelling (1933). PCA is linear combination or grouping of the random variables X1, 
X2…..Xn and rely on the covariance matrix.  
PCA is a statistical procedure which is utilized to observe relationships between various 
quantitative variables. Simply, in the language of mathematics, if, when there are “n” 
correlated variables, this technique develops uncorrelated elements. Every factor is a 
linear weighted mixture of the “n” variables. As, a set of variables X1……..Xn . 

1 11 1 22 2 1........... n nPC a X a X a X     Eq (1) 
   
 1 1 2 2...........m m m mn nPC a X a X a X     Eq (2) 
Where, mn presents the weight for the mth principal component and the nth variable. 
Indeed such weights are the eigenvectors. The eigenvalue of the related eigenvector is the 
variance for every principal component. The first principal component, elaborates the 
largest feasible variation in the data. In the same way, all following principal components 
(PC2 to PCn) are uncorrelated with the preceding principal components however 
elaborates slighter proportions of the deviation of the original variables (Johnson and 
Wichtern, 2007, P. 431). 
The first technique, Pooled OLS is used in the study. This is a simple case of applying the 
pool data by ignoring the structure of the data. Such models have many restrictions. 
There is no serial correlation and heteroskedasticity in the data. The error term is 
identically and independently distributed (iid). But this technique has certain drawbacks, 
fixed effects technique is used. 
Roodman (2006) elaborated that fixed effects are not accounted in OLS model. In fixed 
effects model, constant is considered as group specified. It means that there are diverse 
constant for every group. In a fixed effects model, constant is correlated with regressor. 
Fixed Effects models eliminates the outcome of the time invariant distinctiveness and 
evaluates the net effect of the predictor. 
Anderson and Hsiao (1982) examined that by using differenced variables in the model, it 
accurate for achievable correlations among the independent variables and the error term. 
Fixed and random effects models are designed to overcome the shortcomings of Ordinary 
Least Square (OLS), disregarded individual definite effects and inconsistency.   Besides 
this, DFEPM takes into consideration institution and time-related fixed effects and it also 
take into account the potential endogeneity of regressors (Arellano and Bover, 1995; 
Blundell and Bond, 1998). 
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Much of theory was built on sets or systems of relationships. If the interest was only in a 
particular part of the system or in the system as a whole, the interaction of the variables in 
the model would have important implications for both interpretation and estimation of the 
model’s parameters. The implications of simultaneity for econometric estimation were 
recognized long before the method was developed (Working 1926 and Haavelmo 1943).  
Endogeneity is a source of irregularity of the least square. It needs instrumental variable 
technique as 2SLS. As a number of the right-hand-side variables are endogenous, so 
2SLS generality of panel-data estimators is required, for exogenous variables (Baltagi 
1981). 
3.1 Fiscal Policy Models  
In order to evaluate the fiscal policy cyclicality, fiscal response is assessed through the 
government expenditures, revenue and output. As cyclicality is a significant idea which 
tells and assists to understand the direction of fiscal policy. This study uses the following 
models to evaluate the cyclicality of fiscal policy.  In this study, the dynamic equations 
with lagged values are used to capture the cyclicality of fiscal policy. 

0 1 2 1 3 4 5it it it it it itLGE LY LGE LREV LECO LGI             

 6 7 1it it itLOP LK        Eq (3) 

0 1 2 1 3 4 5it it it it it itLGE LY LGE LPI LGI LOP               
 6 2i t i tL K      Eq (4) 

Where  is the difference, L is the log, GE is the government consumption expenditures, 
Y is the Real Gross Domestic Product (GDP), GEt-1 is the lagged value of government 
consumption expenditures, REV is revenue, ECO is the economic institutions, GI is 
governance indicators, OP is the trade openness and K is the Gross fixed capital 
formation, PI is political institutions it i it    , i is individual specific effects and 

it is the remaining usual disturbance term, 0 is the intercept and all  s are 
coefficients and i is for countries and t is for time. Equations 3 and 4 are for economic 
and political institutions respectively with governance indicators. 
4.  Empirical Results 

Before presenting the final result, the method and composition of institutional indices, 
economic, political, and governance are elaborated. In order to measure the institutions 
there are a number of problems as subjective and objective issues (Glaser et al. 2004). So 
as to handle this issue, Principal Component Analysis (PCA) approach is applied by a 
number of economists. De melo et al (1997) and Havrylyshyn et al. (2000) developed 
institution indicators by utilizing PCA. In this study, the three indices as economic, 
political, and governance is developed. For economic institutions, a number of indicators 
and indices are developed by economists as economic globalization index is developed 
by KOF, the index range is 0 to 100, where 0 is for low and 100 for good institution. The 
indicator Actual Flow (AC) is taken from KOF index of globalization. By following the 
lines of International Country Risk Rating (ICRG), the economic risk rating index is 
prepared. There are five indicators as GDP score show percentage change in GDP, per 
capita GDP, Inflation, budget balance and current account balance. The index is 
developed by taking data from WDI 2010. The ICRG risk rating criteria is as from 0 to 
24.5 percent show very high risk, 25 to 29.5 high risk, 30 to 34.5 moderate risk and 35 to 



Fiscal Policy, Institutions and Governance 

 338

40 low risk. The Score (SC) of SAARC countries is generated.  The government size 
(consumption expenditures as percentage of GDP) indicator is also included as it is 
developed in Free the Economic World indicators (FEW). By applying Principal 
Component Analysis, an index of economic indicators is generated. In the same way, for 
political institution index is prepared. For political Institutions index, the indicators as 
Legislative competitiveness for electoral environment (LIEC) and Executive 
competitiveness for electoral environment (EIEC) indicator with the value ranging from 1 
to 7 where 1 is for low and 7 for higher quality is taken. Political globalization (PG) 
indicator is developed by KOF with the value of 1 to 100 and 1 for low and 100 for high. 
Polity2 (PL), Executive constraints (EC) and Total summed magnitudes of all (societal 
and interstate) Major Episodes of Political Violence (ACTOT) indicators are developed 
by Polityiv project. These indicators are used by a large number of economists in their 
studies, as Gleaser et al (2004), Alesina et al (1996) and Barro and Lee (1994). For 
governance indicators, civil liberties and political rights indicators are used in the study. 
These indicators are developed by Freedom House and the values range from 1 to 7.  The 
higher value depicts the poor governance. These indices have been used widely by 
researchers, as Isham et al. (1997), Sachs and Warner (1995a) and Levine and Renelt 
(1992). The following are the values of indices of economic, political and governance 
respectively. 

1 0.65 0.70 0.27it it it itPC AC GS SC     Eq(5) 

 

2 0.40 0.44 0.36 0.46 0.45 0.31it it it it it it itPC LIEC EIEC PG PL EC ACTOT     

        Eq(6) 

 3 0.70 0.70it it itP C PR C L     Eq(7) 

4.1  Fiscal Policy, Economic Institution and Governance 
For the analysis of fiscal policy, Pooled OLS, FE, DPFE and 2SLS techniques are used. 
The indices of Economic institutions and governance are also evaluated. The combine 
results are given in the following table. 
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Table 1:  Fiscal Policy, Economic Institution and Governance 
(Dependent Variable: Expenditure) 

Variables OLS FE DPFE 2SLS 
1st Stage 2nd Stage 

 LY 0.000 0.355 0.105 0.239 0.000 

 LGEt-1 0.000 - 0.037 0.000 0.042 
LREV 0.206 0.429 0.533 0.003 0.501 
LECO 0.752 0.924 0.978 0.000 0.515 
LGI 0.903 0.316 0.938 0.000 0.993 
LK 0.216 0.003 0.419 0.003 0.142 

LOP 0.000 0.346 0.912   
Anderson 0.000 AutoCor 1.84 Hausman 0.0063 
CraggDon 11.05 Sargan 0.3256 Hetro 0.000 
Redundant 0.000 Wu 

Hausman 
0.000   

The results elaborate that the Fiscal policy in the SAARC region is procyclical as LY is 
significant in OLS and 2SLS models and have positive coefficient sign. The major result 
is also same as the study of Thorton (2008) and Reinhart (2004) which elaborate that the 
government consumption expenditures are procyclical to output in developing countries. 
The P. value of LREV is insignificant in all models. The variable LECO and LGI is 
insignificant in all models. This result is in line with the study of Gaston K. Mpatswe et 
al (2011). The procyclicality of the government expenditures is due to weak institutional 
and poor governance. The variables LOP and LK is significant only in OLS and FE 
model respectively. For model specification, link test is performed. In order to check 
whether the model is correctly specified _hat is significant and _hatsq does not 
significant. The test is performed and it is found that the model is correctly specified. The 
analysis for weak identification, Cragg-Donald (1993) test, is performed. The issue of 
Weak identification takes place as the excluded instruments are weakly and inadequately 
connected with endogenous regressors. For this purpose, Stock and Yogo (2005) have 
piled up critical values for the Cragg-Donald F test statistic. The F statistic of 11.04 put 
forward that the model is not weakly identified. For over-identification, the Sargan 
statistic is performed. This test elaborates that the instruments used in the study are 
suitable instruments, and not related with the error term. The P-value of Sargan test is 
0.3256 which shows that the given model is not over-identified. The redundant choice 
permits a test of whether a subset of expelled or excluded instruments is redundant. The 
expelled instruments are redundant as the effectiveness of the assessment is not enhanced 
by utilizing them. The given value of this study fulfills this condition. For endogeniety 
Wu Hausman test and Hausman specification test for fixed effects is performed, both the 
results elaborate that endogeniety exists and fixed effects model is appropriate. For 
autocorrelation and heteroskedasticity tests are also done which show that there is no 
issue of autocorrelaion and heteroskadsity. 
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4.2 Fiscal Policy, Political Institution and Governance 
In order to analyze the fiscal policy Pooled OLS, FE, DPFE and 2SLS approaches are 
applied in the study. Political institutions and Governance indices are also used to 
observe their role in fiscal policy. The results are given in the Table 2. 

Table 2: Fiscal Policy, Political Institution 
(Dependent Variable: Expenditure) 

Variables OLS FE DPFE 2SLS 
1st Stage 2nd Stage 

 LY 0.000 0.356 0.094 0.000 0.000 

 LGEt-1 0.000 - 0.036 0.930 0.000 
LPI 0.053 0.878 0.442 0.000 0.184 
LGI 0.649 0.359 0.810 0.057 0.657 
LOP 0.000 0.327 0.972 0.002 0.000 
LK 0.293 0.000 0.128   

Anderson 0.000 AutoCor 1.85 Hausman 0.032 
CraggDon 17.42 Sargan 0.3121 HeteroSke 0.000 
Redundant 0.000 Wu 

Hausman 

0.000   

The results clearly elaborate that the Fiscal policy is procyclical in the SAARC region as 
LY is significant in all model except FE model and have positive coefficient sign. The 
result is also same as the study of Reinhart (2004). The lagged value of Government 
expenditure is also significant in all models. So, the role of the government expenditure is 
important factor to measure the government fiscal policy. The role of political institutions 
and governance is not significant as both the variables are insignificant in all models. The 
variable LOP is significant in both OLS and 2SLS models. The variable LK is significant 
only in FE model.  

For model specification, link test is performed. In order to check whether the model is 
correctly specified _hat must be significant and _hatsq should not be significant. The test 
is performed and it is found that the model is correctly specified. For weak identification, 
Cragg-Donald (1993) test is performed. The problem of Weak identification occurs as the 
excluded instruments are connected with endogenous regressors weakly. The F statistic 
of 17.42 put forward that the model is not weakly identified. For over-identification, the 
Sargan statistic is carried out. This test finds that the instruments applied in the study are 
suitable instruments, and not related with the error term. The P-value of Sargan test is 
0.3121 which explains that the model is not over-identified. The redundant choice 
permits a test of whether a subset of expelled or excluded instruments is redundant. The 
given value of this study accomplishes this condition. For endogeniety Wu Hausman test 
and Hausman specification test for fixed effects is performed, both the results elaborate 
that endogeniety exists and fixed effects model is appropriate. For autocorrelation and 
heteroskedasticity tests are also done which show that there is no issue of autocorrelation 
and heteroskedasticity. 
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5. Conclusion and Policy Implications 
This study has elaborated the cyclical relationship among fiscal policy, institutions 
(Economic and Political) and governance in selected South Asian countries. The panel 
data for six SAARC countries Bangladesh, Bhutan, India, Nepal, Pakistan and Sri Lanka 
for the period of 1981-2010 give robust evidence of procyclical fiscal policies in this 
region. The result is also as the study of Thorton (2008) and Reinhart (2004) which 
explain that the government consumption expenditures are procyclical in developing 
countries.  
As it is evident from the study that the developing countries like South Asia adopt 
procyclical fiscal policies in boom time, so it is the need of the hour to adopt counter 
cyclical growth policies. The governments of developing countries smooth the 
expenditures, decline expenditures in peak and increase in trough (Thorton, 2008).  One 
major hurdle in adopting counter cyclical fiscal policy is poor access to International 
Credit Markets, so the developing countries must manage substantial credit and 
International Financial Institutions also play their role (Riascos and Vegh, 2003). The 
role of institutions is important to adopt counter cyclical growth policies. In South Asian 
region institutions are not functioning well. So, it is required to modernize institutions 
and enhance their efficiency. One of the main reasons of weak performance of institution 
is poor governance. Governance must be improved to gain sustainable economic growth. 
Counter cyclical growth policies bring stability in the economy. In this way, the role of 
the government is significant, minimize expenditures in boom and increase in trough. 
Thus private sector performs efficiently. Therefore, employment, output and exports 
increase and people have more opportunities to live easy life. 
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