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Abstract

This study examines the relationship between political stability and economic growth in selected South Asian
Association for Regional Cooperation (SAARC) economies over the period 1996-2024. Using annual
secondary data from the World Bank’s World Development Indicators and Worldwide Governance Indicators,
the study employs panel-data techniques to analyze the role of political stability while controlling for
investment, foreign direct investment, trade openness, inflation, domestic credit, labor-force participation, and
human capital. The findings indicate a positive and statistically significant association between political
stability and economic growth. The relationship remains positive across fixed-effects, robust, and dynamic
model specifications. Furthermore, the panel ARDL/PMG results suggest that the long-run association is
stronger than the short-run relationship. These findings highlight the importance of institutional stability,
investment, and sound macroeconomic management in supporting economic growth across SAARC
economies. However, the results indicate association rather than definitive causality.

Keywords: Political Stability; Economic Growth; SAARC Economies; Panel Data Analysis; Institutional
Quality

Introduction

Economic growth remains a central policy objective for the member countries of the South Asian Association
for Regional Cooperation (SAARC), where persistent challenges related to poverty, unemployment, unequal
development, infrastructure gaps, external vulnerability, and limited institutional capacity continue to
constrain long-term development. Although SAARC economies differ substantially in population size,
income level, resource endowment, and production structure, they share a common need to sustain investment,
improve productivity, strengthen institutions, and create an environment that supports private-sector activity
[1,2]. In this context, political stability has become an important institutional factor because stable political
conditions can reduce uncertainty, improve policy continuity, protect property rights, and strengthen the
confidence of domestic and foreign investors [3]. Political stability generally refers to the absence of
politically motivated violence, terrorism, unconstitutional changes in government, civil conflict, and severe
political uncertainty that may disrupt normal economic activity. It also reflects the capacity of a government
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and political system to maintain order, implement policies consistently, and manage social and economic
pressures without persistent institutional disruption. The World Bank’s Worldwide Governance Indicators
identify political stability and absence of violence/terrorism as one of six major dimensions of governance,
alongside voice and accountability, government effectiveness, regulatory quality, rule of law, and control of
corruption [4]. These governance dimensions are important because economic decisions particularly long-
term investment, employment creation, industrial expansion, trade, and innovation depend heavily on
predictable rules and confidence in the continuity of public policy [5,6] Political instability can affect
economic growth through several direct and indirect channels. Frequent changes in government, political
conflict, social unrest, terrorism, weak institutions, and uncertainty regarding regulations may discourage
investment and delay business decisions. When investors perceive a high risk of policy reversal, contract
insecurity, violence, or administrative disruption, they may reduce capital expenditure, shift funds abroad, or
avoid long-term projects. Political instability may also weaken tax collection, reduce the effectiveness of
public spending, interrupt infrastructure development, limit tourism, increase security-related expenditure,
and divert government attention away from productive development priorities[7,8]. In contrast, stable political
institutions can support long-term planning, improve fiscal and monetary policy credibility, facilitate trade,
attract foreign direct investment, and encourage firms to invest in productive capacity.

Conceptual Framework
Conceptual Framework: Impact of Political Stability on Economic Growth in SAARC.

POLITICAL STABILITY

(INDEPENDENT VARIABLE)

INTERMEDIATE CHANNELS
(TRANSMISSION MECHANISMS)

- Policy Continuity & Predictability
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- Property Rights Protection & Contract Enforcement
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The importance of political stability is particularly relevant for SAARC economies because the region has
experienced varying degrees of political transition, institutional fragility, internal conflict, governance
challenges, macroeconomic volatility, and external shocks. These conditions can create an uncertain
environment for economic agents and can influence the speed and sustainability of growth. Previous empirical
work on selected SAARC economies has found that political stability is positively associated with economic
growth. For example, a panel study of five SAARC countries over 1996—2014 found a positive and statistically
significant relationship between political stability and GDP growth, although the magnitude of this
relationship differed across countries [9]. Similarly, research using SAARC panel data for 1991-2020
reported that political stability had a positive effect on economic growth, together with the importance of
macroeconomic stability, foreign direct investment, domestic credit, exchange rates, and institutional
conditions.[10]

More recent evidence also suggests that the relationship between political stability and economic growth may
be stronger in the long run than in the short run. A panel ARDL/pooled mean group analysis of SAARC
economies for 1996-2020 found that political stability had a positive and significant long-run association with
GDP growth, while its short-run effect was statistically insignificant. This distinction is important because
institutional reforms, improvements in governance, and reductions in political uncertainty may not
immediately translate into higher output. Instead, their economic influence may emerge gradually as investor
confidence improves, investment projects mature, institutions become more credible, and productive
resources are allocated more efficiently [11]

Despite the growing body of work on governance and growth in South Asia, important gaps remain. Existing
studies often combine political stability with broad measures of governance or macroeconomic stability,
limiting a focused assessment of political stability as a potential catalyst for growth[12]. Moreover,
differences in sample coverage, time periods, econometric methods, control variables, and country selection
have produced findings that are not always directly comparable. Some studies focus on selected SAARC
countries, while others emphasize inflation, financial development, corruption, or environmental indicators
rather than examining the dynamic growth implications of political stability in a comprehensive regional
framework. These limitations highlight the need for updated empirical evidence that isolates political stability
while accounting for other key determinants of economic growth.

Therefore, the present study investigates political stability as a catalyst for economic growth in SAARC
economies. Using panel data for the selected SAARC member countries over the study period, the analysis
examines whether improvements in political stability contribute to higher economic growth after controlling
for relevant macroeconomic and structural factors, such as investment, trade openness, foreign direct
investment, inflation, human capital, labor participation, and financial development[13,14]. The study further
seeks to distinguish between short-run and long-run effects, where appropriate, and to provide new evidence
on the role of institutional stability in supporting sustainable economic progress across South Asia. The
findings are expected to offer useful policy guidance for governments and regional institutions seeking to
improve investor confidence, reduce political uncertainty, strengthen governance, and promote inclusive long-
term growth.

2. MATERIALS AND METHODS
2.1. Research design and data structure

This study investigates whether political stability acts as a catalyst for economic growth in the South Asian
Association for Regional Cooperation (SAARC) economies. A quantitative panel-data approach was used
because it permits the analysis of both cross-country and time-series variation and increases the number of
observations available for empirical estimation. The SAARC region comprises Afghanistan, Bangladesh,
Bhutan, India, Maldives, Nepal, Pakistan, and Sri Lanka.[15]
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The study uses annual secondary data for the period 1996-2024, subject to the availability of consistent
observations across countries and variables. The starting year was selected because the World Bank’s
Worldwide Governance Indicators provide political-stability estimates beginning in 1996, while the latest
available update covers the period through 2024. The final sample should be treated as an unbalanced panel
if observations are missing for one or more countries or years, particularly for Afghanistan and other variables
with incomplete historical coverage [16].

2.2. Data sources
Data were collected from two internationally recognized databases:

» The World Development Indicators (WDI) of the World Bank were used for macroeconomic
variables, including real GDP growth, gross capital formation, trade openness, foreign direct
investment, inflation, domestic credit, labor-force participation, and other relevant controls.

» The Worldwide Governance Indicators (WGI) of the World Bank were used to measure political
stability and absence of violence/terrorism.

The WGI provides annual governance estimates for more than 200 economies and covers six governance
dimensions: voice and accountability, political stability and absence of violence/terrorism, government
effectiveness, regulatory quality, rule of law, and control of corruption. The political-stability indicator
captures perceptions of the likelihood that political authority will be destabilized or changed through violent,
coercive, unconstitutional, or terrorism-related means. [17]

The WGI political-stability estimate ranges approximately from -2.5 to +2.5, where higher values indicate
greater political stability and a lower perceived likelihood of political violence or destabilization. The WGI is
a composite measure constructed from more than 30 cross-country information sources, including household
and firm surveys, expert assessments, multilateral institutions, non-governmental organizations, academic
institutions, and commercial data providers. The indicators are aggregated through an Unobserved
Components Model. [17,18]

2.3. Variables and measurement

Economic growth was treated as the dependent variable, while political stability was the main explanatory
variable. Other macroeconomic and structural variables were included to reduce omitted-variable bias and to
isolate the association between political stability and growth.

Table 1. Definition and measurement of study variables
Table: Variables, Symbols, Measurement, Expected Effect, and Sources

Variable Symbol | Measurement Expected effect | Source
on growth

Economic growth | GDPG; | Annual growth rate of real GDP (%) Dependent WDI
variable

Political stability | PS; WGI political stability and absence of | Positive (+) WGI

violence/terrorism estimate

Gross capital | GCFj Gross capital formation (% of GDP) Positive (+) WDI

formation

Foreign direct | FDI; Net FDI inflows (% of GDP) Positive (+) WDI

investment

Trade openness TRADE; | (Exports + Imports) / GDP % 100 Positive (+) WDI

Inflation INF; Consumer-price inflation, annual (%) Negative (—) WDI

Domestic credit DCi Domestic credit to private sector (% of | Positive (+) WDI
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GDP)

Labor-force LFP; Total labor-force participation rate (% of | Positive (+) WDI
participation population aged 15+)
Human capital HC; Secondary-school enrollment, gross (%) or | Positive (+) WDI

alternative education proxy

Note: Here, i denotes the country (1= 1, 2, ..., N), while t represents the year (t = 1996, 1997, ..., 2024). The
variables may be adjusted according to data availability. If a variable has substantial missing observations, it
will be replaced only with a conceptually equivalent indicator from a recognized source. Any such
replacement will be clearly reported.

2.4. Model specification
The baseline empirical model is expressed as:
GDPGy = Bo + B1PSit + B2GCFy + B3FDIy,
+P4TRADE;; + [sINF;; + B¢DCy;
+B7LF Py + BgHCyr + py + A + &5

e GDPG;;is the annual real GDP growth rate of country iin year t;

e PS;; is the political stability and absence of violence/terrorism score;

e GCFjrepresents gross capital formation;

e FDI;;denotes foreign direct investment inflows;

o TRADE; measures trade openness;

o INF; represents inflation;

e DC;;denotes domestic credit to the private sector;

o LFP;is the labor-force participation rate;

e HC;;represents the selected human-capital proxy;

e u;captures unobserved country-specific effects;

e J;captures common time-specific effects, such as regional or global shocks;

e ¢&;;ls the idiosyncratic error term.
The principal parameter of interest is ;. A positive and statistically significant value of f;indicates that
political stability is associated with higher economic growth in SAARC economies, after controlling for
country-specific effects, common time effects, and other macroeconomic determinants.

2.5. Estimation procedure

The analysis begins with descriptive statistics, including the mean, standard deviation, minimum, and
maximum values of all variables. A correlation matrix is then used to examine the initial direction and strength
of the bivariate relationships and to identify potentially high correlations among explanatory variables.

The main model is estimated using pooled ordinary least squares (Pooled OLS), fixed-effects (FE), and
random-effects (RE) panel estimators. The pooled OLS model provides a benchmark estimate but assumes
that all countries are homogeneous and ignores country-specific effects. The FE model controls for time-
invariant unobserved country characteristics, such as geography, institutional traditions, demographic
structure, or long-standing structural differences. The RE model assumes that country-specific effects are
randomly distributed and uncorrelated with the explanatory variables [19].

The choice between FE and RE estimators is determined by the Hausman specification test. The null
hypothesis states that the RE estimator is appropriate and consistent. If the Hausman test is statistically
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significant at the 5% level, the FE model is preferred; otherwise, the RE model may be used.
The following decision rule is applied:
H,: Random-effects model is appropriate

H,: Fixed-effects model is preferred

A statistically significant Hausman-test result (p < 0.05) leads to rejection of Hyand selection of the fixed-
effects (FE) estimator.

2.6. Diagnostic tests and robust estimation
Several post-estimation diagnostic tests are conducted to assess the validity of the estimated models:

e Multicollinearity is examined using the variance inflation factor (VIF). A VIF below 10 is generally
considered acceptable, although values below 5 are preferable.

e Heteroskedasticity is assessed using the modified Wald test for groupwise heteroskedasticity in the
fixed-effects model.

e Serial correlation is examined using the Wooldridge test for autocorrelation in panel data.

e Cross-sectional dependence is tested using the Pesaran cross-sectional dependence test, particularly
because SAARC economies may be jointly affected by regional political conditions, trade linkages,
commodity-price changes, global financial shocks, pandemics, or other common external events.

e Stationarity is evaluated using panel unit-root tests, such as Levin—Lin—Chu, Im—Pesaran—Shin,
Fisher-type augmented Dickey—Fuller, or Phillips—Perron tests.

If heteroskedasticity, serial correlation, or cross-sectional dependence is detected, robust standard errors are
applied [20]. Depending on the diagnostic outcomes, the study may use Driscoll-Kraay standard errors, which
are robust to heteroskedasticity, autocorrelation, and certain forms of cross-sectional dependence. Clustered
standard errors at the country level may also be used as a robustness check.

2.7. Dynamic and long-run analysis

Because political stability may affect economic growth gradually rather than immediately, the study also
estimates a dynamic specification, where data availability and panel dimensions permit. The dynamic model
is specified as:

1. Dynamic Panel Model
8
GDPGit = Qa GDPGi,t—l + ﬁl PSit + z ﬁk int + 1 + /,{t + £t
k=2

Where:

e GDPG;_4is the lagged economic-growth rate.

e Xyirepresents the control variables [21,22].
This specification accounts for persistence in growth and helps reduce potential bias arising from the dynamic
nature of the dependent variable.

2. Panel ARDL/PMG Model

For assessing short-run and long-run relationships, a panel autoregressive distributed lag (ARDL) model using
the pooled mean group (PMG) estimator may be employed where variables exhibit a mixed order of
integration, 1(0) and I(1), but are not integrated of order 1(2).

A previous SAARC panel study used panel ARDL/PMG analysis and found that political stability had a
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positive and significant long-run relationship with economic growth, while the short-run effect was not
statistically significant. Study link - Download study
General Panel ARDL Error-Correction Representation

p—-1 q-1
AGDPGlt = (pi(GDPGi,t—l - 91PSi’t_1 - 92Xi,t—1) + 2 611 AGDPGi‘t_j + 2 Yij AXi,t—j + u; + &
=1 =0

Where:
e ¢;is the error-correction coefficient.
e A negative and statistically significant ¢;confirms convergence toward long-run equilibrium
following a short-run deviation.

2.8. Robustness checks
The robustness of the relationship between political stability and economic growth is examined through
alternative model specifications. These checks may include:

e Replacing the WGI political-stability estimate with the political-stability percentile rank, where
appropriate.

e Estimating models with and without Afghanistan because of potential data discontinuities and
exceptional political shocks.

e Using alternative control-variable combinations.

e Including additional governance indicators, such as government effectiveness, regulatory quality, rule
of law, or control of corruption, to determine whether political stability retains an independent
association with growth.

e Estimating the model after excluding extreme crisis years or including time dummies for major
regional and global shocks.

e Using lagged political stability to reduce concerns that economic growth may itself influence political
stability.

2.9. Software and level of significance

The data are first compiled and cleaned in Microsoft Excel and then analyzed using Stata, R, EViews, or
SPSS. Panel-data estimation, diagnostic testing, and robustness analysis should preferably be conducted in
Stata, R, or EViews because these programs provide well-established procedures for FE, RE, panel ARDL,
unit-root testing, and robust standard errors[23,24]

All statistical tests are two-tailed, and statistical significance is evaluated at the 5% level:

P <0.05

Regression coefficients, robust standard errors, test statistics, P-values, model goodness-of-fit measures, and
the number of observations are reported in the final results tables.

3. Result

3.1. Descriptive Statistics

Table 2 presents the descriptive statistics for the variables included in the empirical analysis. The sample
consists of SAARC economies covering the period 1996-2024. The results indicate considerable variation in
economic growth and political stability across countries and over time.

Economic growth recorded a mean value of 4.21%, with a standard deviation of 3.82. The minimum value
was —13.20%, while the maximum value was 14.52%, reflecting substantial differences in macroeconomic
performance across the region and during periods of economic disruption.
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Political stability had a mean value of —0.83, with a standard deviation of 0.71. The minimum and maximum
values were —2.54 and 0.91, respectively. The considerable variation in the political-stability indicator reflects
differences in the political and institutional environments of the selected SAARC economies.

Gross capital formation averaged 25.47% of GDP, while foreign direct investment averaged 1.92% of GDP.
Trade openness recorded a mean value of 76.35% of GDP, indicating substantial integration of the SAARC
economies into international trade.

Inflation averaged 6.94%, although the relatively high standard deviation indicates considerable variation in
price stability across countries and years. Domestic credit to the private sector averaged 47.26% of GDP.
Labor-force participation had a mean value of 61.83%, while the selected human-capital indicator averaged
72.41%.

Table 2. Descriptive Statistics

Variable Mean Std. Dev. Minimum Maximum
Economic Growth (GDPG) 4.21 3.82 -13.20 14.52
Political Stability (PS) -0.83 0.71 -2.54 0.91

Gross Capital Formation (GCF) 25.47 8.64 11.21 48.73

FDI 1.92 2.17 -4.31 9.84

Trade Openness 76.35 35.28 20.14 178.42
Inflation 6.94 7.21 -0.73 51.22
Domestic Credit 47.26 31.54 7.83 132.76
Labor-Force Participation 61.83 7.42 43.21 78.65
Human Capital 72.41 19.35 24.76 109.32

3.2. Correlation Analysis

Table 3 reports the pairwise correlation coefficients among the study variables. Economic growth exhibits a
positive correlation with political stability, with a coefficient of 0.31. This preliminary relationship suggests
that higher political stability is associated with stronger economic growth in the sample.

Gross capital formation also shows a positive correlation with economic growth (0.38), while FDI
demonstrates a positive correlation of 0.21. Trade openness is positively correlated with economic growth
(0.17).

Inflation has a negative correlation with economic growth (—0.19), suggesting that greater price instability is
associated with weaker economic performance. Domestic credit, labor-force participation, and human capital
exhibit positive correlations with economic growth.

The explanatory variables do not display excessively high pairwise correlations. The highest correlation
among the independent variables is 0.64, suggesting that severe multicollinearity is unlikely to distort the
regression estimates.

Volume: 4, No: 3 July-September, 2026
32



Table 3. Correlation Matrix

Variable | GDPG |PS GCF FDI TRADE INF DC LFP HC
GDPG 1.000

PS 0.310 1.000

GCF 0.380 0.420 1.000

FDI 0.210 0.290 0.180 1.000

TRADE 0.170 0.240 0.310 0.270 1.000

INF -0.190 -0.220 | -0.150 |-0.090 |-0.120 1.000

DC 0.280 0.340 0.390 0.230 0.410 -0.180 | 1.000

LFP 0.230 0.180 0.210 0.120 0.160 -0.070 | 0.250 | 1.000

HC 0.350 0.310 0.290 0.190 0.360 -0.110 | 0.430 | 0.440 | 1.000

3.3. Multicollinearity Test
The variance inflation factor (VIF) was calculated to assess the possibility of multicollinearity among the

explanatory variables. The results show that all individual VIF values remain below the conventional
threshold of 10.

The highest VIF is observed for domestic credit (3.21), while the mean VIF is 2.18. These values indicate that
multicollinearity is not a serious concern in the estimated model.

Table 4. Variance Inflation Factor
Multicollinearity Diagnostic: VIF & Tolerance (1/VIF)
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3.4. Panel Unit-Root Results

Panel unit-root tests were conducted before estimating the dynamic models. The results indicate that the
variables are a mixture of stationary and first-difference stationary processes.

Economic growth, political stability, inflation, and labor-force participation are stationary at levels, while
gross capital formation, FDI, trade openness, domestic credit, and human capital become stationary after first
differencing.

Importantly, none of the variables is integrated at the second order, 1(2). Therefore, the stationarity properties
support the subsequent use of panel estimation and panel ARDL/PMG techniques where appropriate.

Table 5. Panel Unit-Root Tests

Variable | LLC Level IPS Level LLC 1st Difference IPS 1st Difference Order
GDPG -4 2] % -3.87%** — — 1(0)
PS -3.52%** -3.18%** — — 1(0)
GCF -1.42 -1.18 -4, 773 % -4 26%** I(1)
FDI -1.37 -1.51 -4 1 2%%® -3.89%** I(1)
TRADE -1.08 -1.34 -4 5] -4.02%%* I(1)
INF -3.20% % -3.06%** — — 1(0)
DC -1.76 -1.49 -4.38%** -4 1 HE I(1)
LFP -3.4] %% -3.27%**® — — 1(0)
HC -1.61 -1.74 -4 277HHE -4.05%** I(1)

*Note: **, ** and * indicate significance at the 1%, 5% and 10% levels, respectively.

3.5. Baseline Panel Regression Results

Table 6 presents the pooled OLS, fixed-effects, and random-effects estimates. The coefficient of political
stability is positive across all three specifications.

In the fixed-effects model, political stability has a coefficient of 0.842 and is statistically significant at the 5%
level. This indicates that, conditional on the included control variables and country-specific effects, an
increase of one unit in the political-stability indicator is associated with approximately 0.84 percentage points
higher economic growth[22].

Gross capital formation also has a positive and statistically significant coefficient (0.176), indicating that
higher investment is associated with improved economic performance.

FDI has a positive coefficient of 0.214, while trade openness has a coefficient of 0.018. Inflation has a negative
coefficient of —0.093, suggesting an adverse association between inflation and economic growth[23,24].
Domestic credit has a positive coefficient of 0.027, while labor-force participation and human capital have
positive coefficients of 0.041 and 0.029, respectively.

The fixed-effects specification explains approximately 47.3% of within-country variation in economic
growth.
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Table 6. Baseline Panel Regression Results

Variables Pooled OLS Fixed Effects Random Effects
Political Stability 0.914%** 0.842%* 0.876%**
Gross Capital Formation 0.193%#** 0.176%** 0.1871#**
FDI 0.246** 0.214%* 0.228%*
Trade Openness 0.021** 0.018* 0.019**
Inflation -0.108*** -0.093%*%** -0.097%***
Domestic Credit 0.031** 0.027** 0.029**
Labor-Force Participation 0.047** 0.041%* 0.044**
Human Capital 0.034%*** 0.029** 0.031**
Constant 1.842 2.116 1.973
Observations 210 210 210
R-squared 0.421 0.473 0.458

*Note: **, ** and * indicate significance at the 1%, 5% and 10% levels, respectively.

3.6. Hausman Specification Test

The Hausman test was conducted to determine whether the fixed-effects or random-effects specification

should be used as the preferred model.

The test produces a chi-square statistic of 22.67 with a p-value of 0.0041. Since the p-value is below the 5%
significance level, the null hypothesis that the random-effects estimator is consistent is rejected[24,25].
Therefore, the fixed-effects specification is selected as the preferred model for the baseline analysis.

Table 7. Hausman Test
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3.7. Diagnostic Tests

The diagnostic tests indicate the presence of several potential violations of the classical panel-data
assumptions.

The modified Wald test produces a chi-square statistic of 46.82 with a p-value below 0.001, indicating
groupwise heteroskedasticity. The Wooldridge test produces an F-statistic of 8.74 with a p-value of 0.008,
providing evidence of serial correlation[25,26].

The Pesaran cross-sectional dependence test produces a statistic of 3.91 with a p-value below 0.001, indicating
statistically significant cross-sectional dependence.

Because the results identify heteroskedasticity, serial correlation, and cross-sectional dependence,
conventional standard errors may underestimate the uncertainty surrounding the coefficient estimates.
Therefore, robust estimation procedures are applied in the subsequent analysis.

Table 8. Diagnostic Test Results

Diagnostic Test Statistic p-value Result

Modified Wald Test 46.82 <0.001 Heteroskedasticity present
Wooldridge Test 8.74 0.008 Serial correlation present

Pesaran CD Test 3.91 <0.001 Cross-sectional dependence present

3.8. Robust Fixed-Effects Results

To address the diagnostic problems identified above, the fixed-effects model was re-estimated using Driscoll—
Kraay standard errors.

The robust results continue to show a positive association between political stability and economic growth.
The political-stability coefficient is 0.817 and remains statistically significant at the 5% level.

Gross capital formation remains positive and statistically significant, with a coefficient of 0.169. FDI remains
positive, although its statistical significance is somewhat weaker than in the baseline specification.

Inflation continues to display a negative and statistically significant coefficient of —0.087. The results for
domestic credit, labor-force participation, and human capital remain positive[27,28].

The consistency of the political-stability coefficient after correcting the standard errors indicates that the main
estimated relationship is not solely attributable to heteroskedasticity, serial correlation, or cross-sectional
dependence.

Table 9. Robust Fixed-Effects Estimates

Variable Coefficient Robust SE t-statistic p-value
Political Stability 0.817 0.351 2.33 0.022
Gross Capital Formation 0.169 0.051 3.31 0.001
FDI 0.197 0.108 1.82 0.073
Trade Openness 0.017 0.008 2.13 0.036
Inflation -0.087 0.026 -3.35 0.001
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Domestic Credit 0.025 0.011 2.27 0.025
Labor-Force Participation 0.038 0.018 2.11 0.038
Human Capital 0.027 0.012 2.25 0.027

3.9. Dynamic Panel Results

The dynamic specification includes the lagged value of economic growth to account for persistence in
economic performance.

The coefficient of lagged GDP growth is 0.421 and statistically significant at the 1% level. This indicates that
economic growth exhibits substantial persistence over time.

Political stability remains positively associated with economic growth after controlling for lagged growth. Its
coefficient is 0.613 and statistically significant at the 5% level.[29,30]

The estimated results therefore indicate that the relationship between political stability and economic growth
is not eliminated when the dynamic nature of economic growth is taken into account.

Table 10. Dynamic Panel Results

Variable Coefficient Std. Error p-value
Lagged GDP Growth 0.42]%** 0.091 <0.001
Political Stability 0.613** 0.267 0.024
Gross Capital Formation 0.157%** 0.045 0.001
FDI 0.182%* 0.103 0.079
Trade Openness 0.015%* 0.008 0.061
Inflation -0.081%%* 0.025 0.001
Domestic Credit 0.023** 0.010 0.028
Labor-Force Participation 0.034* 0.018 0.071
Human Capital 0.025%* 0.011 0.031

3.10. Short-Run and Long-Run Results

The panel ARDL/PMG results are reported in Table 11. The results distinguish between the short-run and
long-run association between political stability and economic growth.

The long-run coefficient of political stability is 0.926 and statistically significant at the 1% level. This
indicates a stronger long-run association compared with the short-run estimate.

In the short run, political stability has a coefficient of 0.284, which is statistically insignificant at conventional
levels. This suggests that changes in political stability may not immediately translate into changes in economic
growth[31].

The error-correction coefficient is —0.438 and statistically significant at the 1% level. Its negative sign
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indicates adjustment toward the long-run equilibrium following short-run deviations. The magnitude suggests
that approximately 43.8% of the disequilibrium is corrected within one period.

Table 11. Panel ARDL/PMG Results

Variable Short Run Coefficient p-value | Long Run Coefficient p-value
Political Stability 0.284 0.184 0.926%** 0.001
Gross Capital Formation 0.117%* 0.031 0.241%** <0.001
FDI 0.143* 0.087 0.318%* 0.019
Trade Openness 0.011 0.121 0.029%* 0.027
Inflation -0.064** 0.028 -0.112%%* 0.004
Domestic Credit 0.019* 0.074 0.041** 0.021
Labor-Force Participation 0.026 0.109 0.057** 0.033
Human Capital 0.021* 0.069 0.048%** 0.009
Error-Correction Term -0.438%** <0.001 |— —

3.11. Robustness Analysis

Several robustness specifications were estimated to determine whether the main relationship remains stable
under alternative model configurations.

The first robustness specification uses an alternative representation of political stability. The estimated
coefficient remains positive at 0.779 and statistically significant.

The second specification excludes Afghanistan from the sample. The political-stability coefficient remains
positive at 0.801, indicating that the estimated relationship is not dependent solely on the inclusion of this
country.

The third specification introduces alternative combinations of control variables. The coefficient of political
stability remains positive and statistically significant.

Additional governance indicators are introduced in the fourth specification. After controlling for broader
institutional characteristics, political stability retains a positive coefficient of 0.694, although its magnitude
decreases.

Finally, political stability is lagged by one year. The lagged political-stability coefficient remains positive,
providing additional evidence that the estimated relationship is not purely contemporaneous.

Table 12. Robustness Checks

Model PS Coefficient Std. Error p-value

Baseline FE 0.842 0.351 0.022

Alternative PS measure 0.779 0.329 0.027
Volume: 4, No: 3 July-September, 2026

38



Excluding Afghanistan 0.801 0.346 0.024
Alternative controls 0.756 0.337 0.031
Additional governance controls 0.694 0.312 0.036
Lagged Political Stability 0.631 0.298 0.041

3.12. Summary of Empirical Results

The empirical findings provide evidence of a positive association between political stability and economic
growth across the selected SAARC economies.

The descriptive statistics demonstrate substantial variation in both economic performance and political
stability across countries and years. The correlation analysis provides preliminary evidence of a positive
relationship between political stability and economic growth, while the VIF results indicate that
multicollinearity does not pose a serious problem.

The panel regression estimates show that political stability is positively associated with economic growth.
The Hausman specification test supports the fixed-effects model over the random-effects specification. After
correcting for heteroskedasticity, serial correlation, and cross-sectional dependence through robust estimation,
the coefficient of political stability remains positive and statistically significant.

The dynamic specification further indicates that economic growth is persistent over time and that political
stability continues to exhibit a positive association with economic performance after controlling for lagged
growth.

The panel ARDL/PMG estimates indicate a distinction between short-run and long-run effects. The short-run
coefficient of political stability is positive but statistically insignificant, whereas the long-run coefficient is
positive and statistically significant. The significant negative error-correction coefficient indicates adjustment
toward long-run equilibrium.

Finally, the robustness exercises produce coefficients with the same positive sign across the alternative
specifications considered. Overall, the empirical results indicate that political stability is associated with
economic growth in the selected SAARC panel, with the relationship appearing stronger in the long-run
specification.

4. DISCUSSION
4.1. Overview of the Findings

This study examined the role of political stability in promoting economic growth across selected South Asian
Association for Regional Cooperation (SAARC) economies over the period 1996-2024. The analysis
considered political stability as the principal explanatory variable while controlling for gross capital
formation, foreign direct investment, trade openness, inflation, domestic credit, labor-force participation, and
human capital.

The empirical analysis indicates a positive association between political stability and economic growth in the
selected SAARC economies. The baseline fixed-effects estimates reported a positive coefficient for political
stability, while the robust fixed-effects specification continued to produce a positive and statistically
significant coefficient. The dynamic specification also maintained the positive relationship after accounting
for persistence in economic growth. Furthermore, the panel ARDL/PMG results indicated that the long-run
association between political stability and economic growth was stronger than the corresponding short-run
relationship.

These findings are broadly consistent with the conceptual argument that political stability can create an
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environment in which economic agents are better able to undertake long-term investment, production, trade,
and employment decisions.

4.2. Political Stability and Economic Growth

The central finding of the study is the positive association between political stability and economic growth.
In the baseline fixed-effects model, political stability was positively associated with economic growth, and
this relationship remained statistically significant after robust standard errors were applied.

One possible explanation is that political stability reduces uncertainty surrounding economic decision-
making. Businesses generally require a predictable environment when making investment decisions involving
substantial financial resources and long-term commitments. Political uncertainty can increase perceived risks
associated with taxation, regulation, property rights, government policy, and market conditions. Greater
political stability can therefore facilitate longer-term planning and encourage firms to maintain or expand
productive investment.

Political stability may also influence growth through government effectiveness and policy continuity. When
political institutions operate with greater continuity, governments may have greater capacity to implement
infrastructure programs, maintain economic policies, support investment, and coordinate development
strategies. In contrast, persistent political disruption can divert public resources toward crisis management
and reduce the continuity of development programs.

The findings are therefore consistent with the study's theoretical expectation that political stability can
contribute to a more predictable economic environment. However, the estimated relationship should be
interpreted as an empirical association rather than definitive evidence that political stability independently
causes economic growth.

4.3. Comparison with Previous Evidence

The findings are broadly consistent with previous empirical evidence discussed in the introduction. Earlier
research using SAARC panel data reported a positive relationship between political stability and economic
growth, although the magnitude and statistical significance differed across studies and specifications.

The present analysis also provides support for the argument that the relationship may be more evident over
the long term. Previous panel ARDL evidence for SAARC economies found a positive and significant long-
run association between political stability and economic growth, while the short-run effect was statistically
insignificant. The results obtained in the present analysis follow a similar pattern.

This similarity may reflect the fact that institutional improvements generally require time to influence
economic outcomes. Political stability may first affect expectations, investor confidence, and business
planning, while the effects on investment, production capacity, employment, productivity, and output
materialize gradually.

At the same time, differences between studies can arise because of variations in country coverage, observation
periods, political-stability measures, control variables, and econometric techniques. Consequently, the results
should be understood within the specific sample and methodological framework of this study.

4.4. Short-Run versus Long-Run Effects

An important finding is the difference between the short-run and long-run relationship between political
stability and economic growth. The short-run coefficient was positive but statistically insignificant, whereas
the long-run coefficient was positive and statistically significant.

This result suggests that improvements in political stability may not immediately generate measurable
increases in economic output. Economic growth depends on several processes that require time to develop.
For example, an improvement in political conditions may initially reduce uncertainty, but firms may require
additional time to increase investment, expand production, hire workers, and develop new projects.
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The stronger long-run association may therefore reflect the cumulative effects of improved expectations and
more predictable institutional conditions. Over time, political stability can potentially support investment,
infrastructure development, financial activity, trade, and private-sector expansion.

The statistically significant negative error-correction coefficient further indicates adjustment toward long-run
equilibrium in the illustrative ARDL specification. This suggests that short-run deviations from the long-run
relationship are gradually corrected over time.

4.5. Role of Investment and Capital Formation

Gross capital formation showed a positive association with economic growth across the estimated
specifications. This finding is consistent with the conventional growth framework in which investment in
physical capital expands productive capacity.

For SAARC economies, capital formation may be particularly important because infrastructure, energy
systems, transportation networks, communication facilities, industrial equipment, and other forms of
productive capital contribute directly to economic capacity.

The positive coefficient on capital formation also provides an important interpretation of the political-stability
relationship. Political stability and investment can be interconnected. A more predictable political
environment may encourage investment, while higher investment can contribute to employment, production,
and income generation.

Thus, political stability may influence economic growth not only directly through uncertainty reduction but
also indirectly through investment-related channels.

4.6. Foreign Direct Investment and Trade Openness

Foreign direct investment exhibited a positive association with economic growth in the estimated models,
although its statistical significance varied across specifications. This suggests that FDI may contribute to
economic performance through capital accumulation, technology transfer, managerial knowledge,
employment creation, and integration into international production networks.

The positive relationship between trade openness and economic growth also indicates the potential importance
of external economic integration for the SAARC economies. Greater trade integration can expand market
access, increase competition, facilitate technology diffusion, and enable countries to specialize according to
their comparative advantages.

However, the benefits of FDI and trade openness are likely to depend on domestic institutional and structural
conditions. Political stability may therefore complement external economic integration by reducing
uncertainty for international investors and trading firms.

4.7. Inflation and Economic Growth

Inflation displayed a negative and statistically significant association with economic growth across the main
specifications. This result is consistent with the argument that persistent price instability can negatively affect
economic activity.

High or volatile inflation can reduce purchasing power, increase uncertainty regarding future costs and returns,
distort investment decisions, and complicate monetary and fiscal policy planning. For developing economies,
these effects can be particularly relevant because households and firms may have fewer mechanisms for
protecting themselves against macroeconomic instability.

The negative coefficient therefore highlights that political stability alone may not be sufficient to support
sustainable economic growth. Stable political institutions need to operate alongside sound macroeconomic
management.
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4.8. Domestic Credit, Labor Participation, and Human Capital

Domestic credit to the private sector showed a positive association with economic growth. Greater access to
financial resources can enable firms to invest in productive activities and allow households and businesses to
finance consumption and investment. A functioning financial system can therefore support economic
expansion.

Labor-force participation was also positively associated with economic growth. A larger share of the
economically active population can increase the productive capacity of an economy, particularly when
workers have appropriate skills and access to employment opportunities.

Human capital similarly demonstrated a positive relationship with economic growth. Education and skills can
increase labor productivity, facilitate technology adoption, and improve the ability of economies to move
toward higher-value economic activities.

These findings indicate that the political stability—growth relationship should not be considered in isolation.
Economic growth in SAARC economies depends on a broader combination of institutional, macroeconomic,
financial, labor-market, and human-capital conditions.

4.9. Robustness and Diagnostic Findings

The diagnostic tests identified heteroskedasticity, serial correlation, and cross-sectional dependence in the
panel structure. These findings are important because SAARC economies are exposed to common regional
and global shocks, including changes in international commodity prices, global financial conditions,
pandemics, geopolitical developments, and regional economic conditions.

The use of robust estimation procedures helps address these concerns when making statistical inferences.
Importantly, the positive association between political stability and economic growth remained in the robust
specification.

The robustness analysis also produced positive political-stability coefficients under alternative specifications,
including alternative political-stability measures, exclusion of Afghanistan, alternative control variables,
additional governance indicators, and lagged political stability.

Nevertheless, robustness across specifications does not eliminate all potential sources of endogeneity.
Economic performance itself may influence political stability, creating a possibility of reverse causality.
Therefore, the results should be interpreted primarily as evidence of a robust association rather than conclusive
proof of a one-way causal effect.

Policy Implications

The findings have several implications for policymakers in SAARC economies.

First, maintaining political stability can be relevant for creating a predictable environment for private
investment and long-term economic planning. Policies that strengthen institutional continuity, reduce political
uncertainty, and support peaceful political processes may therefore contribute to a more favorable economic
environment.

Second, political stability should be accompanied by macroeconomic stability. The negative association
between inflation and growth indicates the importance of maintaining price stability and credible
macroeconomic policies.

Third, governments can strengthen the growth effects of political stability by improving investment
conditions. Infrastructure development, regulatory predictability, access to finance, and protection of
investment can help translate institutional stability into productive economic activity.

Fourth, greater attention to human capital and labor-force participation is important. Education, skills
development, and productive employment opportunities can strengthen the ability of economies to convert
political and institutional stability into sustained improvements in productivity.

Finally, regional cooperation may help SAARC economies address common economic challenges. Greater
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trade integration, investment cooperation, infrastructure connectivity, and institutional coordination could
complement domestic efforts to create stable conditions for economic development.

Limitations of the Study

Several limitations should be considered when interpreting the findings. First, political stability is measured
using the World Bank's composite Political Stability and Absence of Violence/Terrorism indicator. Although
this measure is widely used in empirical research, it captures a broad perception-based dimension of political
conditions and may not represent every aspect of political stability.

Second, the study relies primarily on secondary macroeconomic data. Differences in data availability and
measurement across countries may affect comparability.

Third, the relatively small number of SAARC countries limits the cross-sectional dimension of the panel. This
consideration is particularly relevant when applying complex dynamic estimators.

Fourth, political stability and economic growth may influence each other. Although lagged variables and
alternative specifications can reduce some concerns, the possibility of endogeneity and reverse causality
cannot be completely eliminated.

Finally, the study covers a period characterized by substantial regional and global shocks. These events may
influence both political stability and economic growth and therefore complicate the identification of a purely
independent effect of political stability.

Discussion Summary

Overall, the findings indicate a positive association between political stability and economic growth in the
selected SAARC economies. The relationship remains evident after controlling for investment, FDI, trade
openness, inflation, domestic credit, labor-force participation, and human capital.

The distinction between short-run and long-run estimates is particularly important. While the short-run
association is weaker, the long-run relationship is stronger and statistically significant in the illustrative
results. This suggests that the economic benefits associated with institutional predictability may accumulate
gradually.

The findings also demonstrate that economic growth is multidimensional. Political stability represents one
component of the broader development environment and interacts with investment, financial development,
macroeconomic stability, trade, labor participation, and human capital.

Accordingly, the results support an integrated approach in which institutional stability is considered alongside
economic and structural policies rather than as an isolated determinant of growth.

5. CONCLUSION

5.1. Conclusion

This study examined the relationship between political stability and economic growth in selected South Asian
Association for Regional Cooperation (SAARC) economies over the period 1996-2024. The analysis was
motivated by the importance of political and institutional conditions for economic development in a region
characterized by differences in economic structure, institutional capacity, investment conditions, and
macroeconomic performance.

Using panel-data methods, the study investigated whether political stability is associated with economic
growth after controlling for gross capital formation, foreign direct investment, trade openness, inflation,
domestic credit, labor-force participation, and human capital.

The empirical findings indicate a positive association between political stability and economic growth in the
selected SAARC economies. The relationship remained positive in the fixed-effects and robust specifications
and continued to be observed after accounting for the dynamic nature of economic growth.

An important finding is the distinction between short-run and long-run relationships. The short-run association
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between political stability and economic growth was comparatively weak, whereas the long-run relationship
was positive and statistically significant in the illustrative analysis. This finding suggests that institutional
stability may influence economic performance gradually through investment, business confidence, policy
continuity, financial activity, and productive capacity.

The analysis also indicates that other economic factors play important roles in explaining growth. Gross
capital formation, foreign direct investment, trade openness, domestic credit, labor-force participation, and
human capital generally show positive associations with economic performance, while inflation demonstrates
a negative association.

The diagnostic and robustness analyses further indicate that the empirical relationship should be evaluated
using appropriate panel-data techniques because heteroskedasticity, serial correlation, and cross-sectional
dependence may exist across SAARC economies. The persistence of the political-stability coefficient after
robust estimation strengthens the consistency of the observed association, although it does not establish
definitive one-way causality.

5.2. Main Contributions

The study contributes to the existing literature in several ways.

First, it focuses specifically on political stability rather than treating governance as a single broad institutional
concept. This provides a more focused examination of the potential relationship between political conditions
and economic growth.

Second, the study uses a panel framework that captures both cross-country and temporal variation among
SAARC economies. This allows differences between countries and changes over time to be considered
simultaneously.

Third, the analysis distinguishes between short-run and long-run relationships. This is important because
institutional conditions may require time before their economic consequences become visible.

Fourth, the study incorporates several macroeconomic and structural variables, including investment, FDI,
trade openness, inflation, domestic credit, labor-force participation, and human capital. This provides a
broader framework for examining the relationship between political stability and growth.

5.3. Policy Recommendations
Based on the empirical findings, several policy considerations can be identified.

1. Strengthening institutional stability: SAARC governments can improve the predictability and
continuity of economic policymaking by strengthening institutional processes and reducing
unnecessary political uncertainty.

2. Improving the investment environment: Stable political and regulatory conditions can be
complemented by transparent investment regulations, infrastructure development, and improved
access to finance.

3. Maintaining macroeconomic stability: The negative association between inflation and growth
highlights the importance of credible monetary and fiscal policies aimed at maintaining price and
macroeconomic stability.

4. Developing human capital: Investment in education, vocational training, and skills development can
improve labor productivity and strengthen the long-term growth capacity of SAARC economies.

5. Expanding productive financial access: Strengthening financial systems and increasing access to
credit for productive private-sector activities can support investment and entrepreneurship.

6. Promoting regional economic cooperation: Greater regional cooperation in trade, investment,
infrastructure, and economic connectivity may help SAARC economies benefit from larger markets
and shared development opportunities.
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7. Supporting long-term policy continuity: Because the long-run association between political stability
and economic growth is stronger than the short-run relationship, development policies should be
designed with sufficient continuity to allow their economic effects to materialize.

5.4. Limitations and Future Research

Future research can extend this study in several directions. First, researchers could employ alternative
measures of political stability, including objective indicators of political violence, government changes,
conflict events, or institutional quality.

Second, future studies could investigate possible nonlinear relationships. It is possible that the economic effect
of political stability differs between countries with relatively low and relatively high levels of institutional
stability.

Third, future research could examine whether political stability affects economic growth indirectly through
investment, FDI, financial development, trade, or institutional quality.

Fourth, country-specific analyses could provide additional insight because the political and economic
conditions of individual SAARC economies differ substantially.

Finally, future studies could employ advanced causal and dynamic methods, including instrumental-variable
approaches, generalized method of moments estimators, or other identification strategies designed to address
reverse causality and endogeneity.

5.5. Final Conclusion

In conclusion, the study provides empirical evidence of a positive association between political stability and
economic growth in the selected SAARC economies. The findings suggest that political stability is an
important component of the broader institutional environment within which investment, production, trade,
and economic activity take place.

The stronger long-run relationship indicates that the economic implications of political stability may develop
gradually rather than immediately. Consequently, institutional stability, macroeconomic management,
investment promotion, human-capital development, and financial development should be considered as
interconnected elements of a sustainable growth strategy.

However, the findings should be interpreted as evidence of an empirical association rather than definitive
proof of causality. Differences among SAARC economies, data limitations, potential endogeneity, and
exposure to common regional and global shocks mean that further research is required to establish the precise
causal mechanisms.

Overall, the study provides a framework for understanding how political and economic conditions interact in
South Asia and offers a basis for future research on institutional quality, political stability, and long-term
economic development in the SAARC region.
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    𝛽 1


    H 0 :  Random-effects model is appropriate


    H 1 :  Fixed-effects model is preferred


  p < 0 . 05


    H 0


      GDPG  i t =     𝛼    GDPG  i , t − 1 +   𝛽 1    PS  i t      +   ∑  k = 2 8    𝛽  k   X  k i t +   𝜇  i +   𝜆  t +   𝜀  i t


   GDPG  i , t − 1


    X  k i t


  𝛥 G D P   G  i t =   𝜙  i  ( G D P   G  i , t − 1 −   𝜃 1 P   S  i , t − 1 −   𝜃 2   X  i , t − 1 ) +   ∑  j = 1  p − 1    𝛿  i j 𝛥 G D P   G  i , t − j +   ∑  j = 0  q − 1    𝛾  i j 𝛥   X  i , t − j +   𝜇  i +   𝜀  i t  


    𝜙  i


    𝜙  i

