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O O O Itis very important to bear in mind the warning given in Chapter 1 that, although regression analysis deals
with the relationship between a dependent variable and one or more independent variables, it does not necessarily
imply causation; that is, it does not necessarily mean that the independent variables are the cause and the
dependent variable is the effect. If causality between the two exists, it must be justified on the basis of some
(economic) theory. As noted earlier, the law of demand suggests that if all other variables are held constant, the
quantity demanded of a commaodity is (inversely) dependent on its own price. Here microeconomic theory
suggests that the price may be the causal force and the quantity demanded the effect. Always keep in mind that
regression does not necessarily imply causation. Causality must be justified, or inferred, from the theory that
underlies the phenomenon that is tested empirically.Regression analysis may have one of the following objectives:1.
To estimate the mean, or average, value of the dependent variable, given the values of the independent variables.2.
To test hypotheses about the nature of the dependence——hypotheses sug- gested by the underlying economic
theory. For example, in the demand function mentioned previously, we may want to test the hypothesis that the
price elasticity of demand is, say, -1.0; that is, the demand curve has unitary price elasticity. If the price of the
commodity goes up by 1 per- cent, the quantity demanded on the average goes down by 1 percent, assuming all
other factors affecting demand are held constant.
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