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Abstract

This paper researches the interaction between economic freedom (EF), foreign direct investment (FDI) and economic
growth in the five BRICS countries namely, Brazil, Russia, India, China and South Africa over the term 1995-2013.
In order to trying the data, panel data analysis is exercised. The results indicate that whole index of EF is positively
and acutely associated with economic growth, further, the results indicate that FDI is positively related and
statistically significant determinant of economic growth. We find that EF and FDI has significant influence on
economic growth. Besides, we decompose the EF index into the five categories constructing the index and observed
that just index of size of government is negatively associated with growth.
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1. Introduction

BRICS is an association of five major emerging economies Brazil, Russia, India, China and South Africa was coined
by Jim O’Neill in 2001. The group was initially known as BRIC before the attendance of South Africa in 2010. All
members are newly industrialized countries but they are distinguished by their extensive, fast-growing economies
and significant affect on regional and worldwide affairs. Taken as a transcontinental group the BRICS countries do
matter in the way of population, land surface, and economies their sizes are effective (van Agtamael, 2012). The
BRICS turned out to be an important aspect of the contemporary globalized era and what distinguishes them from
any other story of emerging markets growth is their ability to affect and to be affected by the global economy
(O’ Neill, et. al. 2005).

The global economy has experienced incomparable paradigm shifts in the last decade. Coupled with the recent crises
in developed regions, it may be just at the right time for emerging economies to fill the gap of growth left vacant by
developed countries in order to drive global economic performance. Despite decades of civil unrest, political and
economic turmoil shading some of these countries, there are strong symptoms that economic performance is fast
growing in these regions. Although still impotent to free themselves from the shackles of corruption and poverty, the
success of these economies currently rests on their ability to attract FDI from developed and developing countries.

Generally, it seems important to emphasize, first, that the findings with respect to developing economies specify that
FDI has a positive impact on economic growth (Campos and Kinoshita, 2002; Johnson, 2006), which is consistent
with the theoretical premise that FDI increases the technological upgrading of and knowledge spillovers within
technologically inferior recipient economies. Second, there is extreme evidence suggesting that the scope to which
FDI enhances growth on the whole depends on the absorptive capability of the recipient economy, which points to
the significance of complex, country determined features that allow for extracting benefits from FDI (Borenzstein et.
al. 1998; Fortanier 2007). Third, the empirical evidence generally supports the hypothesis that FDI exerts a positive
effect on economic growth according to the degree of complementarily and replacement between FDI and domestic
investments (Chang, 2010; de Mello, 1999).

The studies investigating the linkage between EF and economic growth found a positive effect of various measures
of EF on economic growth (Ali and Crain, 2002; Dawson, 1998; De Haan and Siermann, 1998; De Haan and Sturm,
2000; Heckelman and Stroup, 2000). Note that the concept globalization is very near to the concept of EF, studies
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find that globalization increases economic growth. However, depth of EF can have a negative impact, especially for
developing economies (Cole, 2003). In this context, Gray (2000) pointed out that the essential mechanisms through
which globalization influences development is through greater openness of international trade, greater mobility of
financial assets and greater ease of the transfer of bundles of resources through FDI by multinational firms.

Bengoa and Sanchez-Robles (2002) explored the interaction between EF, FDI and economic growth using panel data
analysis for a sample of 18 Latin American countries. The purpose of this paper is to extend the empirical framework
of Bengoa and Sanchez-Robles (2002) to cover the relationship between EF, FDI and economic growth in fast
emerging BRICS countries. The set of fast emerging countries included in the research are Brazil, Russia, India,
China, South Africa. The rest of the paper is structured as follows. Section 2 contains a succinct review of the
literature and empirical evidence on the FDI, EF and growth linkage. Section 3 describes the empirical model,
dataset and methodology. The results are presented and discussed in section 4. The sixth and final section succinctly
concludes.

2. Literature Framework and Empirical Evidence

The traditional economic theory suggests that dependence to EF should ease more FDI inflows into target countries
as it reduces ineffectualities, deadweight losses and uncertainties (Voyer and Beamish, 2004). The lack of EF can be
symptomatic of the various ways in which a government may take away potential profits and can be an obstacle to
FDI (Conklin, 2002). Restraining trade policies, for example, may discourage multinational corporations by
restriction their ability to import required inputs and increasing their transaction costs, thus lowering productive
efficiency (Harms and Ursprung 2002, Drabek and Payne 2002, Habib and Zurawicki 2002). Similarly, some EF
variables in source countries such as financial, trade and business freedom which involve freedom to operate
internationally are likely to facilitate more FDI outflows.

Quality of institutions and, by implication, the level of economic freedom, can affect both availability and
productivity of human and capital resources and might play an impressive role in its economic development. EF is a
condition or state of being in which individuals can act with autonomy while in the chase of subsistence. It therefore
implies that the right to produce, trade and consume any goods and services is almost a fundamental right for one and
all. North (1990) pointed out that a society‘s institutional framework can play a crucial role in the long-term
performance of its economy. Mauro (1995) observed that corruption obstructs economic growth. Moreover, secure
property rights can attract outside capital, make access to credit easier, lower interest rates, innovation, maintenance
of property and economic growth.

There is more cause to anticipate a steady relationship between changes in EF and growth. Reliability, however, is
vitally important here. Because reliability must be earned, there will often be a time lag between a change in EF and
when the change exerts an effect on economic output. Both historical factors and current political conditions will
affect the length of time required to earn reliability. Thus, the time period between when there is a change in policy
that influences EF and its impact on the growth of output is likely to vary, and in some cases it may be quite lengthy.
The success among East Asian economies were explained by the overcoming of utilizing FDI to improve economic
growth, resulting from their export-promotion strategy, improving education and human capital, policies that
encourage export-oriented FDI, adopting trade liberalization and macroeconomic stability (Ahmed and Anoruo,
2000). It was illustrated that FDI to growth causality was underpinned by capital stock propensities, greater trade
openness, restricted rule of law and lower income level while greater political rights and restricted rule of law were
the major factors that explained growth to FDI causality (Dhakal et. al., 2007).

There is also new flow of economic literature that attempts to clarify conflicting results of the FDI growth linkages
across the countries with the differences in the level of EF. There are number of studies that attempt to show from
where comes the difference and what factors become crucial for investors while making the decision to invest money
abroad. The general argument of this new literature is that investors' decision to invest in a foreign country is very
much connected with the economic situation inside the country and the state of the institutional environment. Thus
including the various measurements of EF could help to estimate the real effects of FDI on growth rates. Usually
such kinds of studies use already constructed special indices which represent the combination of different
components defining the various qualities of countries institutions.

Jadhav (2012) investigated the role of economic, institutional, and political factors in attracting FDI to BRICS
economy. The findings of the research state that market size, openness to trade, and rule of law play important roles
in attracting FDI to BRICS while natural resource availability had a negative effect, implying that FDI to BRICS is
largely market-oriented. Jadhav and Katti (2012), observed that governance efficiency and regulatory quality had a
positive impact on FDI inflow in BRICS while political instability, voice and accountability, and control of

Published by Sciedu Press 2 ISSN 1923-3981 E-ISSN 1923-399X



http://rwe.sciedupress.com Research in World Economy Vol. 7, No. 1; 2016

corruption had negative effects. Vijayakumar et al. (2010), employed panel analysis to examine the determinants of
FDI to BRICS and observed that market size, labor cost, infrastructure, and gross capital formation contributed
positively while trade openness and inflation were insignificant.

Pearson et. al. (2012) examined the relationship between economic freedom, state growth and FDI in a panel of the
50 states in America. The research found both EF and growth rate to each state to have positively and significantly
affected the inflow of FDI. Chong and Calderéon (2000) empirically found that improvements in the institutional
framework have a positive effect on growth. Dawson (1998), Ayal and Karras (1998), De Haan and Sturm (2003),
and Carlsson and Lundstrom (2002) investigated the relations between various components of freedom and growth
and observed that some of them were associated with growth while some of them were not.

Gwartney (2009) reveals that countries with more EF have higher shares of private investment in GDP, higher
productivity of private investment, grow more rapidly and achieve higher levels of per capita income than countries
with lower levels of EF. Heckelman (2000) observed that the average level of freedom precedes growth whereas
growth may precede one of the components government intervention; he did not find any relationship between
growth and two of the indexes that are deemed to be components of EF trade policy and taxation. Vega-Gordillo and
Alvarez-Arce (2003) found that EF fosters economic growth. Dawson (2003) found that the level of overall EF, and
most of its underlying components, are Granger-caused by the level of political and individual liberties. Justesen
(2008) finds that some aspects of EF influence growth and investment. Thus, there is only weak evidence that growth
affects EF.

Janicki and Wunnava (2004) found important role of economic growth, political risk, trade openness and labor cost
to explain the flow of FDI to Central and Eastern European countries. Kyrkilis and Pantelidis (2003) examined the
determinants of FDI in developing and developed countries and discovered that real GNP, effective exchange rate,
and human capital were important determinants of FDI flows. Mahmood et al., (2010) researched the link between
EF and economic growth. They found that size of government has negative correlation with growth, whereas
financial, trade, investment, business, property rights, and freedom from corruption have positive relation with
growth. Hanke and Walters (1997) reported that it was found a positive relationship between EF and the GDP per
capita. Cebula (2011) investigates the effect of the EF on economic growth in the OECD countries and concludes
that economic growth is positively correlated with monetary, business, investment, labor, fiscal, property rights, and
freedom from corruption. Islam (1996) showed that EF has a direct relation with per capita income and economic
growth for 98 low, middle, and high income countries.

Carlsson and Lundstrom (2002) found that some of the categories in the EF are insignificant and some of the
significant variables negatively related with increases in economic growth. As well as empirical evidence subject to
the relation of EF and economic growth, theoretical studies confirm the existence of this relationship. North (1990),
institutions have the incentive role in the economy by encouraging the production to increase and supporting
valuable national output. Berggren (2003), the countries with an independent legal system, protective property rights,
full capital mobility, have advantages such as productivity in goods and services through low taxation, and capital
investment, and the highest returns. Pradhan (2009) research the determinant of FDI in BRICS countries over the
period 1980 to 2010. Zafar (2013) examines the impact of a variety of factors market size, trade openness and cost of
capital among others on FDI inflows into India, Pakistan and Bangladesh. These both studies conclude that there is a
strong and positive relationship between FDI flows and economic growth in these countries. Broadman and
Recanatini (2001) analyzed market size, education level, local investment, cost of labour, transportation and
infrastructure variables to explain the regional and total FDI in Russia. They have significant impact on FDI.

Among the adherents that tilted along institutional lines of reasoning are Knack and Keefer (1995), Demetriades and
Law (2006) and Rodrik, Subramanian, and Trebbi (2004). They extolled the virtues of institutional factor as an
important growth recipe more than any other conditioning variables. Largely, the strand of literature that creates a
role for EF in FDI-growth relation is undoubtedly scarce or at best rudimentary. Bengoa and Sanchez-Robles (2003)
explored the interplay between EF, FDI and economic growth using panel data for a sample of 18 Latin American
countries over the period spanning 1970 through 1999. Their results suggest that FDI is positively correlated with
economic growth. Azman-Saini, Baharumshah, and Law (2010) also investigated the systemic link between EF, FDI
and economic growth. The results, reveal that FDI by itself has no direct positive effect on output growth. Instead,
the effect of FDI is contingent on the level of EF in the host countries. This means the countries promote greater
freedom of economic activities gain significantly from the presence of multinational corporations.

Tiwari (2011) examined the effectiveness of foreign aid, FDI, and EF for selected 28 Asian countries. The model
includes foreign aid, FDI, EF, labour force, and capital stock. The results indicated that an increase in the fiscal
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freedom, financial freedom and domestic capital stock were significant factors positively affecting economic growth.
Freedom from corruption, inflow of FDI and foreign aid were significant factors negatively affecting economic
growth. Further, they found that life expectancy played a significant and positive role in economic growth.

3. Model Specification, Data Description and Econometric Methodology

We employ various control variables that may influence growth and we forecast equation with the whole index of EF
and FDI. We solve the EF into all genres building the index. Descriptive statistics of variables in the research are
illustrated in Table 1.

Table 1. Descriptive statistics of variables in the research

Variable Observations Mean Std. Deviation Min Max
GDP 90 11.95 0.78 11.27 12.97
EF 92 62.17 7.77 37.45 79.05
EF1 92 1.56 0.72 0.96 2.28
EF2 92 0.98 0.66 0.64 1.28
EF3 92 1.24 0.87 0.62 1.63
EF4 92 0.92 0.39 0.49 1.23
EF5 92 0.84 0.28 0.32 1.04
FDI 94 9.56 1.41 5.21 11.16
TROPEN 92 36.07 19.92 13.54 112.04
INF 90 104.72 7.17 94.32 146.46
GCF 94 25.28 9.08 15.18 45.65
FINDEP 90 83.52 20.23 45.96 127.21

We pursue the available literature on EF, FDI and economic growth in excerpting our variables (Dawson 1998,
Gwartney et al., 2004) and with tracing Ray (1989), Bengoa and Sanchez-Robles (2003), Kapuria-Foreman (2007),
Dollar and Kraay (2002) Romalis (2007).

To investigate the links between EF, FDI and economic growth we follow a panel data analysis. Equation is as
tracing:

log(GDP)ir.1=Bo+P1EFi..1+B2FDLi i+ €ty (1
The variables used in first equation estimation are: (GDP) is the natural log of the per capita GDP in constant 2000

USS$ that is the agent variable of economic growth; EF is rating of EF that is calculated from five EF indexes
(business, trade, government size, monetary, and property right); FDI is FDI in current US$ for country.

log(GDP)it_IZBOJ"B 1 IOg(EF)it_1+leog(FDI)it_1+B310g(EF 1 )it-1+B410g(EF2)it-l+B510g(EF3)it-l
+ Bolog(EF4)i.1+B7log(EFS)iitei ?)

Exclusive of equation 1, EF1: refers to the value of government size, EF2: refers to the value of property rights, EF3:
refers to the value of monetary freedom, EF4: refers to the value of trade freedom and EFS5: refers to the value of
business freedom in equation 2.

log(GDP)it-l:BOJ'_B1log(EF)it-I+B210g(FDI)it-1+B310g(EF1)it-l+B410g(EF2)it-1+B510g(EF3)it-1+B610g(EF4)it-l
+B710g(EF5)i.1+Bslog(TROPEN);. 1 +olog(FINDEP); 1+ Bi1olog(INF)ii+ By log (GCF)ivitein 3)

Exclusive of equation 2, FDI: total foreign direct investment, TROPEN: Trade Openness is estimated as ratio of
import of goods and services plus export of goods and services divided by GDP, FINDEP: financial development
indicator measured by broad money supply over GDP, INF: infrastructure quality log per capita electricity, GCF:
gross capital formation to the percent of GDP in equation 3.

We first estimated equation without control variables for show the main relationship between growth, FDI, EF and
major variables for BRICS in 1995-2013. Annual data from 1995 to 2013 for Brazil, Russia, China, India, South
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Africa are from IMF International Financial Statistics and Department of Statistics and Central Bank of each country.
EF is from the Heritage Foundation.

The Panel data model includes three different techniques: Common constant, Fixed effects, Random effects. The
research estimates all these three techniques so as to incorporate the best fit of the estimation. Generally in the panel
data analysis, the Fixed effects model assumes that each country differs in its intercept term, whereas the Random
effects model assumes that each country differs in its error term. However, the Hausman specification test (1978)
guides us to choose the appropriate Panel data model either Fixed effects method or Random effects model.

4. Empirical Results and Discussion

This section introduces the empirical results of the estimation. I will provide the explanation of all the findings of
this research and will make comparison of my results with the results of the previous literature on the topic. In this
research, we used the methods of Im et al., (IPS) (2003), Augmented Dickey Fuller Fisher, Phillips-Perron Fisher,
Levin, Lin and Chu (LLC) (2002) as the panel unit root tests. Both Augmented Dickey-Fuller (ADF) and
Kwiatkowski-Phillips-Schmidt-Shin (KPSS) unit root tests for individual countries as well as panel unit root tests are
applied in order to check for robustness of the time series. All the macroeconomic fundamental and country specific
time series are transformed to ensure there is no unit-root problem and that all the time series used in the tests are
stationary. Panel unit root test results are shown in Table 2.

Table 2. Panel Unit Root Test results

LLC t* IPS W-stat ADF Chisquare PP Chisquare

GDP -6.35% -4.87* 47.94% 63.08*
FDI 590.96 -7.24% 70.81% 101.34*
EF -18.70° -13.02" 219.43" 25245
TROPEN -6.55% -6.56* 51.26% 86.06*
FINDEP -6.44% -4.97* 51.55% 85.58%
GCF -4.20% -7.68% 72.54% 119.87*
INF 31.61% -15.78* 48.27* 96.41%*
EF1 -17.34" -13.65" 239.41° 317.28"
EF2 -8.63° -6.82° 63.74" 65.65"
EF3 -15.96" -10.88" 186.53" 241.34°
EF4 -24.02" -17.82" 289.14" 383.56
EF5 -16.42" -12.51 208.52" 221.38"

Note: LLC, IPS and ADF and PP-Fisher tests have null hypothesis of the existence of a unit root in any of the series
in the panel. *, ** and *** denote statistical significance at 1, 5 and 10 %.

In order to selecting the best methods, Pooled Least Squares (PLS), fixed effects (FE) and random effects (RE), we
used testes of F Limer, and Hausman. First, in order to choose the type of model estimates, it is necessary to test the
F Limer and Hausman. In second, we estimated both RE model and FE model.

We have also employed FE and RE models to test the robustness of estimated results. To compare the FE with RE,
Hausman test is employed. The value of Hausman test is significant which shows that FE is a better choice for the
analysis as compared to RE. The results of FE and RE models are steady with pooled OLS results, which
circumstantiate the existence of relationship between FDI, EF and growth. Additionally, positive we first estimate
the model with the whole index of EF and the results are showed in Table 3.
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Table 3. Panel Regression results

FE RE FE RE FE RE
Constant 4.68 470 6.70 6.72 6.26 6.26
(6.70)° (3.85)" (18.74)° (5.92)" (32.22)° (5.28)"
EF 1.98 2.11 1.92 2.07 2.18 225
(2.72)° (2.89)° (2.64)° (2.67)" (3.24) (3.47)
FDI 0.29 0.35 0.28 0.38 0.32 0.40
(1.59)° (1.92)" (1.43) (2.09)" (1.82)° (2.21)
EF1 -0.82 -0.66 -0.52 -0.38
(-3.36)" (-2.64)" (-1.65)" (-1.02)"
EF2 1.78 1.52 1.41 0.95
(4.86)" 4.31) (3.90)" (2.52)"
EF3 1.19 0.97 0.78 0.73
(3.83)" (3.16)° (2.07)° (2.02)°
EF4 1.62 1.46 1.42 1.24
(4.03)” (4.16)" 4.07)" (3.28)"
EF5 1.72 1.65 1.76 1.58
(4.55)" (4.64)° (4.47) 4.12)°
TROPEN 0.47 0.46
(4.05)" (4.04)"
INF 1.63 1.86
(3.49)™ (3.62)"
GCF 0.36 0.42
(3.76)° (3.95)
FINDEP 1.84 1.96
(7.21) (7.42)"
Wald Chi-sq 10.60 9.97 13.22
0.0076 0.0421 0.0287
F statistic 553.10 551.13 566.09
0.0000 0.0000 0.0000
Adjusted R 0.89 0.65 0.89 0.73 0.89 0.85

Notes: * ** *** indicates coefficient is significant at 1%, 5% and 10% level of significance respectively, Wald
Chi-Square is used to assess the overall model fit for RE and F-statistic is used to test the overall model fit for FE,
Numbers in parentheses are t statistic.

Both the versions RE and FE show a very good whole model fit as remarked by the Wald Chi-Square and F-statistic
respectively. In model 1, RE is better than FE and the equations, in the model 2 and model 3, FE is better than RE at
level 5%. It is clear that the EF is highly positively correlated with economic growth; coefficient is 1.98 and t
statistic is 2.72, meaning that the coefficient is statistically significant at all levels. One unit increase in the EF leads
to a 1.98% increases in growth; It is clear that the FDI is highly positively correlated with economic growth;
coefficient is 0.29 and t statistic is 1.59, meaning that the coefficient is statistically significant at all levels. One unit
increase in the EF leads to a 0.29% increases in growth.

The second model is used to determine individually the impact of the constituents of EF on economic growth. EF1 is
significant and the coefficient is negative, implying that a larger government size decreases growth. The estimated
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size suggests that one unit increase of the index decreases the average growth by roughly 0.82%. Most previous
studies have found a positive relation between this variable and growth. EF2 is significant and positive, and the
estimated size suggests that one unit increase of the index increases growth by 1.78%. This result is somewhat
surprising since most previous studies have found a negative or not significant relation. Property rights are protected
through strong and unbiased judicial system, establishment of impartial and strong judicial system may decrease the
process of growth through sufficient provision of protection to property rights; EF3 is positive and significant, and
one unit increase of the index increases growth by 1.19%. EF4 is significant and interestingly there is a positive
relation; freedom to trade increases growth. The result suggests that one unit increase of the index increases growth
by 1.62%. EF5 is positive and significant, and one unit increase of the index increases growth by 1.72%.

We re-estimate regressions by including our supplement control variables. In the model 3 we include Trade
Openness. Coefficient EF is positive and significant at the 1% level nonetheless, TROPEN has positive and
significant, and one unit increase of the index increases growth by 0.47%. In the model 3 we added Financial
Development Indicator. Results present, coefficient FINDEP is positive and significant, and one unit increase of the
index increases growth by 1.84%. In the model 3 we include Infrastructure Quality; changes INF a country positively
and significantly influence the growth with a coefficient of 1.63. In the model 3, we include Gross Capital Formation.
Coefticient GCF is positive and significant, and one unit increase of the index increases growth by 0.36%, additional
coefficients EF and FDI is positive and significant at the 1% level. The value of R is 0.89 and F-statistic measures
statistically significant. Coefficients FDI is positive and significant at 1% level and one unit increase in the FDI leads
to a 0.35% increase in growth. Consequently, four of the significant EF variables are positively related to growth but
one are negatively related.

5. Conclusion

Economically free institutions have an important role for taking advantage of opportunity to improve the life
standards of citizens in the developing countries. The relationship between EF and economic growth has been
discussed in economic literature. In order to test this relationship, most researchers used various measures of
economic and social performance. We can say that the general comment obtained from the numerous articles is that
EF is vitally important to a society. Moreover, EF induces less poverty and improvements in the life standards of
citizens of a nation. It is worth noted that countries should focus not only on policies to attract FDI but also on the
policies that are necessary for FDI to generate a positive development impact in the recipient country. When
investigating the aggregate effect of the EF, we found that an increase in economic freedom, increases growth. Most
of the previous studies, as emphasized in the literature review, have found a positive and robust relationship between
EF, FDI and economic growth, which supports the results of this research.

In this research, the relationship among EF, FDI and economic growth nexus in the BRICS countries over the period
1995-2013 was investigated. In order to estimate the relation, panel data estimation techniques were employed. We
estimated both RE model and FE model. The results of the research will strengthened the view that FDI and EF to
trade will continue to be viewed as two keys determinant of economic growth. The research found that the EF and
FDI is have positive and significant effect on economic growth. We decompose the EF into the five categories
constructing the index and we observed that just size of government are another key ingredient of EF that is
negatively correlated with growth. Government size is negatively correlated with growth. Because increase in
government size positively affects the better allocation of resources. Another index of EF is positively correlated to
growth. This index may be developed, extended with new and better proxies and used in investigating the impact of
EF on other macroeconomic magnitudes including investment, trade, even technology. In addition Trade Openness,
Financial Development, Infrastructure Quality and Gross Capital Formation is have positive and significant effect on
economic growth.

The empirical analysis has some policy implications towards the improvement of investment climate to attract higher
FDI inflows into BRICS countries that are expected to facilitate their economy in enhancement of market potential,
infrastructural development and capital formation. The tag of fast-paced economic growth notwithstanding, BRICS,
will have to tackle the challenge of ensuring and achieving growth without sacrificing equity, and by utilizing the
benefits of innovation to address the issues of inequality of economies. The challenge is to have an innovation policy
that will ensure growth accompanied by equity, for which they must have necessary institutional mechanisms in
place. Due to the immense economic power of the BRICS countries, they are becoming a political factor and thereby
create a balance of forces within the international relations. That will, on hand, change the BRICS countries
themselves, on the other hand, it changes the relations of the current leading forces, the USA and EU toward BRICS
and it also changes the perspectives regarding the possibility of an economic boom. With these new constellations of
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the relations within the globalised world, it is expected that the leading countries in the world will start creating the
new world order.
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