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Abstract

The SADC is attempting to achieve development and economic growth.
This paper investigates the relationship between economic freedom — in
aggregate and on an individual component basis — on economic growth in
the SADC. The annual data for 13 SADC countries from 2000 to 2009 are
used to construct a generalised method of moments, dynamic panel-data
model. When cross-sectional dependence of the error term, individual-
and time-specific effects are controlled, economic freedom and GDP per
capita are positively related and freedom Granger-causes growth. All five
individual components are highly significant and are positively related to
growth; however, the magnitude of the elasticity parameters varies. The
causality among the individual freedom components indicates that link-
ages exist between certain of these components.
Keywords: economic freedom, economic growth, SADC, causality,elasticity
JEL Classification: C33, O43, O55

1 Introduction

The objective of this paper is to identify whether a positive relationship exists
between economic freedom and economic growth, as well as to determine the
causality between economic freedom and growth amongst the SADC countries.
Furthermore, this research will analyse economic freedom by way of the indi-
vidual components that make up the aggregate freedom index — in order to
establish the magnitude of each component separately. The causality between
the individual freedom components is also examined, in order to determine if
a “knock-on” effect is present. By increasing the freedom in one area, does a
country then experience economic freedom in other areas as well?
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Countries grow by acquiring more inputs, by increasing physical capital, by
improving the education and skill levels of workers, and by adopting improved
technology. However, expanding the availability of these of these inputs does
not always — by itself — lead to economic growth (Snowdon and Vane, 2005).

Therefore, to understand why some countries have performed better than
others with respect to growth, it is necessary to delve into the wider funda-
mental determinants of growth and understand how policy choices are made in
an institutional structure, and how the quality of a country’s institutions ac-
count for the major income differentials that are observed amongst the various
countries.

The objective of the Southern African Development Community (SADC),
is not limited to the achievement of development and economic growth, to the
alleviation of poverty, to enhancing the standard and quality of life for the peo-
ples of Southern Africa, and to supporting the socially disadvantaged through
regional integration. The evolution of common political values, systems and
institutions, in addition to the promotion and defence of peace and security
comprise also the objectives of the SADC (SADC, 2012).

The majority of the SADC members have not been able to experience sus-
tained economic growth. This could be attributed to difficulty in increasing
the fundamental aspects of growth, namely labour and capital, as well as to
employing incorrect policies, institutions, and the lack of economic freedom.

Africa’s overall level of economic freedom is weaker than that of any other
region. However, the Sub-Saharan region has made the greatest strides in eco-
nomic freedom, and for the past two years, according to the 2012 Heritage Foun-
dation Freedom Index, has been the most improved region. Also, six of the 10
fastest-growing economies over the past decade are to be found in Sub-Saharan
Africa (Miller, Holmes and Feulner, 2012).

The average level of economic freedom amongst the SADC countries is 6.1,
when compared with the overall world average of 6.6. Mauritius, scoring 7.7,
is the freest SADC country and consequently the only Sub-Saharan country in
the top 10. Conversely, Zimbabwe rates as the lowest country that is ranked,
and scores 4.11 .

Due to the strong persistent behaviour of GDP per capita, the estimation
model is specified as a dynamic panel model which includes a one period lag of
the dependent variable. The model is estimated using the Arellano and Bover
(1995) two-step system GMM with forward orthogonal deviations instead of
differencing. The LSDV estimation is done using Driscoll and Kraay (1998)
robust standard errors to correct for cross-sectional dependence of the error
term. The data is also time demeaned to remove any time-specific effects.

The findings show that the aggregate level of economic freedom and GDP
per capita are positively related. The Granger-causality test reveals that eco-
nomic freedom does Granger-cause economic growth amongst the SADC coun-
tries. The individual economic freedom components indicate similar results:

1Economic freedom, as measured by the Fraser Institute, is quantified on a scale between
0 and 10 where 10 represents perfect economic freedom and 0 represents a repressed nation.

2



All five freedom components are highly significant and positively associated
with growth; however, the elasticity parameters of the said components vary
considerably. Causality exists amongst a number of the individual freedom
components, indicating the existence of linkages between the components.

The rest of this paper is organised as follows: section 2 reviews the related
literature; section 3 describes the data and the methodology used; section 4
discusses the empirical results; while section 5 addresses the conclusion and
policy implications.

2 The Literature Review

Economic freedom focuses on personal choice, the ability to make voluntary
transactions, the freedom to compete, and the security of privately owned prop-
erty. It ultimately provides the foundation for other freedoms, and for democ-
racy itself, by liberating individuals and families from dependence on govern-
ment. Therefore, in economically free societies, governments allow labour, cap-
ital and goods to move freely, and it refrains from coercion or constraining
liberty beyond the extent that is necessary to protect and maintain liberty itself
(Gwartney, Lawson and Hall, 2011).

The Fraser Institute describes economic freedom as the extent to which one
can pursue economic activity without any interference from government — as
long as one’s actions do not violate the same rights for others. The economic
freedom index is measured in five broad areas:

A1: Size of Government: Expenditure, Taxes and Enterprises,
A2: Legal Structure and the Security of Property Rights,
A3: Access to Sound Money,
A4: Freedom to Trade Internationally, and
A5: Regulation of Credit, Labour and Business.

The global distribution of economic freedom, as measured by the Fraser
Institute, is skewed towards countries being ranked in the ‘moderately free’
and ‘mostly unfree’ categories. Approximately only 3 per cent of countries are
considered ‘free’; and approximately 16 per cent of countries are considered to
be repressed. The remaining economies fall in the ‘mostly free’, ‘moderately
free’ and ‘mostly unfree’ categories.

Findings by Gwartney et al. (2011) on the relationship between general
economic freedom and prosperity are: income per capita in the freest coun-
tries is approximately seven times higher than it is in repressed countries; eco-
nomic growth for countries classified as ‘most free’ is approximately two per-
centage points above those countries classified as ‘least free’. Poverty rates for
freer economies are approximately 90 per cent lower than they are for ‘unfree’
economies; and life expectancy is approximately 18 years longer in a ‘mostly
free’ country than it is for a ‘least-free’ country.
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In a study conducted by De Haan and Sturm (2000) on the relationship
between economic freedom and economic growth, these authors concluded that
more economic freedom fosters economic growth; but the level of freedom is not
necessarily related to growth. Thus, more economic freedom brings countries
more quickly to their steady-state level of economic growth; but the level of
steady state growth is not affected by the level of economic freedom.

Research conducted by Moinul Islam and Salimullah (2006) on the effects
of investments, openness and economic freedom on real GDP per capita, us-
ing panel data for a number of Least Developed Countries (LDCs), found the
following results: Investments significantly and positively affect growth; while
openness and economic growth are positively related and highly significant, and
economic freedom suggests a statistically significant favourable effect on eco-
nomic growth. More specifically, a unitary increase in economic freedom raises
growth rates by eight-tenths of a unit.

A study by Carlsonn and Lundstrom (2002) on the effects of individual
components of economic freedom of economic growth found the following results.
Four of the five areas of economic freedom are significant contributors to growth.
Area 3: Access to Sound Money is insignificant, and appears to have no impact
on economic growth.

Freedom of Exchange in Capital Markets and Legal Structure and Security
of Private Ownership are all significant and positive contributors to growth.
Area 4: Freedom to Trade Internationally has a significant yet negative impact
on growth, meaning that increased trade freedom or openness decrease growth.
This goes against a priori expectations that increased economic openness and
freedom to trade would increase growth rates.

Area 1: Size of Government has a positive and significant impact on growth.
This is in line with a priori expectations, as increasing government consumption
and transfers as a percentage of GDP and increasing taxes would impact growth
negatively. Therefore, in order for countries to prosper and grow, government
intervention should be kept to a minimum; and that personal choice and markets
should be free to make the decisions.

In a study conducted by Dawson (2003), evidence was found that confirms
that the overall level of economic freedom Granger-causes growth, and that
freedom is actually correlated with growth. This implies that economic freedom
actually causes growth. However, when analysing on a component basis, the
results are varied. Some areas of freedom cause growth; other areas of freedom
are the result of growth; while other areas of freedom are jointly determined
with growth.

The two stronger components of the freedom index, Capital Markets and
Property Rights, are not only positively related to growth, but were found to
actually cause growth. Whereas, Area 1: Size of Government is found to be
caused by growth, implying that larger governments are the result of growth.

The relationship between economic growth and Freedom to Trade shows no
evidence of Granger causality in either direction. Economic freedom relates
to money and price stability — Area 3: Access to Sound Money — is endoge-
nously determined by growth, and appears to be the least important variable in
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determining growth rates.

3 Data and Methodology

Table 1 contains a description of the variables used, as well as a description
of how each variable is measured. Due to the unavailability of data, the panel
consists of 12 out of the 15 SADC2 countries across the 2000 — 2009 time pe-
riod. Economic freedom data are obtained from the Fraser Institute, Economic
Freedom of the World Index. All other data are obtained from the International
Monetary Fund (IMF).

3.1 Descriptive Statistics

Table 2 contains a summary of the descriptive statistics of the variables used in
the study. The average GDP per capita for the SADC countries between 2000
and 2009 was $1891. The highest GDP per capita was reported by Mauritius
at $5316. Consequently, Mauritius is also rated the freest African country, and
is the only African country in the top 10 most free countries, according to the
2012 Economic Freedom of the World (EFW) rankings.

The ratio of government consumption and government debt to GDP for
the SADC is 19.3 per cent and 53.1 per cent, respectively. Gross fixed capital
formation as a function of GDP amongst the SADC countries is 21.1 per cent
The ratio of the sum of imports and exports as a percentage of GDP is a good
proxy to measure the degree of openness in an economy. A higher ratio is
preferable to a lower one, as increasing an economy’s openness to trade would
see that economy accruing more benefits and achieving higher growth rates.

The average level of openness in the SADC is approximately 86 per cent.
This indicates that the SADCmembers are relatively open, and accrue the bene-
fits associated with higher levels of trade. The existence of the PTA (preferential
trade agreement) and the SACU (Southern African Customs Union) set up be-
tween the member countries fosters trade; thus, economic openness amongst the
SADC countries is above-average. Mauritius is the freest SADC country; and
with a ranking of the 3rd most-open SADC economy, it is not surprising that it
has the highest GDP per capita compared with that of its SADC peers.

The aggregate economic freedom variable, measured as an average of the
individual components, is represented by the Fraser Institute and quantified
on a scale between 0 and 10. 10 represents perfect economic freedom, while 0
represents a repressed nation. The average level of total economic freedom for
the SADC members is 6.1, classifying the region as moderately free. The freest
economy, as mentioned before, is Mauritius which scores 7.7.

Disaggregating the economic freedom summary variable, and investigating
each component separately, the following is noticed. The average level of the

2Angola, Botswana, the Democratic Republic of Congo, Lesotho, Madagascar, Malawi,
Mauritius, Mozambique, Namibia, South Africa, the United Republic of Tanzania and Zambia.
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variable measuring fiscal freedom, size of Government, is 5.6. Therefore, the
SADC region is rated as moderately free with respect to fiscal freedom.

The freedom component measuring a country’s Legal Structure and the Se-
curity of Property Rights averages 5.1. Access to Sound Money, the freedom
component measuring monetary freedom and price stability, has a mean level
of 7.1. Freedom to Trade Internally measures a country’s openness to trade and
averages 6.4 amongst the SADC countries. The regulation component quantifies
the amount of regulation applied by a country with respect to credit markets,
labour markets and businesses. The average level of regulation in the SADC is
6.3, classifying the SADC as being moderately regulated.

3.2 Cross-Correlation Analysis

Table 3 provides a summary of the output of the cross-correlation between GDP
per capita and the independent variables. As a result of the strong persistent
behaviour of GDP per capita, the model is specified as a dynamic panel model
which includes a one period lag of the dependent variable.

Openness and aggregate economic freedom are positively correlated with
GDP per capita and significant at the 1% significance level. This confirms the
a priori expectations stated in the literature review that freer and more open
economies experience higher growth rates. Similarly, public debt and GDP are
inversely related, and are significant at the 1% significance level. Therefore, the
a-priori expectation is that public debt negatively affects growth.

Government consumption expenditure as a percentage of GDP is positively
related to economic growth. However, the a-priori expectation is that the vari-
able could either take on a positive or a negative relationship with growth,
depending on the composition of the government expenditure. The relationship
between gross fixed investment and GDP per capita is positive, yet weak and
insignificant. However, according to Solow (1956), a country’s growth depends
on the savings (investment) rate, and thus a priori expectation is that a positive
and significant relationship should exist.

Table 4 contains the cross-correlation analysis between GDP per capita and
the individual economic freedom components. Four of the five variables; Legal
Structure and the Security of Property Rights, Access to Sound Money, Freedom
to Trade Internationally and Regulation of Credit, Labour and Business, have
a positive correlation with GDP per capita, significant at the 1% level. The
cross-correlation between GDP per capita and Size of Government indicates a
negative relationship. However, the correlation is insignificant and thus the a
priori expectation is that a positive relationship should hold.

An interesting result to take note of is the strong positive and highly signif-
icant relationship of the freedom components amongst each other. Therefore,
a country, by improving one aspect of economic freedom can automatically in-
crease its freedom in another category and experience a multiplier effect on
growth rates. Table 5 summarises the Granger- causality test on individual
components, and provides information on which components precede other com-
ponents. Only the significant relationships are presented in the table.

6



Size of Government is seen to Granger-cause Access to Sound Money; and
Access to Sound Money Granger-causes the Size of Government. This indicates
that when a country improves its fiscal freedom, its monetary freedom improves;
and vice versa. The regulation component Granger-causes the legal component;
and vice versa. Therefore, by improving a country’s legal structure, regulation
will improve, and by improving regulation, the legal structure and the protection
of property rights will also be better off.

Finally, fiscal freedom is also found to Granger-cause the regulation com-
ponent and Freedom to Trade Internationally is found to Granger-cause both
the legal structure and the regulation components. However, since correlation
does not necessarily imply causality, there is a need to ascertain these above-
mentioned trends empirically, and to establish whether the relationship derived
from the theoretical framework is consistent with an empirical estimation of the
data.

3.3 Model Specification and Estimation Technique

Before estimating the model, it is important to test the variables for stationarity,
and to determine the order of integration. The Im, Pesaran and Shin (IPS) test
allows for heterogeneity under the alternative hypothesis, which allows for the
individual unit root process, given that the fixed effects are valid (Banerjee,
1999). Table 6 provides the summarised results of the IPS test statistics, and
consequently the order of integration of the variables. All variables are either
integrated at their level, or after the first-differencing.

Due to the strong persistent nature of GDP per capita, the estimation model
is specified as a dynamic panel model which includes a lag of the dependent
variable. However, before specifying the model, initial diagnostic tests must be
conducted. Table 7 details the results of these tests. The test for joint validity
of individual effects reveal that both cross-sectional and time-specific effects are
valid; and therefore, the error term takes a two-way error component form. The
model is specified as follows:

yi,t = αi,t + γyi,t−1 + βXi,t + µi + λt + vi,t

Where:

µi - unobservable individual (country-specific) effects

λt - unobservable time (period) effects

vi,t - idiosyncratic error term, IID (0,σ
2

v)

A critical assumption in the two-way error component model is that the
regressors are strictly exogenous, i.e. E(vi,t|Xi,t) �= 0. Since the disturbance
term contains individual effects, µi, that are unobservable, it may be correlated
with another variable on the right-hand side of the equation (Baltagi, 2008). The
Hausman Test for endogeneity rejects the null hypothesis of exogeneity, implying
that the regressors and the fixed-effect error term are correlated. Therefore, the
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regressors are endogeneous, and are determined by other factors that are not
captured in the model, but are probably reflected in the error term.

Due to the fact that fixed-individual and fixed-period effects are present, the
LM test statistic is used to test for zero first-order serial correlation. The null
hypothesis of no serial correlation is rejected. Therefore, the inference is that
positive first-order serial correlation is present in the model, given the existence
of fixed effects. This violates the assumption that is necessary for consistency of
OLS estimators, resulting in biased and inconsistent estimators (Nickell, 1981).

The two-way error component model assumes that the disturbances are ho-
moskedastic with the same variance across individual cross sections and time.
However, this is a restrictive assumption in panels where cross-sectional units
vary according to size and exhibit different variance, such as the SADC mem-
bers. The Lagrange multiplier (LM) test is used to test for heteroskedasticity.
The null hypothesis of homoskedastic errors is rejected, concluding that vari-
ances are heteroskedastic (Baltagi, 2008).

The Pesaran (2004) CD test is used to determine the cross-sectional de-
pendence of the error terms. The hypothesis test rejects the null hypothesis
of cross-sectional independence, and indicates that cross-sections are interde-
pendent. The correlation coefficient of the error term across cross sections is
0.43.

Two other tests exist that can test for the dependence of cross-sections.
These test are the Frees (1995) and Friedman (1937) test for cross-sectional
dependence. The inference from both the Frees and Friedman tests is that cross-
sections are interdependent, thus confirming the Pesaran CD test conclusion.
However, according to De Hoyos and Sarafidis (2006), the properties of the
Frees and Freedman tests for cross-sectional dependence are suited for static
panel data estimates, but not for dynamic panel models. The Pesaran CD test
under fixed effects is suited for dynamic panels.

The results from the diagnostic tests indicate that the idiosyncratic-disturbance
term and the regressors are endogenous, that both heteroskedasticity and serial
correlation are present, and that the cross-sections are interdependent. Given
these results, an estimation technique that preserves homoskedasticity, prevents
serial correlation, and also preserves the orthogonality between transformed
variables and lagged regressors, is required.

Therefore, the model is estimated by using the Arellano and Bover (1995)
two-step system generalised method of moments (GMM) with forward orthog-
onal deviations instead of differencing. By using the forward orthogonal devi-
ations instead of differencing, it becomes possible to use one-period lags of the
regressors as valid instruments, since they are not correlated with the trans-
formed error term (Arellano and Bover, 2005).

For robustness, the LSDV estimation is done, using the Driscoll and Kraay
(1998) robust standard errors to correct for some level of cross-sectional depen-
dence of the error term. To address the endogeneity, the data are time-demeaned
to remove any time-specific effects. This also corrects for cross-sectional depen-
dence, as it removes the mean impact of the factor loadings of the unobservable
factors generating the interdependence between cross-sections (De Hoyos and
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Sarafidis, 2006).
The cross-sectional specific effects are eliminated by using forward orthog-

onal deviations, making it possible to use one period lags of the regressors as
valid instruments, since they are not correlated with the transformed error term
(Love and Zicchino, 2006).

The GMM procedure is an efficient procedure, and additional instruments
can be obtained in a dynamic panel data model if orthogonality conditions exist
between the lagged values of yi,t and the disturbances vi,t (Arellano and Bond,
1991).

4 Empirical Results

The model used is similar to that of Moinul Islam and Salimullah (2006) who
adopted a growth model based on a neoclassical aggregate production function,
to estimate the effects of investment, economic freedom and openness on eco-
nomic growth in the Least Developed Countries (LDC countries). Additionally,
government consumption and debt as a function of GDP are included in the
equation to further account for State involvement.

Table 10 details the estimation results for the pooled OLS model, the LSDV
model, and the Arellano and Bover (1995) two-step system GMM. The coef-
ficient of lagged GDP per capita is positive and statistically significant at the
1% level throughout each of the equations. This indicates the strong persistent
nature of past levels of GDP per capita amongst the SADC countries influencing
current levels, even though the coefficient has been corrected downwards by the
GMM equation.

The government consumption variable is negative and insignificant. This
confirms the a priori expectations in a number of ways. When government
consumption is concentrated on non-productive expenditure, it would have an
insignificant impact on a country’s growth rates. Furthermore, Barro (1989),
argued that government consumption expenditure actually decreases a country’s
growth, as increased taxation to fund the expenditure would reduce savings,
investments — and hence growth.

Therefore, the findings for the SADC region indicate that government con-
sumption has no positive effects on growth, but actually has a negative associa-
tion. However, the conclusion is that government consumption is an insignificant
driver in a country’s GDP per capita growth.

Public-sector debt is negatively signed and significant at the 1% significance
level. This indicates that the association between GDP per capita and govern-
ment debt is negative and highly significant, which is in accordance with the
a priori expectations. The elasticity between growth and government debt is
-0.14, which can be interpreted as follows: A 10 per cent increase in the level
of government debt reduces GDP per capita by 1.4 per cent. The finding is in-
tuitive, as excess public-sector debt is financed through increased taxes, which
reduce an individual’s disposable income, and would ultimately decrease the
level of GDP per capita.
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Gross fixed capital formation is positively signed and significant at the 1%
level. The elasticity for the investment coefficient is 0.34. This can be inter-
preted as increasing GDP per capita by 3.4 per cent when gross fixed capital
formation increases by 10 per cent, making the investments a key driver in the
growth equation. According to Solow (1956), a country’s growth rate depends
on the saving, and hence on the investment rate. This is thus true for the SADC
region as well.

Economic openness is, as expected, highly significant and positively related
to growth. A relatively large coefficient of 0.21 indicates that increasing open-
ness in the SADC by 10 per cent would increase the GDP per capita levels by
2.1 per cent. These finding for the SADC region confirm those of Romer (1989),
who found that openness is correlated to growth and that open economies grow
faster because of their efficiency gains, as well as the benefits of trade.

The coefficient of interest is economic freedom. Cross-correlation analysis
revealed that economic freedom and GDP per capita are positively and signif-
icantly correlated. The empirical estimation revealed that economic freedom
is, in fact, positively related to growth; and this relationship is significant. A
more surprising result is the magnitude of the coefficient. An elasticity of 0.54
makes economic freedom the principal driver of economic growth in the specified
model. Therefore, when economic freedom in the SADC is increased by 10 per
cent, a country should experience an increased GDP per capita growth of 5.4
per cent!

The findings for the SADC are in line with those of a study done by Moinul
Islam and Salimullah (2006), who found economic freedom to positively influence
growth for the LDC. Accordingly, De Haan and Sturm (2000), also concluded
that greater economic freedom fosters growth.

The Granger-causality test, conducted on GDP per capita and the aggregate
economic freedom index, reveals that economic freedom does, in fact, Granger-
cause economic growth amongst the SADC countries. Therefore, economic free-
dom precedes economic growth; and consequently, it is possible to improve
growth rates by becoming more economically free.

The two-step system GMM is the correct model specification to estimate
the impact of economic freedom, as well as other variables, given the strong
persistence of GDP per capita. The model produces credible results that are
adequately robust, well aligned to the a priori expectations; and is statistically
sound for estimation purposes. The model is thus used to establish the elasticity
of the individual freedom components, independently. Figure 1 summarises the
individual freedom component elasticities.

According to the cross-correlation, Size of Government and GDP per capita
are negatively related; however, the relationship is insignificant, and the a priori
expectations are that a positive relationship should hold. The empirical estima-
tion output shows that the Size of Government freedom component is indeed
positive, and is significantly related to growth.

The elasticity parameter for the Size of Government component, when in-
terpreted, indicates that a 10 per cent increase in fiscal freedom would increase
GDP per capita by 3.3 per cent. Therefore, by decreasing government con-
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sumption spending, including subsidies and transfers, as well as government
enterprises and investments, would lead to higher growth rates.

The Legal Structure and Security of Property Rights variable, a fundamental
pillar of economic freedom, is positively related to growth, and it is highly
significant. The elasticity indicates that by improving this component (the
integrity of the legal system, protecting property rights and ensuring contracts)
by 10 per cent, GDP per capita would increase by 5.7 per cent.

The freedom component, Access to Sound Money, is positive and highly
significant; yet the elasticity is the lowest of all the freedom components. A 10
per cent increase in monetary freedom would lead to a 2.5 per cent increase in
GDP per capita. Therefore, by allowing citizens to own foreign currency, by
maintaining low inflation, but more importantly, stable inflation rates, as well
as a consistent money supply, a country should experience positive growth.

The results from the estimation indicate that a relatively strong and highly
significant relationship exists between Freedom to Trade Internationally and
GDP per capita. This confirms the results from the cross-correlation analysis,
where a positive and highly significant relationship was observed. Empirically,
by increasing international trade freedom by 10 per cent, GDP per capita would
increase by 5.8 per cent.

The elasticity between GDP per capita and the Regulation of Labour, Credit
and Business, 0.64, is the highest of all the individual economic freedom com-
ponents. Therefore, a 10 per cent increase in freedom from regulation, should
increase GDP per capita by 6.4 per cent. This positive and significant asso-
ciation confirms the a priori expectations derived from the cross-correlation
analysis.

The Arellano and Bond (1991) test for second order serial correlation fails
to reject the null of no autocorrelation. The Sargan test for overidentification
fails to reject the null that the overidentification restrictions are valid. The
difference-in-Hansen test fails to reject the null that the instrument subset is
exogenous. Therefore, the results of the two-step system GMM estimation with
forward orthogonal deviations meet all post estimation diagnostic requirements.
All coefficients estimates compare favourably with the OLS and LSDV coefficient
estimates, indicating that they are good estimates of the true parameters of the
variables.

5 Conclusion and Policy Implications

The empirical results confirm that economic freedom is positively related to
economic growth in the SADC countries. This is in line with the findings of
De Haan and Sturm (2000) as well as those of Moinul Islam and Salimullah
(2006). More importantly, economic freedom is found to Granger-cause eco-
nomic growth. Therefore, increasing the levels of economic freedom leads to
higher GDP per capita growth rates, thereby confirming the results found by
Dawson (2003).

Disaggregating the economic freedom index, and empirically testing the re-

11



lationship between each individual freedom component and growth reveals the
following results: All five freedom components are highly significant and posi-
tively associated with growth; the elasticity parameters of the said components
vary considerably and causality exists amongst a number of the individual com-
ponents.

At the aggregate level, government consumption is negatively related to
growth, yet the relationship is insignificant. According to Barro (1989), the ra-
tio of government consumption expenditure to GDP has a negative association
with growth, since government consumption has no direct effect on private pro-
ductivity (or private property rights); but it reduces savings and growth through
the distorting effects from taxation and government-expenditure programmes.
Therefore, the greater the volume of non-productive government spending, such
as that on public-sector wages, and the associated taxation, the larger the re-
duction in an economy’s growth rate.

Government debt in the SADC is, as expected, highly significant and neg-
atively related to economic growth. To service public debt, interest must be
paid and taxes need to be raised, which imposes a burden on the economy. The
taxes which are imposed to finance this debt alter behaviour, reduce disposable
income, and ultimately reduce savings, which otherwise would be channelled
into investments (Musgrave & Musgrave, 1987).

Gross fixed-capital formation, as a ratio of GDP, shows that investments
are a key driver of economic growth. Findings by Solow (1956) indicated that a
country’s growth rate depends on the savings (investment) rate. This is thus also
true for the SADC region. Economic openness, proxied by the ratio of imports
and exports to GDP, indicates that open economies are associated with higher
growth rates, and the relationship is highly significant. Romer (1989) found
openness to be correlated to growth, and that open economies grow faster due
to higher efficiency gains.

With respect to policy recommendations, primarily a country needs to es-
tablish fiscal and monetary policies that are conducive to the progress of eco-
nomic freedom. Reducing international trade barriers and opening an economy
to foreign trade would translate into higher growth rates. Deregulating cap-
ital markets, labour markets and businesses was found to improve a county’s
growth. Maintaining a country’s legal system supports all other economic free-
dom components, and is paramount in ensuring the advancement of prosperity.

Fiscal freedom is improved by decreasing general government consumption
spending, including transfers and subsidies. Excessive non-productive public-
sector expenditure leads to national deficits that ultimately need to be repaid,
and thus hamper growth. The decrease of government involvement would de-
creases the regulation and intervention in financial services, as well as the allo-
cation of credit, thus allowing capital markets to allocate credit more efficiently.
Similarly, reducing the involvement of the State and its consumption and invest-
ment activities would lead businesses to become more involved in the economy.

The protection of property rights is a fundamental principle of economic free-
dom. Therefore, more certainty with respect to the legal protection of property
rights, an independent judiciary, impartial courts, as well as legally enforceable
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contracts would translate into higher GDP growth. In order to advance growth
rates through monetary freedom, a country needs to ensure price stability; low
inflation and less variability in the inflation rate, and that money supply grows
in line with the long-term growth rate of real output. Individuals should also
be permitted to own foreign currency bank accounts.

Trade freedom implies that trade barriers — tariff and non-tariff barriers — be
removed. International capital market controls and restricting capital mobility
need to be abolished, allowing a country to experience the benefits of trade
liberalisation. These factors would increase economic growth. Consequently,
by opening a country’s economy, and decreasing international capital market
controls, freedom from regulation would also improve, as the openness to foreign
competition and credit are then more readily available.

The regulation of credit and labour markets, and the regulation of businesses
hamper a nation’s progress and have a negative impact on growth. With respect
to credit market regulation, government needs to reduce the extent of regulation
of financial services, direct and indirect involvement of credit allocation, as well
as opening domestic markets to foreign competition.

Decreasing labour market regulation refers to decreasing collective bargain-
ing, eliminating hiring and firing regulations, as well as minimum wage regula-
tions. Therefore, reducing the explicit and implicit costs of employment would
result in the creation of more jobs — and ultimately higher economic growth.
By decreasing business regulation, decreasing the bureaucratic cost of start-
ing a business, lowering administrative requirements and licensing restrictions
would result in more businesses being established, thereby allowing a country
to experience higher growth rates.
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Appendix 

Table 1: Definition of Variables 

Variable Description 

GDP Nominal GDP divided by population 

CONS Government consumption expenditure at current market prices as a percentage 

of GDP 

DEBT Total public debt owed by government at current market prices as a percentage 

of GDP 

INV Gross fixed investment expenditure at current market prices as a percentage of 

GDP 

OPEN Economic openness – the sum of imports and exports in nominal terms as a 

function of GDP 

FREE Economic freedom summary index  

GVN Size of Government: Expenditure, Taxes and Enterprise 

LGL Legal Structure and Security of Property Rights 

MNY Access to Sound Money 

TRD Freedom to Trade Internationally 

REG Regulation: Credit, Labour and Business 

 

Table 2: Descriptive Statistics 

Variable Mean Std. Dev. Max Min Jarque-Bera 

GDP 1891 2144 7600 84 20.78 

CONS 19.29 10.66 50.90 4.90 32.20 

DEBT 53.10 43.08 215.3 5.80 92.47 

INV 21.08 6.23 42.47 7.62 12.17 

OPEN 85.82 34.60 187.67 13.28 15.50 

FREE 6.11 1.00 7.82 3.47 12.95 

GVN 5.6 1.8 8.8 0 33.4 

LGL 5.1 1.7 8.1 1.4 6.4 

MNY 7.1 1.8 9.6 1.3 31.5 

TRD 6.4 0.7 8.1 3.9 11.0 

REG 6.3 1.2 9.2 2.7 1.7 
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Table 3: Cross-correlation Analysis 

Variable LGDP LGDP(-1) LCONS LDEBT LINV LFREE LOPEN 

LGDP 1       

LGDP(-1) 0.99
***

 1      

LCONS 0.42
***

 0.40
*** 

1     

LDEBT -0.40
***

 -0.40
*** 

-0.06 1    

LINV 0.11 0.12 0.09 -0.22
*** 

1   

LFREE 0.45
***

 0.47
*** 

-0.12 -0.18
* 

0.57
*** 

1  

LOPEN 0.35
*** 

0.33
*** 

0.62
*** 

0.03 0.28
*** 

-0.01 1 

Where: (*), (**) and (***) indicate 10%, 5% and 1% significance level, respectively 

Table 4: Cross-correlation Analysis – Economic Growth & Freedom Components 

Variable GDP GVN LGL MNY TRD REG 

GDP 1      

GVN -0.13 1     

LGL 0.62
***

 0.19
***

 1    

MNY 0.32
***

 0.43
***

 0.52
***

 1   

TRD 0.57
***

 -0.01 0.36
***

 0.38
***

 1  

REG 0.64
***

 0.16
**

 0.79
***

 0.54
*** 

0.50
***

 1 

Where: (*) and (***) indicate 10% and 1% significance level, respectively 

Table 5: Granger Causality Test Results – Freedom Components 

Test Significance Level 

MNY Granger causes GVN 5% 

GVN Granger causes MNY 5% 

REG Granger causes LGL 1% 

LGL Granger causes REG 1% 

GVN Granger causes REG 10% 

TRD Granger causes LGL 1% 

TRD Granger causes REG  5% 

 

Table 6: Order of Integration of Variables 

Variables In Levels In First-Difference IPS Test Statistic 

LGDP I(1) I(0) -4.31
*** 

LCONS I(1) I(0) -3.98
***

 

LDEBT I(1) I(0) -2.15
***

 

LINV I(1) I(0) -3.01
***

 

LOPEN I(0)  -2.92
***

 

LFREE I(0)  -1.40
*
 

Where: (*), (**) and (***) indicate 10%, 5% and 1% significance level, respectively 
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Table 7: Initial Diagnostic Test Summary 

Test Test Statistic Critical Value Inference 

Joint validity of cross-

sectional individual 

effects 

                

                      

                              
Cross-sectional 

specific effects are 

valid 

    

Joint validity of time 

(period) fixed effects 

                

                      

                              
Time-specific fixed 

effects are valid 

    

Joint validity of cross-

sectional and time fixed 

effects 

                 

           

                      

                               

Joint cross-

sectional and time-

specific fixed 

effects are valid 

    

Hausman specification 

test 

                 

                 

                  
        

Regressors are not 

exogenous 

    

Heteroskedasticity 

     
         

                       

                   
        

Heteroskedasticity 

is present 

    

Serial correlation 

       

       

                    
First order serial 

correlation exists 

    

Pesaran CD test for 

cross-sectional 

dependence 

                  

        
                 

               

                   
Cross-sections are 

inter-dependent 
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Table 8:Test for Cross-sectional Dependence 

Test Test Statistic Probability. 

Value 

Distribution Inference 

Frees 1.21             

            

            

Frees’ Q 

distribution 

Cross-sections 

are inter-

dependent 

     

Friedman  28.47                  
  Cross-sections 

are inter-

dependent 

 

Table 9: Empirical Results: OLS, LSDV & GMM. Dependent Variable: LGDP 

Variables OLS LSDV
1
 Two-step System GMM

2
 

LGDP(-1) 0.97
***

 0.18
***

 0.59
***

 

LCONS(-1) 0.07
***

 -0.19
***

 -0.06 

LDEBT -0.03
*
 -0.51

***
 -0.14

***
 

LINV -0.13
***

 0.09 0.34
***

 

LOPEN 0.07
*
 0.12 0.21

***
 

LFREE(-1) 0.15 0.05 0.54
**

 

C 0.00 0.18  

    

R
2
 0.47 0.64  

    

ABond test for second-

order serial correlation 

          0.14 

 

    

Sargan test for 

overidentification 

                

    

Difference-in-Hansen 

test for exogeneity of 

instrument subset 

   

              

Where: (*), (**) and (***) indicate 10%, 5% and 1% significance level, respectively 

  

                                                           
1
 Given the results obtained from the Pesaran (2004) Test, the existence of cross-sectional dependence is 

controlled by an LSDV estimation, using the Driscoll and Kraay (1998) robust standard errors. 
2
 The two-step system GMM using forward orthogonal deviations of the regressors, instead of lag differencing, 

is used. The results of the estimation satisfy all post-estimation diagnostics; the Arellano and Bond (1991) test 
for second order serial correlation, the Sargan test for over identification and the difference-in-Hansen test for 
exogeneity of instruments. 
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Figure 1: Individual Freedom Component Elasticity’s; SADC 2000 - 2009
3
 

 

 

                                                           
3
 Individual elasticity’s are derived using the two-step system GMM equation (ARBover 1995).  
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