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Areview of the economic literature shows that economic freedom and
foreign direct investment are both considered to be the most
important factors affecting economic growth, which have been
examined in pairs in almost all studies and for several reasons.
Examining their simultaneous connection isignored. Therefore, in this
study, using the method of Toda and Yamamoto (1995), the existence
of a causal relationship between the three important variables of
economic growth, economic freedom and foreign direct investment in
Iran's economy was evaluated for the period 2010-2019. In this study,
to investigate the relationship between the research variables, first,
the VAR model (K+D max) was estimated, and then the K number of
coefficients was estimated in the model by the Generalized Wald test
(MWALD), and then commented about their causality. The results of
this study showed that in the period in question, there was only a two-
way causality relationship between economic freedom and foreign
direct investment. In addition, the causal relationship between
economic growth and the next two variables was also one-way, and
this causality was from the aspects of economic freedom and foreign
direct investment towards economic growth. Therefore, the Iranian
economy will stabilize and accelerate economic growth and stability
by improving economic freedom and revising the method of foreign
direct investment in construction infrastructures and knowledge-
based activities with higher added value.
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EXTENDED ABSTRACT

Introduction

According to the sometimes-different results obtained regarding the desired concepts,
this study attempted to contribute to the literature related to the relationship between
economic growth and economic freedom, foreign direct investment, and finally the civil
development of the country from three different aspects:

1- The prevailing assumption in the theoretical literature related to economic freedom
and foreign investment, economic freedom and economic growth is that economic
freedom is a determining factor for economic growth and foreign direct investment.
Moreover, the theoretical and empirical literature shows that the possibility of
mutual interaction between FDI, EF and EG is very strong. Although several
empirical studies have investigated the bidirectional links between these variables,
to the best of our knowledge, there has been no serious attempt to understand the
tripartite causality among them. Therefore, one of the main goals of this study was
to address this important gap among existing empirical studies that ignore the
simultaneous causality of these three variables and do not examine the causal links
between these variables in the framework of multivariate modeling.

2- Previous studies have generally used large cross-country or panel data sets and
examined causal links with panel Granger causality tests that ignore heterogeneity
and cross-sectional dependence across countries. Therefore, this study is unique to
Iran, as it uses the Toda-Yamamato (1995) causality method, which has many
technical advantages.

3- Since the existence of infrastructure and construction platforms is necessary for
economic growth, the role of these factors in economic growth and their place is re-
examined and emphasized.

Therefore, due to the lack of a similar study in Iran, this study attempted to answer the
following questions: (1) Is there a long-term relationship and a causal relationship between
the variables of economic growth, economic freedom and foreign directinvestmentin Iran's
economy or not? (2) If there is a relationship, what is the direction of this communication?

Methodology

In this study, to investigate the relationship between the research variables, first the VAR
model (K+D max) was estimated, followed by the K numbers of the coefficients estimated
in the model by the generalized Wald test (MWALD); and then, comments on causality were
made. The VAR model of this research with (3VAR(k+Dmax=), in the form of matrix algebra
inrelation 1 is presented below:

EG EG,_4 EG,_, EG,_5 Zye
FDI|= By + By [FDI;_y| + B, | FDI;_5 |+ B3 | FDI¢_3| + [Z2¢ (1)
EF EF,_, EF,_, EF,_. 1 |z,

In this model, the three desired variables are economic growth (EG), foreign direct
investment (FDI), and economic freedom index (LENT). This model was estimated by the
apparently unrelated regression (SUR) method. Therefore, in conducting the causality test
from economic freedom (EF) to foreign direct investment (FDI) based on I (1) variables, the
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above VAR model was first estimated by the (SUR) method and then the null hypothesis {EF
is not the Granger cause of FDI} by Schmitt's Generalized Wald statistic (MWALD) which
has an asymptotic chi distribution with two n and r degrees of freedom was tested. If the
null hypothesis is rejected, the opposite hypothesis will be accepted. The same procedure
can be used for other causes as well. Evioz 10 econometric software was used to perform
all statistical tests.

In this study, the economic growth rate of Iran (EG) using the data of the GDP growth
rate at the fixed prices of the Central Bank of Iran was calculated for the years 1981- 2020.
The data related to the amount of foreign investment (FDI) in Iran was obtained from the
website of the United Nations Conference on Trade and Development (UNCTAD), and
finally, the data related to the overall freedom index was obtained from the reports on the
website of the Heritage Foundation.

Results and discussion

In the standard Grangerian causality test, it is necessary to examine the long-term
relationship and cointegration between the variables, but considering that in the Toda and
Yamamoto causality test, it is not necessary to know the cointegration characteristics of the
system. Therefore, to investigate the Grangerian causality relationship between the
variables in the system, it was introduced in relation (1) of the Toda and Yamamoto method
used. The results of this test based on Schmidt's Generalized Wald statistic (MWALD) are
provided in Table 3.

Table 1. Results of Toda Yamamoto causality test.

Conclusions Th? v_alue of the Probability Null ) Inﬂu?ncing depzlt:?ien t
statistic F WORLD value hypothesis variable variable
FDI-EG 8.219 0.066 FDI-EG FDI
EF-EG 6.93 0.041 EF-EG EF EG
EG»FDI 2.202 0.286 EG-FDI EG
EF-FDI 8.632 0.021 EF-FDI EF FoI
EG»EF 1.73 0.341 EG—-EF EG
FDI-EF 5.78 0.039 FDI-EF FDI EF

The results presented in Table 3 show that in Iran's economy, there is only a two-way
causal relationship between foreign direct investment (FDI) and economic freedom (EF) at
a significant level of 5%. In examining the relationship between economic growth and
foreign direct investment, it can be observed that there is a one-way causality relationship
between economic growth (EG) and foreign investment (FDI) at a significant level of 10
percent, which is from FDI to EG. Similarly, the same one-way relationship is also observed
at a significant level of 5% between economic growth and economic freedom (EF), which is
from EF to EG.
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Conclusion

According to Toda and Yamamoto's model of causality, economic freedom in Iran can be
considered the cause of economic growth, and based on this, a one-way causal relationship
can be observed from economic freedom to economic growth, but no causal relationship
from economic growth to economic freedom was observed. Therefore, the role of
institutions in the economic growth of a country like Iran must be acknowledged. This issue
has already been emphasized by many researchers, and as Douglas North has shown,
institutions are relevant and the economic performance of any country is determined by the
institutional changes of that country. Therefore, the acceleration and stimulation of Iran's
economic growth requires the existence of a suitable institutional environment to facilitate
economic activities and, in short, obtain a higher economic freedom index.
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