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ABSTRACT

The study aimed to empirically examine the impact of foreign direct investment on economic
growth in the Southern African Development Community countries for the period 1980-2015.
The relation between foreign direct investment and economic growth has been a subject of
extensive discussion in the economic literature. The debate revolves around the growth
implications of foreign direct investment. The extraordinary increase in global FDI flows in the
last three decades triggered an interest to investigate the growth implications of such huge
amounts of cross-border capital movements. Owing to this surge in foreign direct investment
flows and the effort countries are putting forth to attract it, it would seem straightforward to
argue that foreign direct investment would convey net positive effects on economic growth of
a host country. From a theoretical standpoint foreign direct investment has been shown to
boost economic growth through technology transfer and diffusion. In light of the expected
benefits of foreign direct investment, many empirical studies have been conducted on this
subject matter. While the explosion of foreign direct investment flows is distinctive, the
evidence accumulated on the growth effects remains mixed. Using fixed effect panel data
analysis, on the overall, the findings of the study show a negative effect of FDI on economic
growth in the SADC countries for the period 1980 to 2015. The findings are not in tandem with
theoretical predictions from growth theorists and some empirical studies carried out on the
same topic. The findings of the study imply that FDI does not seem to have an independent
effect on economic growth for the panel of countries in the SADC region. This maybe because
FDI flows to Africa and into the SADC countries, in particular, are channelled mainly to the
extractive sector with little to no linkages with the other sectors of the host country economy.
The findings of the study also show that the growth-enhancing potential of FDI is higher in

middle-income countries than low-income countries in the SADC region.

Keywords: Foreign direct investment, economic growth, panel data analysis, Southern

African Development Community.
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CHAPTER ONE
INTRODUCTION
1.1 Background of the Study

The relation between foreign direct investment (FDI) and economic growth has been a subject
of extensive discussion in the economic literature (Wan, 2010; Jallab, et al., 2008; Dhirifi,
2015). The interest in the subject is primarily driven by the zeal to unravel the growth
implications of huge amounts of cross-border capital movements that have been witnessed in
recent years (Al-Iriani & Al-Shamsi, 2006). In all these discussions, scholars converge on the
following framework definition of FDI: an investment made to acquire a lasting management
interest (normally 10 percent of voting stock) in a business enterprise operating in a country
other than that of the investor defined according to residency (World Bank, 1996; OECD,
2008). Foreign investment takes two forms: Greenfield investment or Mergers and
Acquisitions (M&As). Greenfield investment can be understood to mean an injection of fresh
capital for the establishment of a wholly new operation in a foreign country. M&As, on the other
hand, involve the acquisition or merging with existing interest of a firm in a foreign country
rather than new investment (Wan, 2010). Since M&As involve a mere transfer of ownership of
an existing entity, empirical evidence shows that it would result in little change to growth. This
iS a major concern as large amounts of FDI transactions happening in Southern African
Development Community (SADC)! refer to M&As. For instance, 60 percent of FDI transactions
to South Africa are M&As (Tagg, 2001; Muradzikwa, 2002).

The prominence of globalisation and push by world economies for trade integration in the
recent years have seen FDI becoming a central development contrivance for many developing
countries, particularly for SADC economies (Regimana, 2012). The growing importance of FDI
by multinational corporations (MNCs) as a development catalyst saw it surging to
extraordinary levels in the last three decades (Wan, 2010). In 1980, global FDI flows stood at
US$50 billion, and from then increased to as high as US$1.8 trillion in 2015. In 2015, global
FDI flows stood at US$1.8 trillion representing a 40 percent increase from the amount in the
previous year. This was the highest FDI flows recorded since the onset of the global economic

and financial crisis? that began in 2008 (UNCTAD, 2016). Decomposing these unprecedented

1 SADC 15 Member States are Angola, Botswana, Democratic Republic of Congo (DRC), Lesotho,
Madagascar, Malawi, Mauritius, Mozambique, Namibia, Seychelles, South Africa, Swaziland,
Tanzania, Zambia and Zimbabwe

2The global financial crisis was triggered by the U.S. “subprime” crisis in 2007 and blew out to numerous
advanced countries via a mixture of direct exposures to subprime assets, the gradual loss of confidence
in a number of asset classes and the drying-up of wholesale financial markets.

1
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FDI flows shows that FDI flows to developed economies stood at US$962 billion and
developing countries saw their FDI flows reach a new high of US$765 billion, 9 percent higher
than in 2014. Developing Asia, with FDI flows surpassing half a trillion US dollars, remained
the largest FDI recipient in the world. Flows to Africa and Latin America and the Caribbean
faltered (UNCTAD, 2016).

Africa faltered in attracting FDI flows compared to huge amounts received in other regions
(Lederman & Xu, 2010; Sengupta & Ntembe, 2015; UNCTAD, 2016; Jenkins & Thomas,
2002). Africa registered a 7 percent decline in FDI flows 2015. The decline in FDI flows
registered in the developing and transitional economies was attributed to the unrelenting
decline in commodity prices, especially prices for crude oil, metals, and minerals (UNCTAD,
2016).

Inadequate financial resources and low savings rates have led the SADC countries to rely
more on FDI to boost their long run development prospects and eradicate poverty in
accordance with United Nation’s (UN) Millennium Development Goals (MDGs). The regional
bloc formulated policies and strategies aimed at attracting FDI into the region. In 1996 SADC
bloc came up with Protocol on Trade with the aim to promote deepened trade and investment.
Recently, the regional bloc went further to liberalise trade among the countries in the region,
encourage industrialisation and encourage foreign investment by developing Protocol on
Finance and Investment (SADC, 1996; SADC, 2006; Mahembe, 2014). This is also done at a
country level, as they craft tailor-made FDI and investment policies that correspond to their

resource endowments and maximise competitive advantage.

The SADC region received increased FDI inflows between 1980 and 2015. The recorded FDI
inflows to SADC countries stood at US$372 million in 1980 and rose to US$17.9 billion in
2015, but remained low compared to other regions (for example, developing Asia). Some
countries are more successful in attracting FDI than others, a situation attributed to the
differential FDI policy attractiveness among the SADC countries (Michalowski, 2012). In 2015
alone, out of the US$17.9 billion received in the SADC region, a bigger chunk of it went to
Angola (US$8.7 billion) and Mozambique (US$3.7 billion) (UNCTAD, 2016). This shows that
Angola and Mozambique accounted for 69 percent of FDI flows in the region in 2015,

demonstrating evidence of skewness in FDI receipts in the region.

The recent rapid increases and a steady flow of FDI as highlighted above promulgates it as
one of the most significant sources of international flows amongst others such as trade, foreign
aid and remittances (Regimana, 2012). Its role in accelerating economic growth is well
documented in the literature on growth (Grossman & Helpman, 1991; Lucas, 1988; Romer,

1986; Solow, 1956; Swan, 1956). In the neoclassical theoretical framework, FDI inflows may

2
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potentially influence labour growth and technological progress (considered exogenous)
through increases in capital, technology transfer and capital formation (Todaro & Smith, 2012;
Regimana, 2012). However, the new growth theory treats technological progress as
endogenous where FDI inflows through technology creation and spillover, upgrading of human
capital accumulation and speedy technological progress may permanently increase growth
(Grossman & Helpman, 1991). Despite these different views, both models provide a
framework and an insight on the effects of FDI on economic growth (Regimana, 2012).

The extraordinary increases in global FDI flows and cross-country popularity to engrave FDI
attraction among economic development plans, it would seem straightforward to argue that
FDI undoubtedly exerts a positive influence on the economic growth of a host country.
Therefore, early growth theorists postulated that FDI exerts a positive influence on the
economic growth of a host nation (Nahidi & Badri, 2014). Empirical work carried out to
establish this theoretical proposition, both at the firm level and at the national level has yielded
mixed results. Carkovic & Levine (2002) carried out a study using recent econometrics
methodology in which they aimed to examine the effect of FDI on economic growth and found
little support that FDI has an exogenous positive effect on economic growth. The studies by
(Mahembe & Odhiambo, 2015; Yabi, 2010; Azman-Saini, et al., 2010) correlate with Carkovic
& Levine (2002) findings. However, the majority of the empirical studies find a positive
relationship between FDI and economic growth, although, this relationship, in some cases, is
subject to the ‘absorptive capacity’ of the host country (Borensztein, et al., 1998). Perhaps the
most valuable contribution of FDI to sustainable long-run growth and development emanates
from the FDI spillover potential (Farole & Winkler, 2014). In a study by Blomstrom & Kokko
(2003), the findings indicated that, although FDI spillovers in the form of foreign technology
transfers and managerial know-how exert a positive influence on growth, the diffusion of these
spillovers depend on the local conditions in the host country. Therefore, the contribution of

FDI to economic growth in host countries has long been the subject of intense debate.
1.2 Problem Statement

FDI’s role in the growth process of an economy has been a topical issue of discussion in many
countries (Ghosh & Van den Berg, 2006; Lensink & Morrissey, 2006). These discussions have
provided immense insights into the relationship between FDI and economic growth. In the
developing world, FDI is considered as the most stable and largest component of capital flows
(UNCTAD, 2016). Many reasons have been given highlighting the importance of FDI inflows,
including employment creation, technological know-how, and enhanced competitiveness
(Kobrin, 2005; Adams, 2009). In theory, FDI has been shown to boost economic growth

through technology transfer and diffusion. In light of the expected benefits of FDI, many studies

3
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have been conducted (Tiwari & Mutascu, 2011; Melnyk, et al., 2014; Yormirzoev, 2015). Most
of the studies focused on the channels through which FDI may help to raise growth in recipient
countries. In particular, it has been discussed as to what extent FDI may enhance
technological transfer through spillover effects of knowledge and new capital goods, that is,
the process of technological diffusion (Hermes & Lensink, 2003). While the explosion of FDI
flows is distinctive, the evidence accumulated on the growth effects remains mixed, with some
finding a positive relationship, see (Soumia & Abderrezak, 2013; Suleiman, et al., 2013) and
others finding that FDI exert a negative influence on the economic growth of a host country,
see (Mahembe & Odhiambo, 2015; Herve, 2016). The varying results may be due to
challenges related to using cross-sectional data versus panel data, assuming homogenous
characteristics of nations versus heterogeneous characteristics of nations and differences in
model specifications and methodology, sample size and time period (Seetanah & Khadaroo,
2007; Regimana, 2012). So, the difficulty in proving a positive effect from FDI on economic
growth provides a strong incentive for further empirical research. This research, therefore,
aims to establish the impact of FDI on economic growth by extending the period of review and
do so with a focused approach on the SADC economies. The new time period and recent data

that this study is bringing may produce new findings.
1.3 Purpose and Objectives of the Study

This study aims to empirically assess the impact of FDI on economic growth in the Southern
African Development Community (SADC) economies. The study is aimed to assess the

relationship between these variables for the period 1980-2015.
In particular:

« To examine whether FDI has a positive impact on economic growth in SADC
economies
+ To examine whether the growth-enhancing potential of FDI, if any, differs according to

the income level in SADC economies.

1.4 Working Hypotheses

The study is underpinned by the following hypotheses:

« There is a positive statistically significant relationship between FDI and economic
growth in the SADC economies.
+ The growth-enhancing potential of FDI differs according to the income level in SADC

economies.

© University of Venda
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1.5 Justification of the Study

FDI flows to the SADC countries have, on average, been on the rise (UNCTAD, 2016). In
spite of the contribution to growth by FDI and the extraordinary increases in FDI flows into the
SADC region, the evidence accumulated so far on the growth implications of FDI remains
mixed. Further, the crafting and adoption of policies aimed at attracting as much FDI as
possible, both at a national and regional level, need to be supported by extensive research.
On the backdrop of the two factors mentioned above, carrying out further empirical research
remains inevitable. For this reason, this study is justified in that, it aims to establish whether
FDI impact positively or negatively on economic growth, with a particular focus on the
Southern African Development Community economies. The study will contribute to the
existing body of knowledge through the extension of the period of review by using data for the
most recent periods which other studies conducted on the same topic have not covered.
Moreover, investigating the impact of FDI on economic growth has important policy
implications. If FDI has a positive impact on economic growth after controlling for endogeneity
and other growth determinants, then this weakens arguments for restricting FDI. If, however,
we find that FDI does not exert a positive impact on growth, then this would suggest a
reconsideration of the rapid expansion of tax incentives, infrastructure subsidies, import duty
exemptions, and other measures that countries have adopted to attract FDI. While no single
study will resolve these policy issues, this study contributes to these debates.

1.6 Delimitations of the Study

The study will focus on the SADC region. The dearth of FDI and economic growth literature
focused on the SADC region motivated the choice of the study area. We believe this study
needed a more focused treatment so as to make up for this shortfall. Moreover, SADC has
seen an unprecedented increase in FDI flows in the last few years, and therefore warrant
empirical research to unravel the growth implications of such huge cross-border capital
movement. All the 15 members of the SADC regional bloc are included in this study. The study
will include data for the 35 years period between 1980 and 2015, a period long enough to

capture all the trends in both FDI flows and economic growth in all the SADC economies.

© University of Venda
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1.7 Organisation of the Study

The study is organised as follows: Chapter One serves as an introduction to the study and
highlights the statement of the problem, Chapter Two gives a background of the FDI flows to
the SADC region and also gives economic growth trends in the regional bloc, Chapter Three
presents a review of relevant studies. The review of literature provides some theoretical and
empirical background of the study, Chapter Four highlights the data used for modelling and
some methodological aspects related to the estimations, Chapter Five presents the empirical
results and their interpretation, and Chapter Six provides a closure to the study by giving a

summary, concluding remarks, policy recommendations and study limitations.
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CHAPTER TWO
FOREIGN DIRECT INVESTMENT AND ECONOMIC GROWTH IN SADC COUNTRIES
2.0 Introduction

The prominence of globalisation and push by world economies for trade integration in the
recent years have seen FDI becoming a central development catalyst for many developing
countries, particularly for SADC economies (Regimana, 2012). FDI by its nature is less volatile
and longer term source of foreign capital to supplement domestic resources. For this reason,
countries have crafted ways to attract and promote it. The SADC region, possibly more than
most developing regions, needs considerable externally sourced capital to address the low
savings rate and foreign exchange demands. This externally sourced capital could lead to the
region leaping into sustainable levels of growth away from the prevalence of poverty
(Mahembe & Odhiambo, 2015; Wentworth, et al., 2015). Consequently, country governments
have, therefore, realised the importance of FDI for the overall development of their countries.

2.1 SADC Regional Investment Policy Initiatives to Attract FDI

The key to economic growth, sustainable development, and socio-political stability is
investment. It may be domestic investment (private sector or government), FDI or even joint
ventures and “smart” partnerships. All these forms of investment are good for the economy.
They all provide a sound basis for which infrastructure is improved, jobs created, poverty
alleviated and redistribution of activities strengthened (Muradzikwa, 2002). Domestic
investment complimented by FDI are powerful development enablers. Well channelled they
can create jobs, diversify national economies, develop infrastructure networks, and provide
opportunities for broad-based entrepreneurship. Attracting FDI has been placed at the centre
of the development integration agenda of SADC since its inception in 1980. Governments are
increasingly realising the potential for FDI to achieve not only economic growth but
developmental objectives as well. This has led to a trend of increasing government policy
space in FDI regulation, as well as the desire to formulate better coordinated regional FDI
policies (Markowitz, 2016).

SADC member states recognise that making a favourable investment climate is fundamental
to broadening the horizons of their economies, creating new labour skills, developing
infrastructure, and enhancing their participation in regional and global value chains (OECD,
2015). Therefore, they have begun to re-examine their FDI policies with the view to aligning
them with the international trend toward sustainable FDI. Over the years, the regional bloc

fashioned policies, protocols, and processes intended to boosting FDI and enhancing
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economic growth. The SADC Treaty which is the founding document for SADC, sets out the
main objectives of SADC regional bloc which are; to achieve development and economic
growth, alleviate poverty, enhance the standard and quality of life of the peoples of Southern
Africa and support the socially disadvantaged through regional integration (SADC, 1992;
Mahembe, 2014). The SADC Trade Protocol sought to extend market boundaries by further
liberalising intra-regional trade. These have various consequences for individual member
states with respect to investment, industrialisation, trade and economic growth (Muradzikwa,
2002).

In 2006, SADC passed Finance and Investment Protocol (FIP), a regional investment legal
framework aimed at expediting the SADC integration process through creating a conducive
environment for investment in the region and thus boost foreign, intraregional and domestic
investment flows. The protocol focuses on investment, finance and macroeconomic policy
implications of regional economic integration and supplement initiatives to promote intra-
regional trade. It further aims to accelerate economic growth, foster sustainable development
and reduce poverty throughout the SADC region (Mahembe, 2014). Operationalising this
protocol potentially increased the attractiveness of SADC as an FDI destination. This is
because investors had access to a wider range of skills and resources as well as the potential
to form regional value chains since policies and regulations are coordinated throughout the
region (Markowitz, 2016).

Since FIP came into force in April 2010, the increased coordination of investment policies has
been placed at the centre of the regional integration agenda. To fulfil the underlying goal of
SADC FIP, one of the action tasks identified under the SADC Regional Action Programme on
Investment (RAPI) has been to develop a regional guidance, based on country experiences
and international good practices. This led to the formulation of the SADC Investment Policy
Framework (IPF) in 2015, with the overreaching goal of facilitating coordinated improvement
of investment policy framework across Member states in support of the developmental
integration agenda. The SADC IPF provides a reference point for policy-makers to achieve

greater convergence of the investment policies across the region (Markowitz, 2016).

There are still disparities in the region’s investment policy frameworks but all countries have
made efforts to reform over the last five to ten years. Reforms have resulted in the removal of
obstacles to FDI so that foreign investors can now participate in most sectors of national
economies. The standards of treatment of FDI have been improved, with the principle of non-
discrimination recognised across the region. If exceptions exist, they are primarily motivated
by the aim of increasing local participation in investment projects and to provide special

support to local enterprises. To further attract FDI, all SADC member states have set up

© University of Venda



)
o

&5 ) university of Venda
C

investment promotion agencies, even though their performance varies from one country to
another; signed bilateral investment treaties (BITs), offered generous tax incentives to mention
but a few (Markowitz, 2016).

Despite reforms, the response to investment policy changes has been mixed. Although inward
FDI to the region has been marked by a steady increase over the past decade, total world FDI
has grown faster, with other emerging markets attracting higher levels. Poor FDI performance
in the region can be been attributed to the bad image that most African countries have acquired
over the years due to civil wars, political instability, poor economic performance, poverty,
diseases etc. (Gechamo, 2012). The protracted civil war in Angola that took 27 years of armed
conflict, rebel groups in Mozambique and the Democratic Republic of Congo, political
instability in Zimbabwe, violent strikes in South Africa are a few mentions that contributed to
low FDI flows to Southern Africa in the past ten to fifteen years. There is also a wide disparity
among SADC countries in attracting and retaining FDI, including across national sectors. In
addition, few countries have succeeded to attract significant amounts of investment beyond
the extractive sector. This suggests that the investment regime could still be inadequate or
lack consistency. One major concern is that quite a substantial amounts of the FDI activities
taking place in SADC refer to M&As: 60 percent of South Africa’s FDI inflows are M&As (Tagg,
2001; Muradzikwa, 2002). All the above mentioned issues raise concern, especially for
investment projects that span several national jurisdictions, for instance in infrastructure.
Addressing these challenges is essential to put the SADC region on a sustainable and
inclusive growth path (Markowitz, 2016).

2.1.1 Why Does FDI Matter for the SADC Countries?

There is no doubt that investment is a major ingredient to economic growth. However, what is
yet to be established is whether FDI is by its nature more important than alternative types of
investment, with specific mention of domestic investment. Rodrik (2003) states that “one dollar
of FDI is worth no more (and no less) a dollar of any kind of investment” (cited in Farole and
Winkler 2014, 9). One major question that has been asked is why countries put so much effort
to attract FDI? As seen in section 2.1 above, the SADC region has written policies, protocols
etc. to attract FDI in the region. According to Farole and Winkler (2014), one simple answer is
that, for many developing countries, domestic capital accumulation remains too low to
stimulate sufficient growth. In this case, FDI represents an important source of private capital;
and given the relatively long term outlook of direct investors (as compared to portfolio
investors), FDI is considered a less risky source of capital as it tends to be less vulnerable to

rapid outflows in response to exogenous economic shocks.
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The most important reason to attract FDI is its potential to deliver substantially greater dynamic
benefits to host economies through the spillovers that they deliver. In the context of FDI,
spillovers generally refer to the diffusion of knowledge — unintentional or otherwise — from
MNCs affiliates to domestic firms. This is because MNCs firms are seen to enjoy technological
and other advantages that result in higher levels of productivity (Hoekman & Javorcik, 2006).
Spillovers, therefore, comprises both technology and all forms of codified and tacit knowledge
related to production, including management and organisational practices. It also includes the
benefits that can accrue to local actors from linking into the global networks of multinational
investors. Knowledge spillovers can diffuse from foreign firms to local producers within the
same industry (intra-industry or horizontal spillovers) or to another industry (inter-industry or
vertical spillovers). In the latter case, they can affect local input or services suppliers in the
upstream sectors (backwards spillovers) and local customers in the downstream sectors
(forward spillovers) (Farole & Winkler, 2014).

2.2 FDI and Economic Growth Trends in SADC

Global FDI flows grew from US$50 billion in 1980 to US$1.8 trillion in 2015. In 2015 alone,
global flows of FDI rose by 40 percent to US$1.8 trillion, the highest since the global economic
and financial crisis began in 2008 (UNCTAD, 2016). Somehow, Africa has, on average, been
unsuccessful in attracting FDI in spite of very large increases in global FDI flows (Lederman
& Xu, 2010; Sengupta & Ntembe, 2015; UNCTAD, 2016; Jenkins & Thomas, 2002). FDI flows
to Africa fell to US$54 billion in 2015, registering a 7 percent decline in the previous year’s FDI
flows. The primary catalyst to the decline in FDI flows in developing and transitional economies
were the continued decline in the commodity prices, especially for crude oil and metals and
minerals (UNCTAD, 2016).

SADC countries, owing to inadequate resources to finance long-term development and poor
saving rate, have been looking at FDI to boost economic growth. FDI flows to the SADC
countries have, on average, been on the rise from a mere US$372 million in 1980 to US$17.9
billion in 2015 as shown in figure 1 below. FDI flows into the SADC region and GDP growth
rate followed an almost similar trend since 1980, figure 1 below shows that in 1980 FDI as a
percent of GDP was 0.26% with 5.57% as the registered GDP growth rate for the same year.
FDI picked up the pace in the 2000s and so did the GDP growth rate, registering a staggering
7.36% growth rate in 2007. In 2015, FDI as a percent of GDP was 3.34% and the registered
GDP growth rate in the same year was 2.35%. The slowdown in the GDP growth for the SADC
region may be attributed to the slowdown in commaodity prices witnessed in the recent years

on the world commodity markets. The SADC economy is highly dependent on natural
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resources with mining and agriculture constituting a substantial segment of economic activity

(UNESCO, 2015). FDI mainly goes in the resource sectors of these economies.
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Figure 1: FDI and GDP Trends in the SADC Region
Source: UNCTAD, 2016

Figure 2 shows GDP in US$ millions for the SADC region since 1980 to 2015. The SADC
economy was at US$220 billion in 1980. The real GDP grew at an average of 2.82% since
1980 to reach an estimated U$561 billion in 2015. FDI as a percent of GDP started slow and
picked up pace, with the highest recorded in 2001 at 5.32%.
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Figure 2: FDI and GDP at constant prices (2005) in SADC Region
Source: UNCTAD, 2016
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South Africa holds the biggest chunk of the SADC GDP amounting to 49% in 2015. The
second biggest economy in the SADC region is Angola, holding 21% stake of the 2015 SADC
GDP. The smallest countries measured by the size of GDP are Lesotho and Seychelles
holding 0.003% and 0.002% stake respectively. For all the member states, their share of
SADC total GDP in 2015 are shown in figure 3 below.

21% Botswana
Swaziland 2%

1%

Malawi
1%
Madagascar
2%

Mauritius
2%
Mozambique
2%
Namibia
2%

South Africa
49%
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Figure 3: Share of SADC Total GDP, 2015
Source: UNCTAD, 2015

Table 1 below summarises GDP for the 15 member states at market prices in US$ millions
with averages recorded for the periods 1980 to 1989, 1990 to 1999 and 2000 to 2004. Detailed
GDP in US$ millions for the SADC member states is given in table 1 below, for the last decade
from 2005 to 2015. From the GDP figures given in table 1, South Africa is the biggest economy
in SADC, followed by Angola and DRC - all these nations are resource rich. Angola is
endowed with oil and gas, South Africa gold and platinum, while DRC boasts diamonds, gold
to mentions but a few. With the exception of South Africa with an economy that is a little
diversified, the rest of the SADC member states rely more on agriculture and mining
commodities. Manufacturing is minimal in these countries. The target sectors of MNCs is

mainly mining and much less FDI goes into manufacturing.
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Table 1: GDP at Market Prices, by Member States, (US$ Million)

¢

&)
e’

SADC
MEMBER YEAR
STATES

1980-1989 | 1990-1999 | 2000-2004 | 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

(Average) (Average) (Average)
Angola 8543 11821 16 161 36971 52381 65 266 88 539 73189 83 369 111043 125514 138 442 147750 | 136359
Botswana 1288 4 487 6 637 9919 10 138 10938 10 945 10 267 12787 15771 14792 14 979 15813 14 399
DRC 10 842 11434 8 906 11968 14 489 16 366 19 143 16 004 21564 25842 29 320 32677 35910 38 915
Lesotho 348 748 867 1360 1423 1596 1623 1726 2188 2510 2 387 2149 2174 1860
Madagascar 2841 3325 4528 5039 5508 7 343 9413 8544 8730 9893 9920 10 605 10674 9711
Malawi 2276 3080 3286 3657 3998 4433 5322 6185 6 959 8 005 5721 5150 5990 6110
Mauritius 1438 3698 5302 6488 6 852 7 788 9635 8 840 9716 11261 11 446 11925 12 631 11554
Mozambique 5004 3457 5448 7724 8312 9469 11555 11 243 10 455 13135 15 344 16 123 17 449 14 715
Namibia 2145 3567 4470 6 862 7 689 8553 8 346 8 954 10911 12 602 13032 12 759 11 881 12 593
Seychelles 236 595 803 919 1017 1033 969 849 970 1075 1129 1444 1559 1557
South Africa 82100 137 816 155 440 257 671 271811 299 033 287 100 297 217 375 298 417 056 397 871 366 251 350 227 314 979
Swaziland 767 1678 1994 3087 3167 3360 3225 3607 4524 4960 4874 4613 4548 4 015
Tanzania 9315 8 882 14 614 17024 18 610 21715 27 389 28 574 31408 33879 39088 44 385 48 057 46 265
Zambia 3420 3605 4 602 8332 12 758 14 062 17 896 15 300 20 265 23712 24 965 26 839 26 976 21921
Zimbabwe 8 648 9929 7 056 7 843 7012 6962 6451 8 157 9457 10 956 12 472 13490 14 197 14 419

Total SADC 384 863 425 165 477 919 507 551 498 657 608 601 701 700 707 875 701 831 705835 | 649 379
GDP

Source: SADC Statistics, 2014; UNCTAD, 2016
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Table 2: FDI by Member States, (US$ Million)

¢
0

&)
e’

The SADC
MEMBERS YEAR
STATES

1980- 1990- 2000- 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

1989 1999 2004

(average) | (Average) | (Average)
Angola 133.575 | 573.9381 | 2108.361 | -1303.84 | -37.7149 | -893.342 | 1678.971 | 2205.298 | -3227.21 | -3023.77 | -6897.95 | -7120.02 1921.7 | 8680.94
Botswana 62.67 | 15.83034 | 260.8651 | 421.3812 486.39 | 494.6816 | 520.9178 | 208.6993 218.38 | 1371.086 | 487.1712 | 398.4573 | 515.1847 | 393.5764
DRC -3.875 3.315 | 236.8597 266.6 | 256.1189 | 1808.033 | 1726.843 | 663.8029 | 2939.27 1686.9 | 3312.143 | 2098.249 | 1843.173 1673.5
Lesotho 6.586368 | 23.15438 | 37.97092 | 70.3145 58.2336 104.34 | 194.031 92 51 149 138 123 162 169
Madagascar 4.366 | 176.493 | 85.55292 | 86.01968 | 294.5128 | 773.2959 | 1169.36 | 1066.058 | 808.1533 | 809.7802 812.494 | 567.0825 | 350.6526 | 517.4552
Malawi 7.085 | 12.74038 | 54.29168 139.696 | 35.56105 | 124.3889 | 195.4242 | 49.13117 | 97.00971 | 128.8113 | 129.4927 | 119.5054 | 130.0341 142.5
Mauritius 10.219 | 28.22816 | 71.29378 | 41.56468 | 105.3043 | 339.0529 | 382.9149 | 247.8426 | 429.958 | 433.3589 | 589.0183 | 293.3417 | 418.4301 | 208.2901
Mozambique 2.214 92.25 | 310.9227 107.853 | 112.6007 | 398.6556 | 591.5992 | 898.2849 | 1017.916 | 3558.544 5629.41 | 6175.125 | 4901.79 | 3710.783
Namibia 4.64 | 88.39111 | 221.5075 | 385.2411 | 386.5757 | 733.0249 | 720.2665 | 506.0794 | 793.0186 | 1119.794 | 1133.378 | 800.5129 | 431.7791 | 1077.779
Seychelles 13.937 | 30.95213 | 46.53144 | 85.8796 145.586 | 181.628 | 182.105 171.401 | 210.816 | 207.356 261.36 170.25 229.96 | 194.546
South Africa 14.16 | 850.2999 | 2154.422 | 6646.927 | 311.4501 | 6538.062 | 9209.172 | 7502.062 | 3635.596 | 4242.866 | 4558.847 | 8300.104 | 5770.638 | 1772.41
Swaziland 28.19987 | 63.63624 | 47.2214 | -45.8539 | 121.0358 | 37.49986 | 105.7229 | 65.69763 | 135.6605 | 93.20863 | 89.72018 | 29.4457 | -32.3514 | -120.92
Tanzania 5.006 | 120.713 355.12 | 935.5206 403.039 | 581.5118 | 1383.25 952.61 | 1813.25 | 1229.38 1799.6 2087.3 2049.3 1531.5
Zambia 51.646 | 139.162 | 255.136 356.94 615.79 1238.7 938.8 425.601 633.9 1110 2433 .4 1809.8 | 3194.78 1653
Zimbabwe 8.02 95 13.08 102.8 40 68.9 51.6 105 165.9 387 399.5 400 544.8 421

Total 8297.043 | 3334.483 | 12528.43 | 19050.98 | 15159.57 | 9722.618 | 13503.32 | 14875.58 | 16252.15 | 22431.87 | 22025.36
SADC FDI

Source: SADC Statistics, 2014; UNCTAD, 2016
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FDI flows to individual member states are shown in table 2 above. Looking closely on the
table, it is evident that the FDI flows are spread unevenly across the region showing a high
degree of concentration in a few countries, a situation attributed to the differential FDI policy
attractiveness among the SADC countries (Michalowski, 2012). The other factors that have
led to differential receipts of FDI among SADC member states are that the market size, political
stability, infrastructure quality, natural resource endowments differ among member states.
These are also the factors that affect cross-border capital movements the world over, so the
SADC region is therefore not immune to them. As discussed in sections above, it is also at
the disposal of a country to craft policies to attract the FDI at a country level — countries like
Mozambique and Angola have done that in recent years and have managed to surpass the
once dominant recipient of FDI in the SADC region, South Africa, as the biggest recipients of
FDI. In 2015 alone, out of the US$17.9 billion received in the SADC region, a bigger chunk of
it went to Angola (US$8.7 billion) and Mozambique (US$3.7 billion) (UNCTAD, 2016). This
shows that Angola and Mozambique accounted for 69 percent of FDI flows in the region in

2015, evidence of skewness in FDI receipts in the region.
2.3 Review of FDI and GDP Country-level Dynamics
2.3.1 Overview

This section reviews the country-level FDI and GDP dynamics among the SADC member
states. It also explores the various socio-economic policies and exposes the likely reasons

why countries differ in terms of FDI receipts, investment and economic growth.
2.3.2 Angola

Angola is a major oil producing country on the African continent, second only to Nigeria. A
country that has been rocked by a 27-year protracted civil war in the post-independence era
that only ended in the immediate past decade, 2002. However, Angola has managed to
maintain political stability after the end of the civil war and has become a popular FDI
destination. It is a member of the Organisation of the Petroleum Exporting Countries (OPEC).
While oil is its major export, diamonds also constitute a substantial stake of the Angolan
exports. The country is the second-largest economy in the SADC region after South Africa.
The World Bank ranks the Angola as a middle-income country (MIC) (World Bank, 2016; AfDB,
2011).
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2.3.2.1 Economic Growth, FDI and Economic Policy Trends in Angola

Angola is one of the world’s fastest growing economies. Much of the Angola’s GDP comes
from the oil and gas sector, responsible for 58.9% of GDP and absorbing a large portion of
FDI (AfDB, 2011). FDI into Angola took off in the late 1990s and remained high throughout the
2000s (see figure 4 below). The combined effect of political stability, prudent monetary policy
and the opening up of new markets were among the key drivers for the boom. As a result of
the improved FDI inflows and revenues from oil production and oil-backed loans, the Angolan
economy boomed. Real GDP grew by a staggering 16.7% between 2004 and 2008 (Mouzinho,
2016). However, according to the World Bank (2016), the Angolan economy has shown signs
of slowing down. GDP grew by 2.8% in 2015, down from 4.8% in 2014, mostly attributed to
the decline in oil prices. The fall in the international crude oil price has had a considerable
effect on the budget balances. Non-oil sectors of the Angolan economy also slowed down in
2015 on account of delays in the execution of major electricity and industrial investments.
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Figure 4. Angola GDP and FDI

Source: UNCTAD, 2016

Following the political stability in the aftermath to the civil war, Angola became a very popular
destination for FDI in the SADC region. More countries such as France and China reinforced
bilateral ties with SADC’s second largest economic powerhouse with exceptional economic
potential. According to Cisse (2015), China imports oil from Angola and extended loans
amounting to US$15 billion since 2004 and the loans are secured by Angolan oil reserves. In
2015 alone Angola received a substantial US$8.7 billion FDI, constituting 49% of the total FDI
inflow to the SADC region in 2015.
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From an economic policy perspective, the Angolan government’s broad economic and
development strategy is aimed at stimulating and accelerating economic growth and
competitiveness through diversification and poverty reduction (AfDB, 2011). Angola is now
making an effort to diversify its economy away from oil production by attracting FDI in other
sectors of the economy. It is very important for the regulatory environment to be conducive to
provide the necessary guarantees and protections foreign investors need to venture outside
of mining. Private investment has historically been regulated by domestic legislation based
largely on an inherited Portuguese commercial code law system (Mouzinho, 2016).

The Angolan government pursued a number of economic and legislative reforms aimed at
improving the domestic investment climate. They overhauled the outdated legislative
framework for private sector activity by enacting Law no. 11/03 of May 2003, the first private
investment law. This new law prioritised non-discriminatory treatment of both domestic and
foreign investors, which is at the centre of modern Angolan private investment regulation. The
government also established the National Private Investment Agency (ANIP) responsible for
implementing, promoting and executing the national private investment policy, thus
streamlining the bureaucratic practices associated with investing in Angola (Mouzinho, 2016).,
The Angolan government passed Law No. 20/11 in 2011 and Law No.14/15 in 2015. The
second private law was aimed at triggering change in the types of investments and investors
attracted to the Angolan market and the third private law sought to de-bureaucratise processes
for approval of investments and adapt the fiscal and customs incentive and benefits system to

the country’s economy, making it more attractive to national and foreign investors (Ibid).

At a regional level, the Angolan government has shown commitment to the SADC political and
military agenda of the region. However, Angola has rather shown no commitment to the
regional economic agenda, as evidenced by its disinclination to enter the SADC Free Trade
Area in spite of having endorsed the SADC protocol on Trade in 2003. This implies that Angola
has crafted its investment policy outside of the SADC Financial and Trade Protocol (FTP). The
government of Angola has stressed that further integration may hurt (especially from South
Africa’s competitive advantage) the Angolan industries which are still in infancy (Mouzinho,
2016).

2.3.3 Botswana

Botswana is a small non-coastal country located in Southern Africa. The country once
classified among the poorest in the World, with per capita income of less than US$100,
managed to reform and leaped on a long run growth trajectory, which saw it reaching the

upper middle-income country rank with per capita income of US$15839 in 2015 according to
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the World Bank rankings (World Bank, 2015c). Botswana is now regarded as one of Africa’s

success stories because of its impressive economic transformation.
2.3.3.1 FDI Policy Trends and Economic Performance in Botswana

Since attaining independence in 1966, Botswana’s economic growth averaged 9 percent per
annum mainly driven by diamond exports (AfDB, 2017). However, the outstanding economic
growth performance was brought to test by the 2008/9 global financial crisis but rebounded
strongly thereafter to GDP growth rates of 7 and 5.1 percent in 2010 and 2011 respectively.
The country’s successful achievement of robust economic growth is attributable to sound
macroeconomic economic policies and profound use of revenue from diamond proceeds.
Botswana’s GDP at market prices stood at US$14.3 billion in 2015, according to the UNCTAD
(2016).

The discovery of diamonds just a year after independence saw the establishment of joint
ventures between the Government of Botswana and foreign conglomerates.Therefore,
investment policy design gave much attention on attracting FDI into the newly discovered
diamond mining industry. For this reason, Botswana’s mining sector is the biggest source of
FDI, export revenues and GDP growth. Investment policy design and implementation
continued to evolve. In 2001/2, Botswana crafted a Foreign Investment Code which was
envisioned to deliver the uniform body of rules on investment. However, the code, on further
review was found to be restrictive to investment and was dropped forthwith. Since then,
Botswana has been striving to keep a more open investment regime and to attract FDI outside
of the diamond industry (OECD, 2013).

FDI gradually rose from a meagre US$ 20 million in the 1980s and peaked at US$ 968 million
in 2009. Data from Botswana Investment and Trade Centre (BITC) indicates a 16 percent
increase in FDI in 2015 alone (BITC, 2015). Although much FDI is mainly channelled into the
mining sector, the services industry has also withnessed FDI boom lately, especially in banking
and insurance. According to the OECD (2013), Botswana is ranked as the sixth most attractive
FDI destination, without taking into consideration the oil-producing countries. The countries
investment attractiveness emanate from its low corruption levels, good economic governance,
liberal tax system and stable democracy, together with favourable reviews from international
rating agencies (Banco Santander, 2016). This is also confirmed by an empirical study carried
out by Gutu, et al. (2017).
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2.3.4 Democratic Republic of the Congo

Democratic Republic of the Congo (DRC) is located in the Sub-Saharan African region with
vast mineral resources. The World Bank ranks DRC as a low-income country and IMF
categorises it as among the Highly Indebted Poor Countries (HIPC). DRC development and
growth have been stalled because of continual armed conflicts and political instability that
dates back to the 1990s (AfDB, 2013).

2.3.4.1 Economic Context and FDI Performance in DRC

Starting from early 2000, the DRC government began to implement sound macroeconomic
policies to lay out a conducive environment for growth to take place. These macroeconomic
reforms included exchange rate liberalisation, allowing flexible petroleum prices, robust
monetary and fiscal policies. Economic growth responded positively to the reforms and GDP
averaged US$8 billion between 2000 and 2004 (SADC Statistics, 2014). However, DRC’s
economy was not spared during the global financial crisis resulting in GDP growth rate
decelerating to 2.8 percent in 2009. Economic growth rate averaged 7.7 percent between
2010 and 2014, and 8.8 percent in 2015, well above the average in Sub-Saharan Africa
(BEBA, 2016).

FDI in DRC is mainly channelled in the mining sector. Mining now represents an estimated
60-80 percent of FDI stock. DRC’s growth prospects were hampered by economic and political
instability. This highly discouraged FDI, but due to the recent stability and peace, FDI
increased more than six-fold for the period 2005-2010, totalling more thanUS$7 billion over
this time (Oxford Policy Management, 2013). However, FDI flow to DRC fell to US$5.8 billion
in 2014 corresponding to the fall in commodity prices on the international market (National

Agency for the Promotion of Investment, 2016).

However, poor infrastructure: road, buildings and rail, and unfavourable business
environment: due to continued insecurity in the eastern side of the country, still stand in the
way of foreign investment attraction beyond the mining sector. The World Bank projects that
the country needs around US$5.3 billion to restore and build new infrastructure (Foster &
Benitez, 2011). The country still needs reforms in the area of intellectual property rights
protection and reduce bureaucratic delays in administration and execution of investment

contracts.
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2.3.5 Lesotho

The World Bank ranks Lesotho as a lower middle-income country. Lesotho’s economy is agro-
based and is also anchored on livestock production, mining, and manufacturing (World Bank,
2017a). The country is encircled and economically dependent on South Africa. About 90
percent of Lesotho’s imports come from South Africa and 65 percent of its exports go there
(Hassan & Ojo, 2002).

2.3.5.1 Economic Policies to Attract FDI and Boost Economic Growth in Lesotho

Lesotho’s membership to the Common Monetary Area (CMA) has left it with limited room to
manoeuvre on the macroeconomic policy front. Under the CMA, currencies are pegged at
parity with the South African rand. This means the country does not enjoy monetary policy
autonomy and its external competitiveness depends on the performance of the Rand.
Although, on one hand the country enjoys credible monetary policy, on the other hand, suffers
from currency volatility and international shocks since policy decisions the South Africa
Reserve Bank (SARB) makes about the interest rate and the value of the Rand have

immediate consequences on the smaller CMA countries, Lesotho included (IMF, 2012).

Lesotho's GDP growth rate immensely fluctuated during the study period. The country’s
economy grew at a steady rate from a negative growth rate of 2.7 percent in 1980 to a peak
of 9 percent in 1988 (the year that marked the beginning of IMF stabilisation programme).
From 1988, GDP growth rate averaged 3.9 percent in the aftermath of the global financial
crisis of 2008/9, GDP growth rate between 2012 and 2013 averaged 4.7 percent. It, however,
decelerated to 3.6 and 1.7 percent in 2014 and 2015 respectively (Lesotho Review, 2015;
World Bank, 2015).

In the period between 1980 and 1988, Lesotho’s FDI inflows hardly exceeded US$4 million.
The introduction of the IMF stabilisation programme in 1988 led to an increase in FDI flows
reaching US$21 million, and in 1994 reached an all-time high of US$43 million (UNCTAD,
2003). The developments in construction and trade preferences are boosting FDI in Lesotho.

However, there is still a myriad of challenges that are hindering the country’s foreign
investment attractiveness and economic growth. According to the World Bank (2017), the high
wage bill is stifling the fiscal space for the government, leaving them with little room to
manoeuvre. Although Lesotho is commended for making progress in making reforms in the
area of business and property registration, and operationalising a credit bureau, the country

ranks low on key Doing Business Indicators such as dealing with construction permits,
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accessing finance, and the cost of capital (ibid). Poor quality infrastructure and the recent

political instability are also factors hindering foreign investors.
2.3.6 Madagascar

Madagascar’s growth prospects were very high in the 1960s. However, persistent crises led
to the economic slowdown. The GDP growth rate averaged 0.5 percent during the period 1960
to 1990. The World Bank ranks Madagascar as a low-income country and it also falls under
the IMF’s HIPC category. Traditionally, the driver of growth in Madagascar has been an
accumulation of capital rather than innovation/technology gains. This means that foreign
investment matters more for Madagascar's economy to grow. The economy grows when
investment flows increases and vice versa. This is corroborated by the high and positive
correlation between (public and private) investment and GDP growth rates in Madagascar
over the past two decades (World Bank, 2010).

2.3.6.1 Economic Policies to Attract FDI and Boost Economic Growth in Madagascar

On the macroeconomic policy front, Madagascar Action Plan (MAP), a five-year development
strategy anchors enumerable policies by setting priorities, strategies, goals, and benchmarks
(Government of Madagascar, 2006). Madagascar’s annual economy growth rate averaged
0.46 percent in the 1980s. The country’s economy experienced some sharp decline in
economic growth in the review period, first in 1982 (-8.7%), 1991 (-6.3%) and reached an all-
time low of -12.6 percent in 2002 which is attributed to the political crisis in that year (AfDB,
2012a).

FDI flows to Madagascar during the period under review was fairly negligible, averaging US$9
million per annum in the 1980s and 1990s. FDI reached an all-time high of US$1.2 billion in
2008 but declined to US$907 million in 2011. FDI as a percentage of GDP was 12.4 percent
between 2008 and 2009 compared to the average 0.7 percent recorded in the period
between1980 and 2005.

The political turmoil during the period under review posed the greatest challenge to FDI
attraction and growth of the economy. The country also suffers from adverse weather
conditions due to its island location. The country is, however, commended for the reforms in
the area of ownership of investment. The country allows full ownership of land and most of its
sectors are open to 100 percent foreign ownership, without any restrictions on payments or

transfers.
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2.3.7 Malawi

Malawi is ranked as a low-income country by the World Bank and is also categorised under
the IMF’s HIPC. The country’s economic growth is mainly driven by the agriculture sector. The
country exports tobacco, tea, coffee, and sugar. The agricultural sector was estimated to
contribute about 28 percent to the country’s GDP in 2011 compared to the services sector
contribution of 33 percent. The manufacturing and mining sectors are relatively small

contributing 10 and 2 percent to the country’s GDP respectively
2.3.7.1 Economic Context and FDI Performance in Malawi

Since 1980, the Government of Malawi implemented macroeconomic policies that were aimed
to liberalise, restructure and privatise the economy. The reforms that were implemented to
lure FDI in Malawi included signing bilateral trade agreements, allowing foreign investors into
the manufacturing sector, reduction of tariffs and non-tariff barriers to trade and privatisation
of State-owned enterprises. The Malawian macroeconomic policy framework is anchored on
a number of development strategies; Malawi Growth and Development Strategy (MDGS),
Malawi Vision 2020 and Malawi Poverty Reduction Strategy (MPRS.

Despite implementing several of these reforms, very little improvement to the overall economy
was realised. The Malawian GDP growth rate has been erratic, negative growth of -10.8
percent was recorded in 1981 and then averaged 3.31 percent till the early 2000s. The
economic slumps are attributed to price instability, volatile exchange rate, weak and unreliable
public service, this led to a slump in manufacturing activities and increased investments in
low-risk assets such as Treasury Bills. However, the MDGS policy framework is commended
to have achieved more than expected growth rate of 7.5 percent during its implementation

(Government of Malawi, 2012).

Malawi is open to FDI and foreign investors are generally treated the same with national when
it comes to investing. In the early 1980s, FDI flows to Malawi has been generally low,
averaging US$4.7 million per annum between 1980 and 1993. The country received an
average of US$64 million between 1999 and 2011. According to Malawian Investment and
Trade Centre (2013), in 2012, Malawi attracted US$1.2 billion worth of FDI constituting 22
percent of the total FDI flows to SADC region.

However, the country’s unattractiveness to foreign investment emanates from landlocked
geographical location, poor and inadequate infrastructure, inefficient public institutions and
difficulties in accessing credit. From a regional integration perspective, Malawi is a member of

SADC and COMESA. There is a growing concern that Malawi suffers in terms of investment

22

© University of Venda



)
o

&5 ) university of Venda
C

attraction in these regional groupings since the dominant members tend to attract FDI at the

expense of its smaller neighbours (Kazembe & Namizinga, 2007).
2.3.8 Mauritius

Mauritius is ranked as an upper-middle income country with GDP US$11.682 bhillion and gross
national income (GNI) per capita of US$9780 in 2015 (World Bank, 2015c). Mauritius is
regarded as one of Africa’s successful nations, with a robust manufacturing sector and sound
macroeconomic policy that are designed to buffer the country’s economy from adverse
external shocks (Frankel, 2010). Mauritius is commended for good policies including creating
a well-managed Export Processing Zone, conducting diplomacy regarding trade preferences,
spending on education, avoiding currency overvaluation, and facilitating business (Ibid).

2.3.8.1 Economic Context and FDI Performance in Mauritius

The economy of Mauritius came from a negative real GDP of -10 percent in 1980 and leapt to
positive growth in the year that followed. Since then, the country managed to maintain an
overall annual economic growth rate of around 5.5 percent, despite being hit by various
economic shocks from time to time, displaying robust economic resilience. This robust
economic performance resulted in an unprecedented increase in Mauritius’s per capita income
from US$1000 in 1982 to more than US$3000 in 1995, pushing the country into the upper

middle-income category (Frankel, 2010).

Quantitatively, FDI inflows into Mauritius were insignificant in the early 1980s. FDI averaged
US$10 million in the 1980s before increasing to an annual average of US$28 million in the
1990s. By 2010, FDI flows to Mauritius reached half a billion US dollars. According to

Mahembe (2014), Mauritius is a major investor in the SADC region after South Africa.

Challenges hindering Mauritius from attracting as much FDI as possible and driving economic
growth stem from its selective and ambiguous treatment of foreign investors. The screening
of proposed FDI rests in the Non-citizens (Property Restriction) Act, and the Act “does not set
out the conditions under which applications for approval are appraised nor indicate priority or
reserved sectors or give guidance on what conditions may be placed on approved
investments” (UNCTAD, 2001).

2.3.9 Mozambique

The Mozambican economy has been growing at a faster rate for the past two decades. The
country’s growth averaged 7.5 Percent in last 20 years (Ross, 2014). The World Bank (2017b)

classifies Mozambique among the low-income countries with GNI per capita income of
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US$590 in 2015. The World Bank (2017b) estimated Mozambican GDP at US$14.8 billion in
2015.

2.3.9.1 FDI and Economic Growth Trends in Mozambique

Mozambique boasts one of the highest growth rates of Africa’s non-oil economies, averaging
7.5 percent since the turn of the new millennium. The country has engaged in considerable
economic reform since its emergence from the civil war in 1992, with substantial support from
development partners. From 1977 to 1992, Mozambique was embroiled in a protracted civil
war. Throughout the 1990s and with considerable support from the World Bank, the
International Monetary Fund (IMF) and other development partners, a burst of economic
reform took place with a focus on moving away from central planning, engaging in privatisation
and setting up a modern judicial and banking system (OECD, 2013). However, there has been
a rapid decline in Mozambican GDP growth rate following the revelation of previous
undisclosed borrowing. GDP growth rate slightly dropped to 6.6 percent and is forecasted to
drop further to 3.3 percent in 2016 (World Bank, 2017b).

FDI inflows to Mozambique were insignificant, averaging at US$72 million per annum during
the period 190-1992. FDI flows to Mozambique increased gradually in the five years following
the 1992 peace agreement. The FDI inflows to Mozambique was channelled into the extractive
sector, especially oil and gas exploration and extraction. The extractive industry accounted for
3.3 percent of total FDI inflows in 2011. Construction and manufacturing also attracted a
substantial share of FDI but remain heavily dependent on the extractive sectors. In 2015,
Mozambique received a staggering FDI flows of US$3.7 billion, accounting for 21 percent of
FDI flows into the SADC region (OECD, 2013; UNCTAD, 2016).

Mozambique suffers from woes of resource-rich countries, with a fragile development model
excessively focused on extractives and major projects. The country has tremendous potential
but faces considerable challenges: a lack qualified workforce; a limited internal market;
infrastructure insufficiencies; costly business environment; restricted economic diversification;
a high dependency on imports; increasing debts levels; a narrow tax base and limited capacity

for domestic resource mobilisation.
2.3.10 Namibia

Namibia is ranked as an upper-middle income country by the World Bank (2017c) with GNI
per capita income of US$5190 in 2015. The World Bank estimated Namibian GDP at US$11.5
billion in 2015 (World Bank, 2017c). The country’s success is attributed to sound economic

management and good governance. The country is strongly connected to South Africa through
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trade, investment, and common monetary policies. The Namibian dollar is pegged to the South

African rand, making economic trends closely follow those in South Africa.
2.3.10.1 FDI and Economic Growth Trends in Namibia

Namibia is a member of the Common Monetary Area (CMA), therefore its economic policy is
limited to fiscal and structural reforms since it doesn’t enjoy monetary policy autonomy. The
Namibian Government continues to pursue a fiscal strategy anchored on maintaining fiscal
sustainability and economic growth. The economic growth rate has been relatively modest
since the attainment of independence — fluctuating around 3.3 percent per annum (OECD,
2002). The Namibian economic growth rate slowed down to 3 percentin 2011 from 6.6 percent
in 2010, following a contraction of 0.4 percent in 2009. This reflects modest performance in
mining and agricultural activities due to severe flooding in the north of the country and
industrial action, as well as weak demand for mineral products arising from the weaker global
economy (AfDB, 2012b).

Upon gaining independence from South Africa in 1990, Namibia opened its borders through
the investment framework reforms to allow foreign direct investment to take place. However,
not much FDI was realised till the late 1990s. Namibia’s FDI as a percentage of GFCF is higher
than the average for Southern Africa, Africa and developing economies. This is attributed to
the increase in equity capital and reinvestment earnings (Ikhide, 2006). From the early 2000s,
FDI inflows to Namibia increased significantly, with US$900 million recorded in 2001 up from
US$712 million the previous year.

2.3.11 Seychelles

Seychelles is a Small Island Developing State (SIDS) and is one of the smallest and most
indebted countries in the developing world, with a public debt stock-to-GDP of around 140
percent in 2008 (World Bank, 2009). The World Bank ranks Seychelles as a middle-income
country with GNI per capita of US$14680 and an estimated GDP of US$1.4 billion in 2015
(World Bank, 2017d).

2.3.11.1 FDI and Economic Growth Trends in Seychelles

Seychelles GDP growth has averaged above 5 percent in the 1980s and 1990s. Real GDP
growth rates of 6.64, 8 and 10 percent was recorded in 1981, 1984 and 1985 respectively.
The economic growth rate slowed down in the 1990s before rising to an all-time high of 15

percentin 1997. The country’s economic growth slowed down during the first half of the 2000s,
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but rebounded in 2005, with real GDP growth rate recorded at 5.4 and .3 percent in 2006 and
2007 respectively (AfDB, 2009). GDP growth slowed down in 2008 to 3.1 percent.

FDI has been serving as a growth catalyst for the Seychelles economy and has only been
second to tourism. Although in value terms, FDI inflows are lower than other SADC countries,
its ratio to GDP is higher, averaging 5 percent in the 1980s and 1990s and then more than
doubled to average at 12 percent during 2000s. All time high level of FDI inflow into Seychelles
was recorded in 2007 amounting to US$239 million. In 2012, FDI flows amounted to US$117

million, a US$28 million decline from the 2011 FDI inflow amount.

However, the country’s growth prospects are hampered by a large debt overhang. The
country’s vulnerability to external shocks and less land area available for investment are some
of the factors that have contributed to the decline in FDI inflows to Seychelles. The country

also suffers from adverse weather conditions like cyclones.
2.3.12 South Africa

South Africa is Africa’s second-largest economy and the largest economy in the SADC
regional bloc. The World Bank classifies South Africa as an upper-middle income country with
a GDP per capita of US$5 723 in 2015. The World Bank estimated South African GDP at
US$314 billion in 2015 (World Bank, 2015a). The South African GDP almost tripled within 20
years after the dismantling of the apartheid regime (Goldman Sachs, 2013). The country’s
GDP grew at a steady rate during the period leading to the global financial crisis of 2008/9,
and the government was commended for its prudent monetary and fiscal policies (Goldman
Sachs, 2013; World Bank, 2015b)

2.3.12.1 Economic Policies to Boost FDI and Economic Growth in South Africa

The South African government has put sustainable growth as one priority area since the
ushering in of a new political dispensation in 1994. From the 1994’s Reconstruction and
Development Programme (RDP) to National Development Plan vision 2030 (NDP), the need
to attract FDI has been recognised as a major determinant of growth and development
(Matjekana & Masipa, 2015).

Following the collapse of the apartheid regime, the Government of South Africa crafted
Reconstruction and Development Programme (RDP) as a policy document drafted to address
social and economic issues brought about by the Apartheid regime and build a democratic,
non-racial, non-sexist society (Government of South Africa, 1994). The RDP included
interventions focused on growing the economy such as bringing fiscal spending into check,

containing government borrowing, trade liberalisation and reducing taxes. RDP was short-
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lived, and it was replaced in 1996 by a new macroeconomic policy framework called Growth,
Employment and Redistribution (GEAR). The Accelerated Shared Growth Initiative for South
Africa (AsgiSA), the New Growth Path (NGP) and National Development Plan vision 2030
(NDP), all these policies were aimed at boosting economic growth and job creation. Although,
some may have fallen short to reach their desired goals, but during their implementation, the
GDP of South Africa tripled from as low as US$144 billion in 1996 to as high as US$314 billion
in 2015 (Goldman Sachs, 2013).

2.3.12.2 GDP and FDI Developments in South Africa
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Figure 5: FDI and GDP Dynamics in South Africa (1980-2015)

Source: UNCTAD, 2016

South Africa is SADC's higgest economy, holding 49% stake of the SADC total GDP in 2015
(UNCTAD, 2016). The country is also a member of BRICS? and the Southern African Customs
Union (SACU). South Africa’s GDP growth was depressed in the period 1980 to 1993 owing
to economic sanctions and political opposition from South African nationalist movements
(Arvanitis, 2006). Since the end of the apartheid era in 1994, the country’s GDP grew at an
annual average of 3.6% till the global financial crisis of 2008/9. Figure 5 above, shows that
there was negative growth of 1.5% in 2009 as the economy suffered from the financial crisis
and the Eurozone sovereign debt crisis (Kganyago, 2012). Although the growth rate bounced
back to 3% in 2010, it has been on the decline ever since with growth of 1.3% recorded in
2015.

3 BRICS (Brazil, Russia, India, China, South Africa)
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While there is no explicit investment policy or direct incentives meant to attract FDI, South
Africa has traditionally used its macroeconomic policies and strategies to attract FDI (Gelb &
Black, 2004). GEAR patrticularly stressed the significance of FDI in engendering economic
growth and has been stressed in official policy documents since then (Arvanitis, 2006). FDI
inflows to South Africa as a percent of GDP averaged 0.03% from 1980 to 1993. A situation
that may be a result of the economic sanctions imposes on the Apartheid regime and political
unrest from the country’s nationalist movements. Thereafter, FDI gradually increased,
reaching the peak at 5.7% of GDP in 2001. However, FDI remains low in proportion to the
South African GDP (Mahembe, 2014). Of concern is that quite a substantial amounts of the
FDI activities taking place in the SADC region refer to M&As: 60 percent of South Africa’s FDI
inflows are M&As (Tagg, 2001; Muradzikwa, 2002). M&As result in a mere change of
ownership of already existing capital in the host country rather an inflow of additional capital
(Johnson, 2005).

2.3.13 Swaziland

The Kingdom of Swaziland is a small open economy that is greatly dependent on export-based
agricultural commodities and industries, especially sugar exports. The World Bank (2017h)
classifies Swaziland as a lower middle-income country with GDP estimated at US$4.1 billion
and GNI per capita income of US$3280 in 2015. Swaziland is very closely linked to South
Africa on which it depends for about 85 percent of its imports and about 60 percent of exports
(Ibid). Swaziland is a member of SACU, COMESA and SADC regional blocs.

2.3.13.1 FDI and Economic Growth Trends in Swaziland

The country experienced rapid GDP expansion in the 1980s, with an annual average growth
rate of 6.88 percent and spiking to 14.6 percent in 1987. The rapid economic expansion is
attributed to an increase in FDI, mainly driven by de-investment from South Africa due to
economic sanctions imposed on the Apartheid regime. However, GDP growth rate eased to
an annual average of 3.7 percent in the 1990s and worsened to 2.3 percent in the 2000s. Due
to a severe contraction in the country’s manufacturing, Swaziland recorded the lowest GDP
growth rate in the SADC region of 0.3 percent. The economic growth rate was recorded at 1.9
percent per annum in 2015 (World Bank, 2017h).

Swaziland has been the recipient of the lowest FDI inflows compared to other SADC member
countries. The establishment of Swaziland Investment Promotion Authority (SIPA) has served
as a catalyst in luring FDI in the country. Swaziland is still faced with a myriad of problems that

are stalling economic progress. The cost of doing business is high and the country is rocked
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by governance issues. The business environment is not conducive to lure foreign investors as

much as may be expected.
2.3.14 Tanzania

The Tanzanian economy is ranked as a low-income country with an estimated GDP of
US$45.6 billion and GNI per capita income of US$920 in 2015 (World Bank, 2017g). According
to the World Bank (2017g), Tanzania has maintained a high level of economic stability over
the past 10 years making it the fastest growing economy in the East African Community (EAC).

2.3.14.1 FDI and Economic Growth Trends in Tanzania

The Tanzanian economy was performing poorly in the early years of the review period. The
Government of Tanzania adopted the Economic Recovery Program (ERP) which aimed for
the systematic removal of regulatory controls, structures and operational guidelines in the
administration and pricing systems in the economy. This boosted investor confidence in the
country (Kabelwa, 2006).

In 1980, Tanzania was in a recession, recording 2.38 percent growth rate in 1983 and increase
slightly to 3.38 percent in the year that followed. Following reforms in 1996, the Tanzanian
economic growth rate increase and averaged at 6 percent per year. GDP growth rate stood at
7 percent per annum in 2015 (World Bank, 20179).

I.  Some Major Policy Developments to Attract FDI by Tanzania Since the 1990s include:

e Establishment of Investment Promotion Centre (IPC) in 1990;

e Enactment of Banking and Financial Institutions Law in 1991 that opened doors
for foreign banks to operate in Tanzania, leading to increased competition
improvement of the quality of services in the financial sector;

e Launching of Mining Policy in 1996 to guide investments in the mining sector;

e Enactment of legislation that established Export Processing Zone (EPZ) in
2003.

The reforms that were undertaken improved the country’s investment climate significantly. FDI
inflows to Tanzania rose significantly from an annual average of US$12.6 million in 1987-1991
to US$416.66 million in 2002-2006. Based on 2003 figures, FDI inflows to Tanzania is
relatively diversified in mining (39 percent), followed by manufacturing (22 percent), tourism
(13 percent) and agriculture (7 percent). FDI inflows increased to US$1.8 billion in 2012 on

the backdrop of a surge in investment in the petroleum and natural gas activities in Tanzania.
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However, the country still faces several challenges that hindering investment attractiveness
and economic growth on the overall. Private sector development is constrained by weak
market institutions and poor business climate, characterised by multilevel state interventions
that result in high transaction costs and segmented markets. Access to finance and power
shortages stand out as the most significant constraints to doing business in Tanzania. The
Government of Tanzania has also accumulated the unsustainably high level of arrears (World
Bank, 2016).

2.3.15 Zambia

Zambia is currently ranked as a lower-middle income country by the World Bank with GDP
estimated at US$21.15 billion and GNI income per capita estimated at US$1490 in 2015
(World Bank, 2017f). The country bossed over a decade of rapid economic expansion, with
an annual average of 4.75 percent in the period 1996 to 2011. This was shaped by the
expansion in the extractive sector (especially copper) and the proceeds were used to
subsidise agriculture. Unfortunately, oil price shock, falling copper prices and inadequate

economic management response had a knock-on effect on the Zambian economy.
2.3.15.1 FDI and Economic Growth Trends in Zambia

Prudent monetary policy by the Zambian monetary authorities has put price stability in check
for a lengthy period and the Kwacha has remained relatively stable. The period between 2010
and 2014 saw the Zambian economy growing at an annual average growth rate of 6.4 percent,
above the overall Sub-Saharan average. This impressive economic expansion was driven by
high commaodity prices, especially copper, impressive foreign investment in manufacturing and
mining sectors, government’s infrastructure investment, and rapid expansion in private sector

investment in construction and services (World Bank, 2015).

In 2001, FDI flows Zambia was moderately high standing at US$145.8 million. The FDI inflow
to Zambia rose to a record level of US$1.3 billion in 2007. The global financial crisis of 2008/9
caused a slowdown in FDI flow with US$938.6 million recorded in 2008. According to Zambia
Development Agency (2015), there was a 45 percent increase in FDI inflows to Zambia from
US$1.1 billion in 2011 to US$1.6 billion in 2015. This is attributed to the implementation of
sound economic reforms and investment promotion by Zambia Development Agency (ZDA)

in key sectors of the Zambian economy.

However, the country is still facing numerous challenges to reach its economic growth
potential and FDI attraction. The challenges include poor and deteriorating infrastructure.

There is power crisis affecting all sectors of the economy. The high fiscal deficit is also
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undermining investor confidence and overdependence on mineral and commodity exports are

also posing a serious threat due to adverse external shocks.
2.3.16 Zimbabwe

Zimbabwe is ranked by the World Bank as a low-income country, with GDP estimated at
US$14,42 billion and GNI per capita income recorded at US$860 in 2015. The country had
quite promising growth prospects, but all that has been shattered due to uncompetitive
investment policies and political instability (World Bank, 2017e).

2.3.16.1 Economic Policies to Boost FDI and Economic Growth in Zimbabwe

Since independence in 1980, Zimbabwe has crafted numerous blueprints to serve as
guidelines for achieving economic growth and social development, and the resulting benefits
spreading to all. The first blueprint to be rolled out to the public was Economic Structural
Adjustment Programme (ESAP), a policy strategy conceived by the International Monetary
Fund (IMF). With the demise of ESAP came Zimbabwe Programme for Economic and Social
Transformation (ZIMPREST), scheduled for implementation from 1996 through to 2000. Its
main objective was the creation of a stable macroeconomic environment and the correction of
the mistakes of ESAP. During the first three years of its implementation, growth rate declined
from 7% in 1997 to very low growth rate levels between 1998 and the year 2000. Despite the
economic decline, the same period was marked by an outstanding improvement in
Zimbabwe’s fiscal performance. Zimbabwe managed to reduce its budget deficit as a percent
of GDP from 12.9% in fiscal year 1994/95 to 6.4% in 1997/98, a result of the improved revenue

collection and enhanced expenditure management (Bonga, 2014).

Zimbabwe Agenda for Sustainable Socio-Economic Transformation (ZIM ASSET) is the
current policy document in force since October 2013. Zimbabwe aims to achieve sustainable
economic growth and development together with social equity through the implementation of
indigenisation and empowerment strategies and the prudent exploitation of the country’s vast
natural resources and skilled workforce (Government of Zimbabwe, 2013). The economic
blueprint is anchored on attracting FDI, improving the business environment and lowering the

cost of doing business in Zimbabwe.

FDI flows to Zimbabwe in the 1980s was very low averaging US$8 million per annum. The
economic reforms implemented from ESAP going forward brought about the liberalisation of
the Zimbabwean markets which attracted foreign investment. The country received the highest
FDI inflows of US$444 million in 1998. However, the country was rocked by the political and

economic crisis in the early 2000s and FDI declined sharply and the country suffered from
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economic stagnation. The country received a mere average of US$37 million per annum
during the period 2000-2008. The period after 2008 saw the country rebounding from negative
growth to a robust growth rate of 7.21 percent in 2009, 9 percent in 2010 before slowing down
to 6 percent in 2011. FDI inflows also increased to US$387 million in 2011, US$545 million in
2014, and slightly declined to US$421 million in 2015 (UNCTAD, 2016).

The country still faces numerous challenges to attract FDI. The recent development was the
passing of the Indigenisation law which requires foreign investors to cede 51 percent of the
voting stock to indigenous investors. This has made foreign investors shun away. The country
is also experiencing severe liquidity crisis and political uncertainty. The country is also
suffering from insufficient and deterioration of infrastructure and power shortages impacting

on all sectors of the economy.
2.4 Conclusion

The chapter summarised FDI and GDP dynamics in the SADC region. It also emphasised the
importance of FDI policies and protocols, both at a regional and country levels. It has been
noted that, even though FDI has been increasing in the SADC region, it's highly concentrated
among the countries that are endowed with natural resources and those that have put in place
reforms that are favourable for investment. Countries like South Africa, Angola, Mozambique,
The Democratic Republic of the Congo are the biggest recipients of FDI in the SADC region.
Angola received much of FDI in its oil sector and was among the fastest growing economies
in the world. Therefore, the growth in GDP for most of the countries in the SADC region may

be attributed to the increase in FDI: a statement this study will eventually affirm or refute.
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CHAPTER THREE
LITERATURE REVIEW

3.0 Introduction

This chapter aimed to gather the theoretical framework and empirical evidence on the impact
of FDI on economic growth of a host country. Therefore, the chapter was divided into sections.
In the first section, various growth models were identified which form part of the theoretical
groundworks that show how FDI relate to economic growth. The emphasis was to explore both
the direct and indirect effects of FDI on economic growth. Thus, the study also explored the
role of FDI spillovers in enhancing economic growth of a host country. In the final section,
empirical evidence on the impact of FDI on economic growth of a host country was reviewed.
Various studies on this topic were identified and analysed followed by an in-depth discussion

of their implications thereof.

3.1 Theoretical Literature Review

This section summarises the theoretical foundations of the link between FDI and economic
growth of a host country. Two major growth theories: the neoclassical growth model and
endogenous growth model justifies the link between FDI and economic growth. The study
decomposed these theoretical foundations in terms of direct and indirect effects of FDI on a
host country’ economic growth. The direct impact being the one in which FDI brings about an
increase in the physical stock of capital of a host country which accelerates growth. Whereas,
the indirect impact implies that the presence of MNCs generate spillovers, in terms of
technology, know-how and competition, that allows the host country to enjoy accelerated

growth rate in the long term (Johnson, 2005; Nowbutsing, 2009).

3.1.1 Neoclassical Growth Model

Neoclassical theorists advocate for national markets liberalisation on the pretext that this
would lead to increases in both domestic investment and FDI. Therefore, here increases in
FDI is seen as equivalent to raising domestic savings thus increases the rate of capital
accumulation (Todaro & Smith, 2012). Based on these neoclassical arguments, Robert Solow
postulated a theory linking long run economic growth, the steady increase in aggregate output
to capital accumulation and technological progress (Solow, 1956). Based on a Cobb-Douglass
(1928) production function formulation, the model argues that an increase in the accumulation
of investment stock subsequently results in an increase in economic growth holding the
amount of labour and the level of technology constant (Barro & Sala-I-Martin, 1991; De Jager,
2004; Seyoum, et al., 2015).
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Although the theory posits two sources of growth, empirical evidence shows that more studies
were carried out assessing the growth in factor inputs than growth in total factor productivity.
The reason being that factor inputs can be quantified and analysed easily, whereas total factor
productivity growth poses difficulties in measurement due to the non-existence of suitable

econometric modelling methods over and above absence of appropriate data (Ozturk, 2007).

The two equations below summarise the role of investment in the Solow neoclassical growth
model. The first equation depicts an aggregate production function, showing the relationship

between output (Y), capital input (K), labour (L), and technology (A) (Solow, 1956):
N A € G 7 T PP (3.1)

The second equation, commonly known as the capital accumulation equation, explores the

relationship between investment in tangible assets (1), and capital stock (K) (Solow, 1956):
AKt = It - (XKt_l .............................................................................................. (32)

Where A represents a discrete change, a is depreciation, and I; is the gross investment. It is
worth noting that the gross investment term can either be endogenously determined by profit
maximising firms or assumed to be some fixed proportion of output, say sY;. Also, the
neoclassical model assumes competitive factor markets and constant returns to scale where
all inputs are paid the value of their marginal products. Decomposition of the production
function relates output growth as a weighted function of change in primary inputs, capital (K)

and labour (L) and multi-factor or “Solow residual” (or AInA) (Solow, 1956):
AINY = BrAINK + BLAINL 4 AIMA) ..o (3.3)

Where By is capital’'s share of output, g, is labour’s share of output, and the neo-classical
assumptions imply Bk + B, = 1. The technology term, A (that is, A = Aye9), is assumed to be
exogenous to the model. In this model, therefore, capital accumulation contributes to

economic growth in proportion to the capital’s share of national output (Nowbutsing, 2009).

Mankiw, et al. (1992) refined the traditional neoclassical growth theory by emphasising the
concept of convergence of incomes in the growth equation. The convergence/divergence
hypothesis states that poor countries tend to grow faster than rich countries. To test for
convergence, Solow (1956) and Mankiw, et al. (1992), introduced initial per capita GDP as a
regressant in their growth equation, with the assumption that there is convergence if the

coefficient on initial per capita GDP is negative; otherwise there is divergence.

The neo-classical growth model assumes free capital movement and accumulation. However,

the model's weakness is that accumulation of capital can only explain short-run economic
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growth because decreasing returns to capital do not allow for growth to take place in the long
run (Gabriela, 2008). Solow (1956) added technology and knowledge among the production
inputs out of the realisation that these two contribute to factor productivity which is the basis
for economic growth. However, in this model technology is treated as an exogenous factor
input into the production function, and this implies that technology transfer is non-existent

between countries and this limit growth (Gabriela, 2008).

3.1.2 Endogenous Growth Model

In the 1980s, development scholars acknowledged theoretical weaknesses in the old
neoclassical growth theory and proposed a new theory that came to be known as the
endogenous growth theory. The new growth theorists recognised that the assumption by
neoclassical scholars that technology progress is exogenously determined was flawed and
could not explain long-run economic growth. Therefore, this theoretical weakness of the

neoclassical growth model was the starting point for the endogenous growth model.

Endogenous growth theorists postulated that sustained economic growth can be generated
by supply-side externalities. The studies by Romer (1986) and Lucas (1988) treated
investment in human capital, research and development (R&D) expenditure and FDI spillovers
as the catalysts for economic growth. Although the old neoclassical model assume total factor
productivity growth as exogenously given, the newer endogenous growth models attribute this
component of growth to the “learning by doing” effect occurring between physical and human
capital, which result in increasing returns to scale in production technology (Lucas, 1988;
Mallick & Moore, 2006).

By assuming constant returns to scale with diminishing marginal productivity of labour, the
neo-classical growth model distinctively differs from the endogenous growth model which
assumes constant or increasing returns scale with the non-diminishing marginal productivity
of capital. The endogenous growth model assumes non-diminishing marginal productivity of
capital and this provides a possible pathway through which long run sustained growth can be
achieved. Therefore, under the postulations of the endogenous growth theorists, accelerated
economic growth rates can be achieved through liberalisation and make economies investor-

friendly under the free-market system (Mallick & Moore, 2006).
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The model can be presented in a simplified form as follows (Romer, 1986; Lucas, 1988):
I U0 I €T 7% S (3.4)
Where i represents firm-specific variables capital K; and labour L;

K refers to the aggregate capital stock, and

A(K) is the technology function

While the neoclassical model assumes technological progress to be exogenous, the
endogenous growth model describes technological progress as a form of investment spillover,
arising from different sources; for example, tangible capital, human capital, or research and
development expenditures. More importantly, however, both the neo-classical and the new
growth models define capital accumulation as key ingredients to growth. Based on these
arguments, it can be deduced that if FDI contributes to both growth (direct impact) and
domestic investment (indirect impact), then its overall impact can be substantial. Thus,
depending on the size and level of spillover it creates, FDI represents a potential source of

sustainable growth and development (Nowbutsing, 2009).

The economic rationale for offering special incentives to attract FDI frequently derives from
the belief that FDI produces externalities in the form of technology transfers and spillovers
(Carkovic & Levine, 2003). Romer (1993), for instance, argues that important idea gaps
between rich and poor countries exist. He notes that foreign investment can ease the transfer
of technological and business know-how to poorer countries. According to this view, FDI may
boost the productivity of all firms — not just those receiving foreign capital. Thus the transfer of
technology through FDI may have substantial spillovers effects for the entire economy. In
contrast, some theories predict that FDI, in the presence of pre-existing trade, price, financial,
and other distortions, will hurt resource allocation and slow growth (Boyd & Smith, 1992).
Thus, theory produces ambiguous predictions about the growth effects of FDI, and some
models suggest that FDI will promote economic growth only under certain policy conditions.

3.1.3 The Indirect Impact of FDI or FDI Spillovers

There are two views on how FDI can affect the growth of a host country. The first view
originates from the exogenous growth theorists who posit that FDI affects economic growth
through the accumulation of capital. This means FDI adds to the host country’s existing stock
of physical capital. Therefore, FDI has the same effect on economic growth as the domestically
owned stock of physical capital. The second view emanates from the endogenous growth

theorists who extended the old neo-classical growth postulations by introducing an
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augmentation to the host country’s stock of knowledge via knowledge transfer as one of the
major drivers of economic growth (Elboiashi, 2011). Accordingly, FDI epitomises a prospective
source for sustainable growth and development. Thus, this section devotes much attention to

explaining how FDI spillovers drive growth in a host country over and above the direct impact.

FDI boosts economic growth and development through increased investment, by bringing forth
the much needed foreigh exchange, and via employment creation. However, perhaps the most
valuable contribution of FDI to sustainable long-run growth and development emanates from
the FDI spillover potential. Farole & Winkler (2014) define FDI spillovers as “the productivity
gain resulting from the diffusion of knowledge and technology from foreign investors to local
firms and workers”. MNCs play a big role in international capital movements. For this reason,
the MNCs brings forth different types of spillovers which diffuse in the host country through
dissimilar conduits (Elboiashi, 2011). The transmission of knowledge spillovers from MNCs to
domestic firms may take place within the same industry (horizontal spillovers) or to another
industry which can be referred to as vertical spillovers. In vertical spillovers scenario, MNCs
can diffuse externalities to suppliers in the upstream sectors (backwards spillovers) and to
consumers of the MNCs’ products in the downstream sectors (forward spillovers) (Farole &
Winkler, 2014).

The primary reason to attracting FDI is the technology that the MNCs bring forth, which is
considered superior to domestic firms’ one, hence boost the host country firm’s productivity.
The boost to domestic firms’ productivity is referred to as productivity spillovers. According to
Blomstrom and Kokko (1998), MNCs contrast themselves from their local counterparts in the
host country in two ways. The first way in which the MNCs differ from their domestic producers
is that they take along some aggregate of their proprietary technology to the host country.
Although domestic firms enjoy the advantage of knowing the domestic markets well, business
practices and domestic consumer preferences, the MNCs compete successfully against them
with superior technology which serves as their firm-specific advantage. The second way is
that entrance and commencement of MNCs domestic market operations destabilise the
existing market equilibrium as domestic firms are forced to take action to protect their

competitive edge. These ways may produce varied forms of spillovers (Elboiashi, 2011).

The FDI spillovers from MNCs activities in the host country can diffuse horizontally or
vertically. The horizontal spillovers occur when the activities of MNCs propagate externalities
to local players in the same industry. This means FDI in an industry by MNCs, which usually
have superior technology, will encourage the domestic firms operating within the same sector
as the foreign investor firm to brace up to compete and perform at the highest level possible

(Hanousek, et al., 2010). According to Javorcik (2004), efficiency increases by the domestic
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firms result from imitation of MNCs superior technologies or hiring workers and managers who
once worked for the foreign-owned companies. Whereas, vertical spillovers happen when an
MNCs activities propagate externalities to another industry, as in the case of technology
transfers to domestic suppliers or customers in the production chain. Firms with operations in
sectors other than that of the MNC are affected by the FDI presence if they are in direct
business contact with it through backwards and forward linkages. In most cases, MNCs
require higher standards from their suppliers and customers, including domestic firms.
Therefore, their presence increases competition among domestic firms that want to become
suppliers, resulting in higher quality and reliable inputs and efficiency of these domestic
enterprises, therefore, increases (Hanousek, et al., 2010).

It is not always the case that the operations of MNCs bring forth positive spillovers. Thus, a
spillover from an FDI firm can be harmful to the long-term economic growth of the host country
— often referred to as negative spillovers. Dependency theorists advocated early theories on
FDI and spillovers. Dependency theorists regarded FDI from developed economies as
detrimental to the long-run growth prospects of developing countries (Nowbutsing, 2009).
According to Hanousek, et al. (2010), a negative spillover should not always be attributed to
lack of absorptive capacity of domestic firms in developing nations. It is rather a finding of lack
of spillovers that is likely driven by missing absorptive capacity. Negative spillovers are often
a result of competitive effects offsetting any potential positive spillover effects. According to
Hanousek, et al. (2010), the bigger the human capital and technology gap between MNCs and

domestic firms, the less likely domestic firms are to gain from the spillovers.

The 1970s marked a period when development scholars began to unravel growth implications
of FDI spillovers. Hymer (1976) proposed a theory in which he identified international
differences across firms at a scientific and technological level as a trigger of FDI spillovers and
technology transfer. By assuming FDI to represent the transfer of a package in which capital,
management, and new technology are all combined, Hymer (1976) characterised FDI as an
international extension of the industrial organisation theory (Nowbutsing, 2009; Hymer, 1976).
Positive spillovers are found therefore in more technologically advanced sectors or in more
industrialised countries. Wang & Blomstrom (1992), showed that technology transfer is
positively related to the efficiency of an indigenous firms’ and the level of operational risks in
the country (that is, political instability, poor macroeconomic environment). However, they
concluded that some technology transfer always takes place irrespective of the subsidiary’s
active learning effort. According to Blomstrom & Kokko (1998), spillovers occur when the entry

or presence of MNC contributes to the productivity or efficiency benefits of domestic firms.
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3.2 Review of Empirical Literature

Many scholars, researchers and policy makers alike have explored the fundamentals of how
FDI relate to host country’s economic growth. The empirical evidence accumulated so far

shows mixed findings. A discussion of some important findings is laid out in this section.

Many scholars and researchers have carried empirical studies to establish whether FDI drives
economic growth in a host country. In many instances, the host countries would have received
FDI for longer periods. One of the most cited empirical work was done by Borensztein et al.
(1998). Borensztein et al. (1998) aimed to establish the effect of FDI on economic growth in a
cross-country regression framework. Their sample composed of 69 developing countries who
were receiving FDI from industrial countries for two decades. The empirical analysis shows
that FDI facilitated the transfer of technology from foreign conglomerates, who are believed to
have superior technology, to domestic firms. The study further highlighted that FDI contributed

more to growth that domestic investment (Borensztein, et al., 1998).

The findings of Durham (2004) study correlate with those of Borensztein et al. (1998). The
empirical research aimed to assess the impact of FDI and equity foreign portfolio investment
on the host country’s economic growth. The sample data composed of 80 countries for a 19
year period between 1979 and 1998. He used the extreme bound analysis (EBA) which
confirmed the robustness of the findings compared to other empirical studies. The results of
the study showed that FDI impacted positively on economic growth contingent of the

absorptive capacity of the host country.

A study was carried out using data from Sub-Saharan African countries by Adams (2009) with
the aim to examine the impact of FDI and domestic investment on economic growth of a host
country. The study made use of OLS and Fixed Effects econometric estimation techniques to
analyse the data. The findings of the study show that FDI exerted a positive effect on economic
growth. Adams (2009) concluded that in Sub-Saharan Africa, countries need a targeted
approach to FDI and improve their absorptive capacity and Governments should seek to enter

into mutually beneficial investment agreements.

A study by Zhang (2006) identified the possible channels through which FDI may affect both
positively and negatively the Chinese economy over period 1992-2004 and found that FDI
seems to promote economic growth. The positive growth effects seem to rise over time and
are stronger in coastal than inland regions. The marginal productivity of foreign capital is larger
than that of domestic capital. Tsai (1994), focuses on the popular hypothesis of the demand-
side determinants of FDI and studied the influence of FDI on economic growth in the host
countries. The study covered the periods (1975-1978 and 1983-1986). The findings showed

39

© University of Venda



)
o

&5 ) university of Venda
C

that FDI is the main source of economic growth. Similar conclusions were also reached by
Agrawal (2015) among the BRICS economies; hamely; Brazil, Russia, India, China and South
Africa during the period 1989 to 2012. The empirical methodology cointegration and causality
analysis at panel level were used in the study. The results confirm that FDI and economic
growth are cointegrated at the panel level, indicating the presence of long-run equilibrium
relationship between them. The results from the causality tests indicate that there is long-run
causality running from FDI to economic growth in these economies.

Meanwhile, Suleiman, et al., (2013) examined the impact of FDI on economic growth for the
Southern Africa Customs Union (SACU) countries namely; Botswana, Lesotho, Namibia,
South Africa and Swaziland. The researchers employed panel data for a period of 1980 to
2010 and used Dynamic Ordinary Least Squares (DOLS). They found satisfactory evidence
of the positive and significant impact of FDI on the economic growth of SACU countries.

In the same vein, a study by Hlongwane (2011), using panel data for developed and
developing African countries, highlighted that inward FDI has a positive impact on economic
growth of the host country through increased capital accumulation, access to superior
technology, greater efficiency, increased competitiveness, and exports. He further noted that
the extent to which inward FDI positively impacts on economic growth depends on the quality

of the economic environment.

Further, Ayanwale (2007) investigated the relationship between FDI and economic growth in
Nigeria and examined the determinants of FDI into the Nigerian economy. The researcher
employed Ordinary Least Squares (OLS) and 2SLS methods to ascertain the relationship
between FDI, its components, and economic growth. The results highlighted that FDI impacts
positively on the economic growth of Nigeria. Similar conclusions were reached by Tiwari &
Mutascu (2011) in the case of Asia countries. The study examined the impact of FDI on
economic growth in Asian countries. The study utilised a panel analysis framework for the

period 1986 to 2008. The results showed that FDI and exports enhance the growth process.

A study by Soumia & Abderrezak (2013) empirically examined the relationship between FDI,
financial integration and economic growth of North African economies. In their empirical
investigation, they used a dynamic panel system General Method of Moment (GMM)
estimator. The results showed that, under particular economic and financial conditions, FDI

plays a positive role in boosting the economic growth of North African countries.

On the contrary, some empirical studies found that FDI does not have a positive effect on
economic growth. Examples include the following: using a panel of 85 countries, Azman-Saini,

et al., (2010) concluded that FDI, by itself, does not have positive effects on economic growth.
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Rather, the positive effects of FDI are observed if economic freedom is taken into account;
specifically, market regulation. In their analysis, they used GMM panel estimators, which were
applied to panel dynamic models. In the estimation equation, they used FDI, economic

freedom indicators, and control variables to explain economic growth.

In the same vein, Mahembe & Odhiambo (2015) investigated the causal relationship between
inward FDI and economic growth in Southern African Development Community (SADC)
countries over the period 1980 to 2012. The study used the recent panel data analysis
methods to examine this linkage. They carried out Granger Causality test for the middle-
income countries within a Vector Error Correction Mechanism framework, while that for the
low-income countries was conducted within a Vector Autoregressive framework. The results
for the middle-income countries’ panel showed that there is a uni-directional causal flow from
gross domestic product to FDI, and not vice versa. They further highlighted that, for the low-
income countries’ panel, there was no evidence of causality in either direction. The study

concluded that the FDI-led growth hypothesis does not apply to SADC countries.

These results are consistent with those of Yabi (2010); based on a panel of 57 developing
countries over the period from 1980 to 1999, which concluded that FDI flows do not always
have an impact on economic growth. He found that, due to the heterogeneity of countries with
low economic growth, the positive impact of FDI was observed in countries with high economic
growth but not in countries with low economic growth. These results were based on
estimations with instrumental variables that included control variables that explained economic
growth, such as domestic investment, years of secondary schooling of the male population,
inflation, fertility rate, government consumption, rule of law, the number of telephone lines per

thousands of people.

Similar conclusions were reached by Herve (2016) in studies conducted in West African
countries; namely, Cote d’lvoire, Benin, Senegal and Togo for the period 1980 to 2014. The
study investigated the link between financial integration, FDI and economic growth. The
researcher used the dynamic panel system GMM estimator with fixed effects approaches by
utilising Hausman test. The results showed that FDI is not an important determinant of

economic growth in West Africa.
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Table 3: The Impact of FDI on Economic Growth: Selected Studies

Study

Studied

and Time Period

Countries

Econometric

Technique

Empirical Evidence

1979-1998

Analysis (EBA)

Borensztein, 69 Developing | Cross-country FDI has a positive overall

Gregorio and | countries (1970- | regression and | effect on economic

Lee (1998) 1979 & 1980-1989) | Seemingly growth, however, this is
Unrelated dependent upon the stock
Regression (SUR) | of human capital in the
technique host country.

Durham (2004) |80 countries from | Extreme Bound | FDI has a positive effect

on economic  growth,
however, subject to the
absorptive capacity of the

host country.

2004

Adams (2009) Sub-Saharan Africa | Ordinary Least | FDI has a positive effect
countries for the | Squares (OLS) and | on economic growth and
period 1990-2003 Fixed Effects | recommended a targeted

estimation approach to FDI
techniques.

Zhang (2006) Chinese  economy | Panel Data | FDI promote economic
over the period 1992- | Analysis growth.

Agrawal (2015)

BRICS countries

Cointegration and
Causality Analysis

at a panel level

FDI and economic growth
are cointegrated and the
causality runs from FDI to

economic growth.

Suleiman, SACU countries for a | Dynamic Ordinary | Satisfactory evidence of
Kaliappan and | period 1980-2010 Least Squares | the significantly positive
Ismail (2013) (DOLS) influence of FDI on
economic growth.
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Hlongwane Developed and | Panel Data | FDI has a positive impact
(2011) developing countries | analysis on economic growth of a
host country.
Ayanwale Nigerian economy Ordinary Least | FDI impacts positively on
(2007) Squares and 2SLS | economic growth.
methods
Tiwari and | Asian countries for | Panel data analysis | FDI enhance the growth
Mutascu (2011) | the period 1986- | framework process.
2008
Soumia and | North African | Dynamic panel | FDI plays a positive role in
Adderrezak countries system General | boosting economic
(2013) Method of Moment | growth.
(GMM) estimator
Azman-Saini, 85 countries General Method of | FDI does not have a
Baharumshah Moment (GMM) | positive effect on
and Law (2010) estimator. economic growth.
Mahembe and | 15 SADC economies | Granger Causality | No evidence of FDI-led
Odhiambo for the period 1980to | test and Vector | growth impact.
(2015) 2012 Error Correction
Mechanism
(VECM)
Yabi (2010) 57 developing | Panel data analysis | Positive impact of FDI on

countries over the
period 1980-1999.

economic growth was not
observed in developing

countries

Herve (2016)

African
the

4 West
countries for

period 1980-2014

Dynamic panel

system General
Method of Moment
(GMM)
with Fixed Effects

(FE)

estimator

FDI is not an important
determinant of economic
growth.
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3.3 Conclusion

The chapter reviewed the selected literature that relates to the impact of FDI on economic
growth. Two main theories of economic growth were discussed in the foregoing sections
namely: the neoclassical growth theory and the new endogenous growth theory. The FDI
spillovers as a source of long-term economic growth were also discussed. The theoretical
exploration demonstrated that FDI is a key driver of economic growth of the host country.
Through both exogenous and endogenous growth analysis, it was noted that FDI contributes
directly and indirectly to economic growth and that the host country’s growth may attract more
FDI. Empirical literature review, on the other hand, discussed previous studies on the impact
of FDI on economic growth. However, mixed results were found by different scholars, although
most of the studies reviewed found a positive link between FDI and economic growth. This
study sought to add to the debate on the impact of FDI on economic growth using panel data
for the SADC region for the period 1980-2015.
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CHAPTER FOUR
RESEARCH METHODOLOGY

4.1 Introduction

This chapter gives an outline of the research methodology that is going to be followed to
achieve the study objectives. The chapter begins with deriving an empirical model that will be
testable from a theoretical one. The augmented Solow growth model will be extended with
some control variables that fit the data and characteristics of the study sample. A definition of
each control variable will be laid out and sources of data and time domain will be shown.
Various estimation techniques are laid out in the chapter. All step by step procedures are

given, including data related tests.

4.2 Model Specification

4.2.1 Theoretical Background of the Model

Various growth theories posit that FDI accelerates economic growth as it is one of the sources
of capital inflow that helps to improve trade, creates employment opportunities, aids in the
transfer of technology and knowledge in the host country (Sattarov, 2012). Therefore, the
theoretical framework which underpins the methodology is based on the augmented Solow
growth model. The model takes rates of saving, population growth, and technological progress
as exogenous and primary sources of growth. An augmented production function is employed
in deriving the empirical model. We assume a Cobb-Douglas production function, so

production at time t is given by:
Y = K (AL ) e (4.1)
0<ax<l1
Where:
Y = Total production (the monetary value of the goods produced in a year)
L = Labour input
K = Capital input

Ay = host country level of technology

45

© University of Venda



7S
>

(o

&5 ) university of Venda
C

a and 1—a are output elasticity for labour and capital, respectively. These values are
constants determined by available technology. Output elasticity measures the responsiveness
of output to a change in levels of either labour or capital used in production.

The study decomposes the production function in equation 3.1 above, by modelling how FDI
inflows affect the size of the physical stock of capital and how FDI can generate spillovers that
improve the conditions for economic growth. Starting with physical capital, represented in
equation 3.1 by K, the host country capital stock consists of foreign owned (MNC) as well as
domestic capital. The following equation describes the host country’s stock of physical capital
Kyc:

KHC = KDOM + KMNC ........................................................................................ (42)

Where Kpou is the domestic owned physical capital and Ky is foreign owned physical
capital. According to Johnson (2005), FDI inflows can cause an increase in the stock of
physical capital in the host country. It is argued that Greenfield FDI generates an increase in
Kync resulting in an increase in the total stock of physical capital as long as foreign and
domestic investments are not substitutes. Therefore, FDI drive economic growth in the same
way domestic owned physical capital, as it results in the increase in the physical stock of
capital (Johnson, 2005). M&As on the other hand result in a mere change of ownership of
already existing capital in the host country rather an inflow of additional capital.

FDI can generate positive technology spillovers to the host country firms. The study models a
link between FDI and the host country’s level of technology given by Ay in equation 4.1
above. The MNC is assumed to possess technology that is superior to the domestic firms’
one. FDI has the potential to generate positive spillovers through its knowledge capital KKy ¢
and these spillovers affect the domestic firm’s level of technology, Ay . Therefore, the study
places the MNC’s knowledge capital KK,y as an additional input in the production function

in a similar fashion as in Johnson (2005).

4.2.2 Empirical Model

Based on the synthesis of the literature reviewed in the foregoing section 2, an augmented
Solow growth model, with control variables that have been used widely in the literature, is
used as the basis of our empirical analysis (Mankiw, et al., 1992). As highlighted above in
equation 3.2, physical capital (K) is split into two; domestic-owned physical capital proxied for
empirical purposes by gross fixed capital formation (gfcf) and foreign-owned physical capital

represented by FDI in our empirical model. The panel regression model is specified as follows:
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growth;e = Bo + B1lngdp; 1 + B2gfcfie—1 + Bafdiie—1 + Bapopie + Bsintrade;  +
Pelntot; ¢ + P7labourqua;; + M+ € peueeiinieiiii (4.3)

Where:
growth is the percentage growth of GDP
Ingdp is the natural logarithm of initial level GDP per capita
gfcf is the gross fixed capital formation as a percentage of GDP
fdi is gross inward FDI as a share of GDP
pop is the active labour force
trade is trade openness
Intot is the natural logarithm of the terms of trade
labour is the percentage of the labourforce with tertiary level qualification
n is a countries’ unobservable individual effects

£ is the error term

The objective of the study is to test the hypothesis of a potentially significant impact of FDI on
economic growth in the SADC region. This study utilises static panel data regression to
estimate the parameters of the model. Static panel regression technique is the most
appropriate technique for an investigation of this nature as it has an advantage of producing
the information necessary to deal with both the intertemporal dynamics and individuality of the

entities being investigated.

4.3 Definition of Variables

In view of the recent literature reviewed in the foregoing section 2, this study will include the
following control variables: Gross domestic product (Ingdp) is the market value of all goods
and services produced within the boundaries of the country. In the context of this study, this
will refer to real GDP per capita lagged once to control for persistent growth shocks and
economic convergence (Abaid, 2013; Sghaier & Abida, 2013). Per capita GDP is believed to
serve as a good proxy for the general development and sophistication of institutions (ALfaro,
et al., 2003; Sghaier & Abida, 2013). The prior expectation for (5;) is negative. Trade
openness (trade) is included in the analysis because it is considered important as foreign

investors are said to increasingly pursue strategies which require an unrestricted trade of
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intermediate goods at all stages of the production process (Agrawal, 2015; Asiedu, 2013). In
this study, trade openness will be measured as exports plus imports divided by GDP as in
(Pigka-Balanika, 2011). Trade openness (Bs) is expected to have a positive impact on
economic growth. The level of domestic investment with the gross fixed capital formation
(gfcf) as its proxy will be included in our analysis. This is informed by empirical evidence as
many studies have included it in their analysis (Doan, 2010). The expected sign for (8,) is
assumed to be positive. Gfcf will be lagged once in our model to see the effects of this variable
of the previous period of economic growth (Adewumi, 2006). Ogutcu (2002) argues that FDI
(FDI) is a major catalyst for development and the integration of developing countries into the
global economy. The same line of argument is given by (Chen, 1992). The expected sign for
(B3)is therefore positive. Lagged FDI is included in our model to reduce the simultaneity or
endogeneity bias that would result if contemporaneous FDI was used as an independent
variable and further, the impact of FDI is not likely to be felt on economic growth the same
year it came (Juma, 2012; Adewumi, 2006; Choe, 2003). Labour force (pop) is believed to
be one of the key factors that stimulate growth. The Higher population will result in higher
labour supply. Empirical evidence has shown that labour has a positive impact on economic
growth (Suleiman, et al., 2013). The prior expectation for (8,) is therefore positive. Terms of
trade (tot) are included in the analysis because an improvement in a country’s terms of trade
(say, a permanent increase in export prices) can also increase real national income and
stimulate economic growth (Toulaboe, et al., 2008). The expected sign for (Se)is therefore
positive. Labour quality (labour) is a human capital variable that measures the percentage of
labour force with tertiary education level qualifications and is used as a proxy for the FDI
absorptive capacity of a host country. The variable was integrated into the augmented Solow
growth model by Mankiw, et al. (1992). The expected sign for (8,)is, therefore, positive
(Mankiw, et al., 1992).

4.3.1 Data Sources and Time Domain

In order to investigate the impact of FDI on economic growth in SADC countries, the study
use panel data analysis framework. The sample covers 15 SADC countries from 1980-2015.
Data availability played a major role in the selection of sample period and we also took into
consideration the period in which major reforms by the SADC region to attract FDI was
explicitly implemented. During this period, SADC countries as a regional bloc and individual
countries explicitly pursued policies aimed at attracting FDI such as economic liberalisation,
privatisation, the establishment of special economic zones and offering incentives and tax
holidays to foreign investors (Mahembe, 2014). The table 4 below shows variable definition

as used in the study and the respective sources of the data.
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Table 4: Variables Used in this Study and their Sources

Number

Acronym

Variable Description

Source

1

FDI

Inward FDI flows as a
percentage of GDP.

World Investment Report (WIR)
and United Nations Conference on
Trade and Development
(UNCTAD) Database
(www.unctadstat.unctad.org).

GDP

Real GDP: US Dollars at
constant prices (2005) and
constant exchange rates
(2005) in millions.

SADC Statistics and United
Nations Conference on Trade and
Development (UNCTAD) Database
(www.unctadstat.unctad.org).

GFCF

Gross fixed capital formation:
is used to measure the net
additions to the (physical)
capital stock measured as a
share of GDP (SEDA, 2012).

SADC Statistics and  United
Nations Conference on Trade and
Development (UNCTAD) Database
(www.unctadstat.unctad.org).

POP

Labour force: refers to the
currently active population,
comprises all persons who
fulfil the requirements for
inclusion among the
employed or the unemployed
during a specified brief
reference period.

SADC Statistics and United
Nations Conference on Trade and
Development (UNCTAD) Database
(www.unctadstat.unctad.org).

Trade

Trade openness refers to the
sum of exports and imports of
goods and services
measured as a share of the
gross domestic product.

World  Development Indicator
Database and United Nations
Conference on Trade and
Development (UNCTAD) Database
(www.unctadstat.unctad.org).

TOT

Terms of trade is an index
representing the ratio of the
price of a country’s exports to
the price of imports of
commodities.

World  Development Indicator
Database and United Nations
Conference on Trade and
Development (UNCTAD) Database
(www.unctadstat.unctad.org).

Labourqua

Percentage of labour force
with tertiary education level
gualifications

World Bank Databank and Barro &
Lee (2016)

4.4 Estimation Techniques

Prior to estimation, tests for stationarity will be conducted using the Im, Pesaran and Shin
(IPS) (1997) unit root test (Im, et al., 2003). Carrying out panel unit root tests is important

because they increase the power of the test relative to the Augmented Dickey-Fuller unit root
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tests used for time series data. Estimation of the empirical model will be carried out using the

fixed effects panel regression technique.

4.4.1 Panel Unit Root Test

The existence of unit roots indicates the non-stationarity in panel data. In this study testing for
stationarity will be done using the Im, Pesaran and Shin (IPS) (2003) and Levin, et al. (2002)
(LLC) unit root test (Im, et al., 2003; Levin, et al., 2002).

4.4.1.1 Im, Pesaran and Shin (IPS) (2003)

Tests using this model are based on cross-sectional independence. The test allows for
heterogeneity in the coefficient of the lagged dependent variable across all units of the panel.

The model with individual effects and no time trend is as shown below:
AVt = @+ PiYipoq F i BiaAY it F €ipeeeeeeaiiiiiiinier et (4.4)

The null hypothesis to be tested is defined as Hy: p; = 0 for i= 1,..., N and the alternative
hypothesis is H;: p; <0 fori=1,..., Nand p; =0fori=N; +1,..., N, with 0 < N; < N. The
errors ¢; . are assumed to be independent across the units of the sample. The alternative
hypothesis allows for some (but not all) of the individual series to have unit roots. Thus, instead
of pooling the data, the IPS use separate unit roots test for the N cross-section units. This test
is based on the Augmented Dickey-Fuller (ADF) (1980) statistics averaged across groups.

4.4.1.2 Levin, Lin and Chu (LLC) (2002)

The LLC test allows for possible correlation and heteroscedasticity, though still assuming
continued independence across cross-sections. The null hypothesis under the LLC is that
each individual time series contains a unit root against the alternative that each time series is
stationary. The LLC unit root method follows three-step procedure, with preliminary
regressions and normalisations necessitated by cross-sectional heterogeneity. In the first step

run a separate Augmented Dickey-Fuller regression for each cross-section of the form:
AYie = (pi = VYo + X0 Vi jAY oo j + Smilme +Vie , M= 1,230, (4.5)

Where d,,, denotes the vector of deterministic variables, v; . denotes the residual process of
the AR equation, p; is the lag-order which is permitted to vary across cross-sections and is

determined by choosing a p;,4, and then use a t-statistic of y;;; v;; is assumed to be

independently distributed acrossiand t,i =1,..,N,t =1, ..,T.
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Thereafter estimate the long-run and short-run standard deviations and computing panel test

statistics. The t-statistic ¢, diverges to minus infinity, and thus has to be re-centered and

normalised to induce convergence towards a well defined limiting distribution:

. tpmNTSy 28Dty
ty = NG - L IN(0,1) e (4.6)

mT

As T and N turns to infinity, t; approaches a normal distribution. Using a one tail test, we reject

the null hypothesis if test statistic is smaller than the critical value (-1.645) or if p < 0.05.

4.4.2 Panel Regression Model

This study will utilise the panel regression model that incorporates individual effects. There
are two options: the Fixed Effect model and the Random Effect model. This allows us to
account for individual heterogeneity. Heterogeneity of countries under consideration for
analysis can influence measurements of the estimated parameters (Bevan & Danbolt, 2004).
Further, Serrasqueiro & Nunes (2008) highlights that developing countries differ in terms of
their colonial history, their political regimes, their ideologies and religious affiliations, their
geographical locations and climatic conditions, not to mention a wide range of country-specific
variables. If this heterogeneity is not taken into account, it will inevitably make the results
biased, no matter how large the sample is (Tiwari & Mutascu, 2010). The panel regression

model is specified the same as equation 4.3 above:

growth;e = By + Brlngdp; 1 + B2gfcfie—1 + Bafdiie—1 + Bapopic + Bsintrade;, +
Belntot;; + Brlabourqua;; + 1+ € coverneniii (4.7)

In the Fixed Effects model case n; and ¢;, represent the decomposition of the disturbance
term. n; denotes unobservable individual country time-invariant specific effect and ¢; , is the

remainder disturbance term which varies both with individual countries and time.

When considering the Random Effects model the equation 4.7 will be the same. However,
the case of n; is presumed to have the property of zero mean, independent of individual
observation error term ¢;,, has constant variances ¢Z, and independent of the explanatory
variables. The choice between the two models is done by carrying out the Hausman

specification test, as explained in section 4.4.3 below.
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4.4.3 Hausman Specification Test

According to Tiwari & Mutascu (2010), there may be a correlation between countries’
unobserved individual effects and growth determinants. If there is no correlation between
countries’ unobservable individual effects and growth determinants, the most appropriate way
to carry out the analysis is using a panel model of random effects. On the contrary, if there is
a correlation between countries’ individual effects and growth determinants, the most
appropriate way of carrying out the analysis is using a panel model of fixed effects. In order to
assess the significance of the fixed effects (FE) versus the random effects (RE) method of
panel data analysis, we will use the Hausman specification test which helps evaluate which
model fits data accordingly. The test compares the parameters of the fixed and random effects

model and makes conclusions on the correlation between errors and regressors.
H,: Random Effects model preferred;
H,: Fixed Effects model preferred,;

The test is based on two estimates, one coefficient from the fixed effects model and one from
the random effects specification. The fixed effects coefficient (&;rz) under the H, hypothesis
is consistent and inefficient and inconsistent under H; while random effect estimator (&;g)
under H, is consistent and efficient and inconsistent under H,. The test relies mainly on

estimation of the equation M below:

M = (&.1RE - alFE)T X [var (alRE) - Uar (alFE)]_l x (&1RE - &,1FE)~XI%W .................... (4.8)

If M is significant, considering the asymptotic distribution with kw representing the number of

regressors within the regression, we reject H, and we select the fixed effects model.
4.5 Conclusion

This chapter established the building blocks of the study by stating the methodology and model
formulation. The formulated empirical model established the various variables that are critical
for the analysis of the impact of FDI flows on economic growth in the SADC region. The study
made use of panel data regression techniques. Various data analytical techniques have been
established including panel unit root tests, Hausman specification test to minimise errors and

to obtain meaningful results.
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CHAPTER FIVE
PRESENTATION, INTERPRETATION AND ANALYSIS OF RESULTS

5.0 Introduction

Presentation, analysis and interpretation of the results from the empirical regression
estimations employed in the study are done in this chapter. The chapter began with panel
stationarity tests for all the variables employed in the study. The study used IPS (2003) and
Levin, et al. (2002) (LLC) to test for stationarity of variables. The chapter presented results on
whether FDI has a significant positive impact on economic growth in the SADC economies on
not. The chapter also shed light on establishing whether the growth enhancing potential of
FDI, if any, differed according to income level. Finally, the chapter closed with a discussion on

the results obtained from various panel estimation procedures carried out.

5.1 Descriptive Analysis

Table 5 below presents summary statistics of the variables used in the empirical model in
terms of the mean, standard deviation, minimum and maximum values. The SADC regional
bloc’s mean GDP growth rate was 3.8 percent and 5.4 percent as the standard deviation, out
of 540 observations from 15 countries from 1980-2015. The minimum rate of GDP growth

recorded was -24 percent and the maximum was 55.5 percent.

Table 5: Descriptive Statistics of Variables

VARIABLES MEAN STANDARD MINIMUM MAXIMUM  OBSERVATIONS
DEVIATION
GDPGROWTH | 3.794432 5.354862 -23.9834 55.53382 540
GDPUSMIL 22 320.07 56 118.39 385.7874 332 956.6 540
FDI(% OF GDP) | 3.329996 5.10072 -7.03961 44.19827 540
GFCF 21.74272 11.3689 0.00000 74.82202 540
TRADE 88.59955  44.37846 12.90739  233.0576 540
TOT 109.0715 35.77959 44.3299 312.3077 540
POP 5785 6 294 191 29 765 540
LABOURQUAL | 1.553148 1.459487 0.1 7.2 540
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The mean value of real GDP for the entire sample was US$22 320.07 million for the period
1980 to 2015 as shown in Table 5 above. During the same period, the lowest GDP in the
sample was recorded at US$385.79 million and the highest at US$332 956.60 million. This
shows a large deviation of the size of the economies as measured by the GDP levels in the
SADC region. The standard deviation of US$56 188.39 provided further evidence to that
effect.

The mean FDI as a percent of GDP for the sample was 3.3 percent for the period 1980 to
2015. The minimum FDI to GDP ratio was -7 percent and the maximum was 44.2 percent.
The standard deviation was recorded at 5.1 percent. This shows that the ratio of FDI to GDP
was varied across the sampled countries. It also implies uniqueness of the sampled countries

when it comes to FDI levels and its importance in these economies.

Table 6 below presents the correlation matrix for all the explanatory variables used in the
analysis. Pearson (r) correlation was run using SATA vs 10.1. The correlation matrix provides
the first rudimentary expectation of the relationship between these variables. The essence is
to identify potential sources of multicollinearity in our estimation model (Ezeoha & Cattaneo,
2011).

Table 6 below shows that GDPGRR (GDP growth rate) has a positive correlation with FDI_1,
GFCF_1, TRADE, LNTOT and LABOUR, as theoretically predicted. Although some variables
like the GDP_1, TOT, LABOUR have a weak relationship, other variables FDI_1, GFCF_1 and
TRADE have a relatively strong relationship with GDPGRR. However, LNGDPGR_1 and POP
had unexpected signs though significantly correlated with GDPGROWTH. Still, the general
direction of movement of the relationship is positive for all the variables as theoretically

predicted.
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Table 6: Correlation Matrix of the Variables Included in Specification Model
GDPGR LNGDP_1 LNFDI_1 LNTRADE GFCF_1 LNTOT POP LABOUR

GDPGR 1.0000

LNGDPGR_1 | 0.2692  1.0000

LNFDI_1 0.1536  0.1800 1.0000

TRADE 0.1987 0.1177 0.3788 1.0000

GFCF_1 0.2257  0.1986 0.3239 0.4753 1.0000

LNTOT 0.0352  0.0159 -0.1352  -0.2658 -0.0965 1.0000

POP -0.0187 0.0538 -0.0099  -0.4599 -0.2394 0.1880 1.0000
LABOURQU | 0.0129 -0.0868 -0.0795  0.0458 0.0732 -0.1717 -0.0157 1.0000

5.2 Panel Unit Root Test Results and Interpretation

Testing for stationarity of variables has often been ignored by past researchers and yet it is a
central issue before making the appropriate specification. Therefore, the first step in our data
analysis process was testing for a unit root in all the variables used in the study. Review of
literature has identified a number of techniques that can be used for panel data stationarity
tests among variables of interest. Among many unit root testing methods available for use, the
study made use of IPS (2003) and Levin, et al. (2002) unit root test methods. The two methods
above are the most widely used in literature. However, the main weakness of the LLC (2002)
unit root method is that it assumes that the unit root process for the panel is common or
homogenous. Im, et al. (2003) on the other hand, allow for heterogeneity in the dynamics of

autoregressive coefficients. The two tests are used for robustness (Mahembe, 2014).

The stationarity results for all the variables used in this study are shown in Table 7 below. The
results indicate that for all variables, the null hypothesis of panel unit root cannot be rejected
at levels. Therefore, the results show that GDPGROWTH, FDI_1, LNGDP_1, GFCF _1,
LNTOT, LABOUR, POP and TRADE variables are non-stationary at levels by using IPS (2003)
and Levin, et al. (2002) unit root test methods. The results of panel unit root tests, based on
IPS (2003) and LLC (2002) at first difference for each variable are shown in the last two
columns of Table 7. All the variables became stationary in their first difference. This implies
that all the variables are integrated of order one, I(1). It is, therefore, deemed safe to go ahead

with panel data model estimations.
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Table 7: Panel Unit Root Tests
LEVELS

Variables

GDPGROWTH

FDI_1

LNGDP_1

GFCF 1

LNTOT

LABOUR

POP

TRADE

Notes: *** this asterisk denote rejection of the null hypothesis at 1% level;

IPS (2003)
(P-Value)

19.2519
(1.0000)
2.97803
(0.9985)
8.20893
(1.0000)
2.98674
(1.0000)
2.05082
(1.0000)
1.92459
(0.9729)
12.7410
(1.0000)
022318

(0.5883)

7S
>
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LLC (2002)
(P-Value)

20.8748
(1.0000)
5.94000
(1.0000)
4.13636
(1.0000)
2.21992
(0.9868)
2.05082
(1.0000)
5.79795
(1.0000)
7.50814
(1.0000)
0.17825
(0.5707)

P-values are shown in parenthesis ();

Selection of lags is based on Schwarz Information Criterion (SIC).

&5 ) university of Venda

FIRST DIFFERENCE

IPS (2003)
(P-Value)

-25.3749%%*
(0.0000)
-29.1868%**
(0.0000)
-10.9461++
(0.0000)
-21.6502%**
(0.0000)
-18.5865%**
(0.0000)
-11.2407%*
(0.0000)
-5.43777++
(0.0000)
-17.9124%+
(0.0000)

LLC (2002)
(P-Value)
-22.7009***
(0.0000)
27.0436***
(0.0000)
-9.66523***
(0.0000)
-22.7882***
(0.0000)
-17.0010***
(0.0000)
-17.0473***
(0.0000)
-5.74026***
(0.0000)

-18.0639***
(0.0000)

5.3 Empirical Results — Impact of FDI on Economic Growth in SADC Countries

This section presents and discusses the empirical findings from static panel data regression
techniques carried out to establish the impact of FDI on economic growth for the study sample.
The regression results are presented in Table 8 and 9. Table 8 presents the findings for the

full sample. Finally, Table 9 presents the results for the subsample: middle-income countries

and low-income countries.
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Table 8: SADC Countries Panel Data Model Dependent Variable GDP growth per capita

Independent MODEL MODEL MODEL MODEL MODEL MODEL MODEL
Variables 1(RE) 2(RE) 3(RE) 4(RE) 5(RE) 6(FE) 7(FE)
FDI_1 0.163** 0.161** 0.099*  0.110*  0.061 0.064 -0.026
(0.049)  (0.052)  (0.049) (0.050) (0.041)  (0.056)  (0.047)
LNGDPGR_1 -0.083  0.060 0.017 1.069%* -0.739  0.682%*
(0.257)  (0.237)  (0.242)  (0.243)  (0.738)  (0.256)
GFCF_1 0.092%  0.091** 0.055** 0.072%*  0.045*
(0.024)  (0.024)  (0.020)  (0.028)  (0.025)
LNTOT 1.224 0.216 0.599 -0.499
(0.949)  (0.807)  (1.070)  (0.943)
LABOURQUA -0.049  -0.034  -0.225
(0.158)  (0.028)  (0.255)
POP 0.005%  0.003**
(0.001)  (0.009)
TRADE 0.022**
(0.010)
FDI*LABQUA 0.016
(0.038)
CONSTANT | 3.278 2.800 0.950 -4.383  0.479 3.706 1.594
(0.277)  (4.979) (2.238)  (4.717) (3.879) (7.823)  (4.549)
R2 0.17 0.18 0.21 0.38 0.47 0.51 0.68
HAUSMAN 0.98 0.92 0.98 0.98 0.78 0.00 0.00
CROSS 15 15 15 15 15 15 15
SECTION
PERIODS 36 36 36 36 36 36 36
TOTAL OBS. | 525 525 525 525 525 525 525

Notes: *, ** and *** these asterisks denote significance at 10%, 5% and 1% respectively.

Standard errors are shown in parenthesis ().

RE random effects
FE fixed effects
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The study estimates the impact of FDI on economic growth in SADC countries for the period
1980 to 2015 after controlling for potential biases induced by endogeneity and country-specific
effects. The empirical work started by examining only the effect of FDI on economic growth in
SADC countries without including any control variables as shown in Table 8 above, Model 1.
Afterwards, the study extended the model by adding six control variables one at a time. In this
way, the study constructed the basic specification model for the study (Model 7). The reason
behind the stepwise forward regression formulation was to see whether the key variable, FDI,
significantly changed when the study augmented the number of explanatory variables.

Table 8 above presents the empirical results and the regression coefficients retained three
decimal places. The section for the overall results, fixed effect model was used instead of the
random effect to estimate Model 7. The choice between the fixed effect and random effect
was formally done using the Hausman specification test. Table 8 shows that the Hausman test
for Model 7 confirms the choice of using fixed effects estimator, as its p-value (0.00) is much
less than 0.05.

Under the static fixed effect regression, in the combined sample for the SADC region for the
period 1980 to 2015, the study found out that FDI exerts a negative impact on economic
growth, although the coefficient of the FDI variable is not statistically significantly different from
zero effectively implying that FDI has no impact on economic growth. From Model 1 to 5, FDI
is statistically significant at 1 and 5 percent level. However, becomes negative when the Trade
openness is added into the growth equation. The study’s findings are not in line with the
theoretical expectations discussed earlier in chapter three, although a number of empirical
studies also found a negative relationship between FDI and economic growth as in this study.
The results show that for every US$1 increase in FDI in the SADC countries for the period
1980 to 2015, the SADC region’s GDP growth per capita would shrink by US$0.026. This
implies that FDI does not seem to have an independent effect on economic growth for the
panel of countries studied. This maybe because FDI flows to Africa and into the SADC
countries, in particular, are channelled mainly to the extractive sector with little or no linkages
with the other sectors of the host country economy. According to the AfDB (2015), the enclave
nature and capital intensity (minimal employment creation opportunities) of the mining sectors
in Sub-Saharan Africa have resulted in countries failing to leverage their mineral wealth.
Moreover, on the overall, be it the extractive industry, manufacturing or any other sector
thereof, Governments, have blamed the exploitative nature of global conglomerates for
repatriating much of their proceeds and minimal reinvestments. MNCs have already figured
out how to repatriate profits and pay trivial tax rates, resulting in substantial fiscal leakages.
This is in line with assertions by (Ndikumana & Verick, 2008; Adams & Opoku, 2015). The

findings of this study are also in line with some studies with samples which share some
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characteristics with those in this study’s panel (see, for example, Herzer, et al., 2008; Gui-
Diby, 2014).

The coefficient on LhGDPGR_1 (initial GDP per capita), a proxy for the general development
and sophistication of institutions and convergence/divergence in per capita GDP, is positive
and statistically significant at 1 percent level. This does not render support to the hypothesis
of GDP per capita convergence* among SADC countries during the period under
consideration. To test for convergence, Solow (1956) and Mankiw, et al. (1992), introduced
initially per capita GDP as a regressant in their growth equation, with the assumption that there
is convergence if the coefficient on initial per capita GDP is negative; otherwise there is
divergence. The findings of this study are in sharp contrast to the predictions by Mankiw, et
al. (1992) whose seminal work concluded that once investment in the physical and human
capital are controlled for, cross-country data generally support per capita GDP convergence.
However, a number of studies reached the same conclusion as this study (see, for example,
Johnson, 2005; Aboagye & Turkson, 2013).

Domestic investment as measured by GFCF_1 was found to put forth a positive impact on the
SADC’s economic growth. It was found to be statistically significant at 5 percent. A US$1
increase in domestic investment would holding other growth determinants constant, result in
a US$0.045 percent increase in GDP growth per capita of the host country. The estimated
coefficient of domestic investment is generally higher than the coefficient of FDI, implying that,
domestic investment is a more important source of growth than FDI for the SADC countries.
The results are in tandem with the findings of (Adams, 2009; Lean & Tan, 2010; Sghaier &
Abida, 2013).

The coefficient of LnTOT, which measures the terms of trade is found to be negative but
statistically insignificant. This means SADC countries suffer from unfavourable terms of trade.
SADC countries are generally small open economies and net importers and further, most of
these countries trade in primary commodities. The findings of this study confirm the hypothesis
of long-run terms of trade worsening associated with primary commodities, especially
agricultural commodities and the ‘resource curse’ hypothesis (Cordon, 1984). This falls short
of the theoretical and empirical underpinnings discussed earlier. Trade openness (TRADE)
has the same positive impact on economic growth in the SADC region. It was found to be
statistically significant at 5 percent level. This suggests that the more the countries reform and
open up to unrestricted movement of capital, goods and services, people and ideas, this would

drive economic growth of the host country. The result for trade openness is in line with

4 Per capita GDP convergence hypothesis as predicted by the Human Capital — Augmented Solow Growth
Model (HC-ASM).
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theoretical predictions. The findings of this study are consistent with that of (Asiedu, 2006;
Ndikumana & Verick, 2008).

Human capital variables, POP and LABOURQUA, both exerted a positive and negative
influence on economic growth in the SADC region respectively. POP which measures the
labour force, its influence was in line with the theoretical prediction that labour has a positive
influence on economic growth (Mankiw, et al., 1992; Lucas, 1988; Solow, 1956). Labour
quality (LABOURQUA) measured the percentage of the labour force with tertiary level
gualification. This was used as a proxy for the absorptive capacity of a host country. It was
found to be negative and statistically insignificant. This may be attributed to the low skills sets
of the SADC countries labour force. Moreover, MNCs have the capacity to efficiently
remunerate their workforce and therefore reduce skilled personnel departure to the domestic
firms. Meanwhile, economic theory predicts that the level of spillovers is dependent on the
recipient country’s absorptive capacity (Adams, 2009). This means SADC countries somehow
are falling short of this important characteristic to benefit from the spillovers effect of FDI as
the absorptive capacity was found to be negative for the region.

The study also included an interaction term (FDI*LABQUA) of FDI and labour quality. This
interaction term was found to be positive though statistically insignificant. This implies that
labour force quality enhances spillovers from FDI. The more educated the labour force the
higher the assimilation of MNCs managerial know-how, technology and competition effects.
The insignificant findings may be a result of a conflict of interest between MNCs and domestic
firms if they are operating in the same sector. This could result in positive horizontal FDI
spillovers being limited by MNCs incentives to restrict the flow of commercial secrets to
domestic firms, for example, via intellectual property rights and pay efficiency wages to reduce
personnel departures (see, Lederman & Xu (2010)).

5.3.2 Does growth-enhancing potential of FDI depend on the income level of the host
country?

In this section, the study subdivided the sample into two groups of countries based on the
income level in accordance with the World Bank methodology: middle-income countries and
low-income countries (World Bank, 1996). Out of the 15 SADC countries, 9 are classified as
middle-income countries and 6 as low-income countries. The reason is to assess whether the
growth-enhancing potential of FDI if any, is influenced by the income level of the host country.
Thus, analysing the middle and low-income countries separately allows us to see whether the
impact of FDI on economic growth is stronger or weaker in middle-income countries than in
low-income countries in the SADC region. The empirical regression results for the sub-

samples are presented in Table 9 below.
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Table 9: SADC Low and Middle-Income Countries Dependent Variable GDP growth per

capita
Independent Variables

LOW-INCOME
COUNTRIES (RE)

MIDDLE-INCOME
COUNTRIES (FE)

FDI_1

LNGDPGR_1

GFCF 1

LNTOT

LABOURQUA

POP

TRADE

FDI*LABQUA

CONSTANT

RZ

HAUSMAN
CROSS SECTION
PERIODS

TOTAL OBS.

-0.001
(0.076)
0.900*
(0.482)
0.108**
(0.054)
-0.717
(1.455)
-0.068
(0.419)
0.0003**
(0.0001)
0.030
(0.019)
-0.105
(0.121)
1.067
(6.946)
0.68
0.33
6
35
210

0.015
(0.068)
0.682%*
(0.291)
0.049*
(0.026)
2.217*
(1.192)
0.059%**
(0.022)
0.0002
(0.0001)
0.016**
(0.011)
0.029
(0.039)
-8.405
(5.422)
0.36
0.00
9
35
315

Notes: *, ** and *** these asterisks denote significance at 10%, 5% and 1% respectively.
Standard errors are shown in parenthesis ().

RE random effects

FE fixed effects
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For the middle-income countries subgroup, the fixed effect estimator was used instead of the
random effect estimator. The choice was made formally using the Hausman specification test.
Table 9 below shows that the Hausman test for the middle-income countries sub-sample
confirms the choice of using fixed effects estimator, as its p-value is 0.000 which is far less
than 0.05 significance level. For the low-income countries sub-sample, random effects
estimator was used instead of the fixed effect estimator. The reason being that the random
effect estimator allows for controlling of a certain amount of heterogeneity by including time
dummy variables for each group. Formally, the Hausman specification test was carried which
confirmed using the random effect estimator, as its p-value was 0.33 which is much higher
than the 0.05 significance level.

The empirical regression results did not show many differences between the middle and low-
income countries. However, the findings worth mentioning was that, in the middle-income
countries subsample for the SADC region, the study found out that FDI exerts a positive impact
on economic growth though insignificant. The findings highlight that a US$1 increase in FDI
for the middle-income host countries in the SADC region would result in a US$0.015 increase
in SADC’s middle-income countries GDP growth per capita. Comparing with the overall
sample results, it can be seen that, for the middle-income countries, the impact of FDI on
economic growth is pronounced than for the overall sampled countries as well as for the low-
income countries sample. The growth acceleration realised as a result of increases in FDI
shown in the middle-income countries may be credited to the improved institutional reforms,
especially those aimed at curbing gross fiscal leakages, and efforts to diversify the economies
away from the extractive sector dominance by attracting FDI into other sectors of the economy
(Cisse, 2015). The results are in line with theoretical and empirical expectations as discussed
in chapter three. The findings for the low-income countries sub-sample show a negative impact

of FDI on economic growth just as in the overall sample.

To establish the growth-enhancing potential of FDI, the study focused attention on two
conditions according to Johnson (2005). These are the absorptive capacity in the host country
measured by the labour quality, that is, the skills and managerial expertise of the labour force
to assimilate MNCs knowledge capital and technology, and the level of per capita stock of
physical capital as proxied by the gross fixed capital formation (GFCF) in this study. For the
middle-income countries sub-sample, the study found that the domestic physical stock of
capital as measured by GFCF exert a significant positive (at 10 percent significant level)
influence on SADC’s economic growth for the period 1980 to 2015. The estimated coefficient
of GFCF_1 was higher than the coefficient of FDI, implying that, domestic investment is a
more important source of growth than FDI. The results are in tandem with the findings of
(Adams, 2009; Lean & Tan, 2010; Sghaier & Abida, 2013) the same as for the overall sample.
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It is interesting to note that, the impact of GFCF was much higher for the low-income subgroup
than for the middle-income countries sub-group. The findings show that SADC’ GDP per capita
would increase by US$0.108 for the low-income countries compared to US$0.049 for the
middle-income countries for each US$1 increase in GFCF. This is presumably a result of the
differences in size of the physical stock of capital between the low and middle-income
countries in the SADC region. The size of the physical stock of capital is important for it has
implications for the returns to scale on investment. Therefore, middle-income countries tend
to have larger per capita stock of physical capital suggesting that there should be diminishing
returns to investment. It is the opposite case for the low-income countries which tend to have
a small stock of physical capital implying increasing returns to investment. However, this does
not occur in a vacuum, there are other factors to consider like the market structure of the host
country too (Johnson, 2005).

FDI spillovers can be realised much more if the host country has the capacity to absorb such
spillovers. To put that into context, for the middle-income countries sub-sample in the SADC
region for the period 1980 to 2015, the study found that the absorptive capacity of the host
country as measured by the quality of the labour force (LABOURQUA), has a positive and
significant influence on economic growth. This would imply that the growth-enhancing
potential of FDI through spillovers will be much greater for the middle-income countries given
the positive and significant influence it has on economic growth.

The absorptive capacity (LABOURQUA) of the low-income countries was found to be negative
and statistically insignificant. This implies that low-income countries in the SADC region are
failing to absorb knowledge capital and technology spillovers from MNCs because their labour
force is not skilled enough to assimilate foreign know-how that is high enough to accelerate
economic growth. Although this may be the case, there are other factors that may be
preventing technological transfer and diffusion from MNCs, for instance, patents and
copyrights and also MNCs have the capacity to efficiently remunerate their workforce and

therefore reduce skilled personnel departure to the domestic firms (Adams, 2009).

The study also included an interaction term between FDI and labour quality (FDI*LABQUA).
This interaction term in the middle-income countries sub-sample was found to be positive
though statistically insignificant. This suggests that the quality of the labour force increases
spillovers from FDI. As in the overall sample, presumably, the insignificant findings may be a
result of a conflict of interest between MNCs and domestic firms, especially, if they are
operating in the same sector. Meaning to say MNCs have the incentives to restrict the flow of
commercial secrets to domestic firms, for example, through intellectual property rights and

paying efficiency wages to reduce personnel departures (see, Lederman & Xu (2010)).
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However, for the low-income countries sub-sample, the study found the opposite to that of the
middle-income sub-sample. The interaction of FDI and labour quality was found to be
negative. This is presumably a result of restrictive nature of MNCs to share their trade secrets
and their power to retain their labour. More especially given that low-income countries hardly
have well-crafted investment policies (especially the ones to deal with intellectual property
rights and negotiating terms for foreign ownership of entities and so forth) to maximise the
absorption of foreign knowledge capital and technology.

No evidence of income convergence was found in this study for both sub-samples in the SADC
region for the period 1980 to 2015 just as in the overall sample. This is in line with earlier

empirical studies that have mostly failed to find evidence of convergence (Johnson, 2005).

As for the international trade indicators, terms of trade and trade openness, the study found
that the low-income countries suffer from unfavourable terms of trade. Trade openness has a
positive impact on economic growth for the for both low and middle-income countries
subsamples in the SADC region though it was found to be statistically insignificant for the low-
income sub-sample.as for the middle-income countries, trade openness was found to be
statistically significant at 5 percent. This implies that the more the countries reform and open
up to unrestricted international trade, this would serve as a catalyst for economic growth for
the host country. The result for trade openness is in line with theoretical predictions as for the

overall sample above.

Therefore, the results of the GFCF, labour quality and the interaction term between FDI and
labour quality, which measures the conditions for realising the growth-enhancing potential of
FDI inflows, are indicative that they are positive and exert a positive influence on economic
growth for the middle-income economies in the SADC region than for the low-income
economies for the period 1980 to 2015. With exception of a positive impact of GFCF for the
low-income countries, the study can conclude that the growth-enhancing potential of FDI is
higher in middle-income countries than in the low-income countries in the SADC region in the
period 1980 to 2015.
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5.4 Conclusion

As highlighted above, the main aim of the study was to establish how FDI impacted on the
SADC countries’ economic growth. From the empirical work carried out, on the overall, the
findings of the study show a negative effect of FDI on economic growth in the SADC countries.
The findings are not in tandem with theoretical predictions from growth theorists. The findings
of the study imply that FDI does not seem to have an independent effect on economic growth
for the panel of countries in the SADC region. This maybe because FDI flows to Africa and
into the SADC countries, in particular, are channelled mainly to the extractive sector with little
to no linkages with the other sectors of the host country economy. In order to ascertain whether
the growth-enhancing potential of FDI is dependent on the income level, the findings of the
study show that the growth-enhancing potential of FDI is higher in middle-income countries
than low-income countries in the SADC region.
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CHAPTER SIX
SUMMARY, CONCLUSION AND POLICY RECOMMENDATIONS

6.0 Introduction

This chapter summarises and concludes the study. It also provides recommendations for
policy. The first section provides a brief summary of each chapter of the dissertation. A
discussion of the findings of the study and its policy implications is carried out in the second
section of this chapter. In the last section, limitations of the study are presented as well areas

of further research and this section, therefore, marks the end of this study.

6.1 Summary of the Main Findings

The study aimed to empirically examine the impact of FDI on economic growth in the SADC
countries for the period 1980-2015. The study also aimed to establish whether the growth-
enhancing potential of FDI is dependent on the income level of the host country. To achieve
these two objectives, the study implemented panel data analysis techniques, from testing for
stationarity in the data itself to regression model estimation using the fixed effects and random

effects panel data method. This section provides a summary of the main findings per chapter.

The study noted extraordinary increases in global FDI flows between 1980 and 2015. Global
FDI flows grew from US$50 billion in 1980 to US$1.8 trillion in 2015. In 2015 alone, global
flows of FDI rose by 40 percent to US$1.8 trillion, the highest since the global economic and
financial crisis began in 2008. FDI flows into the SADC countries also rose from a mere
US$372 million in 1980 to US$17.9 billion in 2015, although remained relatively low compared

to inflows into other regions (for example developing Asia).

Chapter 2 explored the FDI and GDP trends in the SADC region and policies implemented,
both at a country and regional level, to attract FDI and to register robust growth in GDP. It was
noted that SADC member states recognise the importance of a favourable investment climate
to broaden the horizons of their economies, creating new labour skills, developing
infrastructure, and enhancing their participation in regional and global value chains. Therefore,
over the years, the regional bloc fashioned policies, protocols and processes intended to
boosting FDI and enhancing economic growth. Among them include the SADC Treaty,
Finance and Investment Protocol, Investment Policy Framework etc. In spite of these
endeavours, there are still disparities in the region’s investment policy frameworks but it is

evident that all countries have made efforts to reform over the last five to ten years.
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It has also been noted that there is wide disparity among SADC countries in attracting and
retaining FDI, including across national sectors. In addition, few countries have succeeded to
attract significant amounts of investment beyond the extractive sector. This suggests that the

investment regime could be still inadequate or lack consistency.

Chapter 3 reviewed the selected literature that relates to the impact of FDI on economic
growth. Two main theories of economic growth were discussed in the foregoing sections
namely: the neoclassical growth theory and the new endogenous growth theory. The FDI
spillovers as a source of long-term economic growth were also discussed. The theoretical
exploration demonstrated that FDI is a key driver of economic growth of the host country.
Through both exogenous and endogenous growth analysis, it was noted that FDI contributes
directly and indirectly to economic growth and that the host country’s growth may attract more
FDI. Empirical literature review, on the other hand, discussed previous studies on the impact
of FDI on economic growth. However, mixed results were found by different scholars, although
most of the studies reviewed found a positive link between FDI and economic growth.

Chapter 4 established the building blocks of the study by stating the methodology and model
formulation. The formulated empirical model established the various variables that are critical
for the analysis of the impact of FDI flows on economic growth in the SADC region. The study
made use of panel data regression techniques. Various data analytical techniques have been
established including panel unit root tests, Hausman specification test to minimise errors and

to obtain meaningful results.
Empirical results are summarised below

As highlighted above, the main aim of the study was to establish how FDI impacted economic
growth in the SADC countries. From the empirical work carried out, on the overall, the findings
of the study show a negative effect of FDI on economic growth in the SADC countries. The
findings are not in tandem with theoretical predictions from growth theorists and some
empirical studies carried out on the same topic. The findings of the study imply that FDI does
not seem to have an independent effect on economic growth for the panel of countries in the
SADC region for the period 1980 to 2015. This maybe because FDI flows to Africa and into
the SADC countries, in particular, are channelled mainly to the extractive sector with little to
no linkages with the other sectors of the host country economy. In order to ascertain whether
the growth-enhancing potential of FDI is dependent on the income level, the findings of the
study show that the growth-enhancing potential of FDI is higher in middle-income countries

than low-income countries in the SADC region.
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6.2 Conclusion and Policy Recommendations

Several significant, insightful, and far-reaching implications emerge from the findings of this
study. First, examining the full sample, the study finds a negative impact of FDI on economic
growth in the SADC countries. The findings of the study imply that FDI does not seem to have
an independent effect on economic growth for the panel of countries in the SADC region.
Further, by examining subsamples based on the level of income to ascertain whether the
growth-enhancing potential of FDI depends on income level, the study found a positive effect
of FDI for the middle-income countries subsample and negative effect for the low-income
countries. Therefore, the findings of the study show that the growth-enhancing potential of FDI

is higher in middle-income countries than low-income countries in the SADC region.

The findings of this study confirm that FDI into African countries (SADC countries, in particular)
has not resulted in growth. This is mainly because foreign investors have a tendency of
repatriating their earnings back to their country of origin. Secondly, since MNCs contribute to
host country’s revenue via taxes, mismanagement and corruption in the host country systems

tend to result in substantial leakages of such revenues.

It is recommended that the SADC countries continue to craft policies that promote domestic
investment, infrastructure development, education, research and development among other
drivers of growth. These have been found to drive the economic growth far more than FDI.
However, this does not mean that policies aimed at attracting FDI should be halted altogether,
but they should be designed in such a way that they attract FDI in other sectors like

manufacturing, rather than just the extractive industry.

Revenue collection system should also be watertight to avoid leakages of revenue via
unscrupulous means. SADC countries should start making an effort to diversify their
economies away from the extractive sectors by attracting FDI in other sectors of the economy.
For growth to be realised, It is very important for the regulatory environment to be conducive
to provide the necessary guarantees and protections that foreign investors need to venture
outside of mining. Further, the SADC region should continue to pursue regional integration
initiatives through the removal of tariffs and non-tariff barriers to trade among themselves. This

would attract more market-seeking FDI and in turn boost economic growth.
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6.3 Limitations of the Study and Areas of Further Research

The main limitations of the study are that generally, the studies on FDI are rocked by
measurement issues and this study is no exception. Thus, it ran the risk of omitted variables
due to data unavailability.

The study used FDI flows measured annually. This occurrence does not distinguish the effect
of each sectors’ contribution to economic growth. Quarterly data could have been more
appropriate in estimating the effects of FDI on economic growth in the SADC region.
Nonetheless, the study utilised annual data to accommodate the unavailability of quarterly
data.

Since this study did not investigate the impact of sectoral FDI into SADC countries or make
use of data on sectoral FDI to explain economic growth in the SADC region. Therefore, this

could be any area where future research may focus on.
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APPENDICES

APPENDIX A: SADC Country List

LOW-INCOME COUNTRY

ACRONYM COUNTRY

DRC The Democratic Republic of the Congo
MAD Madagascar

MAL Malawi

MOZ Mozambique

TAN Tanzania

ZIM Zimbabwe

MIDDLE-INCOME COUNTRY

ANG Angola
BOT Botswana
LES Lesotho
MAU Mauritius
NAM Namibia
RSA Republic of South Africa
SWA Swaziland
SEY Seychelles
ZAM Zambia
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APPENDIX B: Panel Unit Root Test for Individual Variables

Panel unit root test: Summary

Series: D(GDPGROWTH)

Date: 02/24/17 Time: 12:38

Sample: 1980 2015

Exogenous variables: Individual effects

Automatic selection of maximum lags

Automatic lag length selection based on SIC: 0 to 6
Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.** sections Obs
Null: Unit root (assumes common unit root process)

Levin, Lin & Chu t* -22.7009 0.0000 15 490
Null: Unit root (assumes individual unit root process)

Im, Pesaran and Shin W-stat -25.3749 0.0000 15 490
ADF - Fisher Chi-square 405.865 0.0000 15 490
PP - Fisher Chi-square 418.685 0.0000 15 510

** Probabilities for Fisher tests are computed using an asymptotic Chi
-square distribution. All other tests assume asymptotic normality.

Panel unit root test: Summary

Series: D(FDI)

Date: 02/24/17 Time: 12:39

Sample: 1980 2015

Exogenous variables: Individual effects

Automatic selection of maximum lags

Automatic lag length selection based on SIC: 0 to 5
Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.** sections Obs
Null: Unit root (assumes common unit root process)

Levin, Lin & Chu t* -27.0436 0.0000 15 494
Null: Unit root (assumes individual unit root process)

Im, Pesaran and Shin W-stat -29.1868 0.0000 15 494
ADF - Fisher Chi-square 462.973 0.0000 15 494
PP - Fisher Chi-square 427.467 0.0000 15 510

** Probabilities for Fisher tests are computed using an asymptotic Chi
-square distribution. All other tests assume asymptotic normality.
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Panel unit root test: Summary

Series: D(LNGDP)

Date: 02/24/17 Time: 12:44

Sample: 1980 2015

Exogenous variables: Individual effects

Automatic selection of maximum lags

Automatic lag length selection based on SIC: 0 to 8
Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.** sections Obs
Null: Unit root (assumes common unit root process)

Levin, Lin & Chu t* -9.66523 0.0000 15 491
Null: Unit root (assumes individual unit root process)

Im, Pesaran and Shin W-stat -10.9461 0.0000 15 491
ADF - Fisher Chi-square 186.403 0.0000 15 491
PP - Fisher Chi-square 226.869 0.0000 15 510

** Probabilities for Fisher tests are computed using an asymptotic Chi
-square distribution. All other tests assume asymptotic normality.

Panel unit root test: Summary

Series: D(GFCF)

Date: 02/24/17 Time: 12:48

Sample: 1980 2015

Exogenous variables: Individual effects

Automatic selection of maximum lags

Automatic lag length selection based on SIC: 0 to 2
Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.**  sections Obs
Null: Unit root (assumes common unit root process)

Levin, Lin & Chu t* -22.7882 0.0000 15 506
Null: Unit root (assumes individual unit root process)

Im, Pesaran and Shin W-stat -21.6502 0.0000 15 506
ADF - Fisher Chi-square 366.269 0.0000 15 506
PP - Fisher Chi-square 377.770 0.0000 15 510

** Probabilities for Fisher tests are computed using an asymptotic Chi
-square distribution. All other tests assume asymptotic normality.
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Panel unit root test: Summary

Series: D(LNTOT)

Date: 02/24/17 Time: 12:58

Sample: 1980 2015

Exogenous variables: Individual effects

Automatic selection of maximum lags

Automatic lag length selection based on SIC: 0 to 3
Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.** sections Obs
Null: Unit root (assumes common unit root process)

Levin, Lin & Chu t* -17.0010 0.0000 15 502
Null: Unit root (assumes individual unit root process)

Im, Pesaran and Shin W-stat -18.5865 0.0000 15 502
ADF - Fisher Chi-square 311.332 0.0000 15 502
PP - Fisher Chi-square 358.616 0.0000 15 510

** Probabilities for Fisher tests are computed using an asymptotic Chi
-square distribution. All other tests assume asymptotic normality.

Panel unit root test: Summary

Series: D(LABOUR)

Date: 02/24/17 Time: 13:07

Sample: 1980 2015

Exogenous variables: Individual effects

Automatic selection of maximum lags

Automatic lag length selection based on SIC: 0 to 7
Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.**  sections Obs
Null: Unit root (assumes common unit root process)

Levin, Lin & Chu t* 39.0684 1.0000 15 462
Null: Unit root (assumes individual unit root process)

Im, Pesaran and Shin W-stat -11.2407 0.0000 15 462
ADF - Fisher Chi-square 201.174 0.0000 15 462
PP - Fisher Chi-square 385.134 0.0000 15 509

** Probabilities for Fisher tests are computed using an asymptotic Chi
-square distribution. All other tests assume asymptotic normality.
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Panel unit root test: Summary

Series: D(POP)

Date: 02/24/17 Time: 13:09

Sample: 1980 2015

Exogenous variables: Individual effects, individual linear trends
Automatic selection of maximum lags

Automatic lag length selection based on SIC: 0 to 2
Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.** sections Obs
Null: Unit root (assumes common unit root process)

Levin, Lin & Chu t* -5.43777 0.0000 15 507
Breitung t-stat -1.12017 0.1313 15 492
Null: Unit root (assumes individual unit root process)

Im, Pesaran and Shin W-stat -5.74026 0.0000 15 507
ADF - Fisher Chi-square 99.8161 0.0000 15 507
PP - Fisher Chi-square 98.5740 0.0000 15 510

** Probabilities for Fisher tests are computed using an asymptotic Chi
-square distribution. All other tests assume asymptotic normality.

Panel unit root test: Summary

Series: D(TRADE)

Date: 02/24/17 Time: 13:11

Sample: 1980 2015

Exogenous variables: Individual effects, individual linear trends
Automatic selection of maximum lags

Automatic lag length selection based on SIC: 0 to 1
Newey-West automatic bandwidth selection and Bartlett kernel

Cross-

Method Statistic Prob.**  sections Obs
Null: Unit root (assumes common unit root process)

Levin, Lin & Chu t* -17.9124 0.0000 15 505
Breitung t-stat -10.3996 0.0000 15 490
Null: Unit root (assumes individual unit root process)

Im, Pesaran and Shin W-stat -18.0639 0.0000 15 505
ADF - Fisher Chi-square 297.491 0.0000 15 505
PP - Fisher Chi-square 380.993 0.0000 15 507

** Probabilities for Fisher tests are computed using an asymptotic Chi
-square distribution. All other tests assume asymptotic normality.
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