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Abstract

The paper analysed the interlinkages among institutions, FDI and economic growth. The paper
analysed whether institutions play a role in determining the effect of FDI on economic growth and
whether the existence of strategic natural resources matter. Dynamic Panel General Method of
Moments Technique (GMM) model with Weidmeijer corrected errors and orthogonal deviations is
applied for the period 1996 to 2016. The results show that the effect of FDI on economic growth is
both negative and positive across the estimated models indicating the heterogeneity in terms of the
initial host country conditions. The thesis found that institutions as a whole are weak for SADC
countries hence a negative relationship between institutions and economic growth for the SADC
countries. What is however key is that FDI on its own without institutional indicators can lead to an
increase in economic growth for the SADC countries. The effect of institutions on FDI and hence
economic growth was not significant in the full sample. However, after taking out countries endowed
with strategic natural resources, good institutional indicators leads to an increase in economic growth
eliminating the natural resource endowment bias.
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1. Introduction

This study examines the relationship among institutions, Foreign Direct Investment (FDI)
and economic growth and estimates the effects of FDI and institutions on the economic
growth of Southern African Developing Countries (SADC) for the period covering 1996-
2016. The role of the existence of strategic natural resources in the host countries is also
explored. Institutional quality also determines the absorptive capacity of the host country
and, in the process, the effect of FDI on economic growth. Previous studies, such as those
by Carkovic and Levine (2005) and Alfaro (2003), ignored the role of institutions in host
countries in determining the impact of FDI on economic growth. How FDI influences
economic growth via institutions is a fundamental academic question with significant
policy implications. This will provide the basis for appropriate policies to attract FDI and
reform certain institutional variables with the aim of improving the FDI-growth nexus in
the SADC region.

There are perceived economic benefits from the inflow of FDI and thus both developed
and developing countries implement policies that encourage the inflow of FDI, such as the
removal of capital barriers and the reduction of regulatory burden. A primary reason for
this is FDI being regarded as a solution to boost economic growth (Jude & Levieuge,
2017). Generally, economists such as Malikane and Chitambara (2017), lamsiraroj and
Ulubasoglu (2015), Li and Liu (2004), Baltabaev (2014), and Batten and Vo (2009) agree
that FDI inflows can lead to an increase in economic growth. However, over the years,
there have been numerous theoretical and empirical arguments regarding the impact of
FDI on the host country’s economy.

Several variables and methodologies to determine the effect of FDI on economic growth
all yielded different results. These arguments make it quite difficult for policymakers to
determine whether advocating for FDI inflows into their countries will be an appropriate
policy decision. Busse and Groizard (2008) argued that FDI might provide new capital
into the host country’s economy. In addition, De Mello (1999) concluded that FDI is
expected to drive long-run economic growth through technological upgrading and
knowledge spillovers. The fact that these respectable researchers are not writing with
certainty shows that the effect of FDI on the host country’s economy is not a given. As
countries aim to increase FDI inflows, they should concentrate not only on the quantity or
volume of FDI inflows; thought should also be given to the quality of FDI inflows into the
host country and the quality of institutions. Greenfield FDI is preferred to brownfield FDI.
Furthermore, FDI in the primary sector of the economy is regarded as poor quality FDI
compared to the secondary sector of the economy.

FDI is an important source of growth for developing countries especially those with low
savings rate and hence a financing gap (Ntembe & Sengupta, 2016). FDI has increased its
role as a source of capital for emerging countries, particularly in SSA countries (Adeleke,
2014). A point supported by Wijeweera et al., (2010) who concluded that increased foreign
capital is essential in reducing the savings gap. Because most SSA countries do not have
access to international capital markets, they have to rely on FDI and loans from
multilateral organisations as a source of capital (Adeleke, 2014). This can be interpreted
to mean that FDI has become an important source of capital for development finance.

FDI compliments domestic savings and investments, leads to the creation of employment,
encourages technology transfer and in the process raises the country’s economic
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performance (Karim et al., 2016). FDI can supplement the host country’s domestic capital
and hence stimulate economic growth (lamsiraroj, 2016). Furthermore, higher growth
rates attracts FDI as it is regarded as a signal that firms can maximise their profits by doing
business in that economy. Beugelsdijk et al., (2008), Suliman and Elian (2014), Parezanin
et al., (2016) as well as SU and Liu (2016) argued that FDI has a positive and significant
impact on economic growth for developing countries. It is in this regard, that policy
makers in most countries with SADC included are always creating incentives and
implementing reforms in a bid to attract FDI inflows (Beugelsdijk et al., 2008).

FDI influences the host country’s economic growth through different channels, which
include the market structure, the degree and level of competition, employment effects and
knowledge spillovers (Beugelsdijk et al., 2008). To further complicate the debate
surrounding the impact of FDI on economic growth, researchers such as Ahmed, (2010),
Hermes and Lensink (2010) argued that the impact of FDI on economic growth strongly
depends on the host country’s initial conditions. For example, a host country must reach
a minimum level of economic development threshold for FDI to have a positive and
significant impact on economic growth (Ahmed, 2010). Thus, the impact of FDI on
economic growth depends on the absorptive capacity of the host country. However, this is
still a subject of debate.

The study contends that the conflicting results on the interlinkages between institutions,
FDI and economic growth could be due to inconsistency in the estimation methods. Due
to the possibility of bi-directional causality between FDI and economic growth, the
association is most likely to be dynamic. This could mean that there is a possibility of
endogeneity and simultaneity that was missed by previous studies. Most studies
concentrated on examining the role of institutions in attracting FDI inflows, and very few
studies examined how institutions can aid the effect of FDI on the host country’s economy.
As a contribution to the academic debate, this study created an additional interactive
variable which seeks to examine how the interaction of FDI and institutions can impact on
the host country’s economic growth.

This study applied the dynamic panel GMM technique to deal with the endogeneity
problem. Moreover, the three-way linkages among institutions, FDI and economic growth
for all the SADC countries were examined. To the best of the researchers' knowledge, no
empirical studies have focused on the examination of the three-way linkages among
institutions, FDI and economic growth using a dynamic panel GMM-equation model,
applying the growth model framework. The model makes it possible to examine how
institutions, FDI and economic growth are interrelated and the respective impacts thereof.
This means that the methodology applied in this study goes beyond previous studies that
analysed only the impact or effect of FDI on economic growth or vice versa; for example,
Nair-Reichert and Weinhold (2001) and Durham (2004). Thus, the methodology allows
us to examine the indirect effects of FDI for the SADC countries in terms of economic
growth, or the other way around. Furthermore, unlike other studies, this study also analyse
the impact of FDI on economic growth for a sub-sample of countries, which are not
endowed with strategic natural resources.

The next section discuss the theoretical framework, followed by a discussion of a
simplified model of institutions, FDI and economic growth. A brief empirical and
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theoretical literature review then follows before the discussion of the methodology, results
of the estimated models as well as conclusion and policy recommendations.

2. Theoretical Framework: Endogenous Growth Model by Romer (1990)

Stemming from the neoclassical and endogenous growth models, there are contrasting
views in the theoretical literature on the effects of FDI on economic growth. The
neoclassical growth model postulates that long-run economic growth can only come about
because of technological progress, the labour force or a combination of both factors. These
factors are considered exogenous. However, due to diminishing returns to capital inputs,
economies will eventually converge to their steady state; thereby, FDI will only affect
economic growth in the short-run, thus leaving the long-run growth rate unchanged (De
Mello, 1997).

This shortcoming of the neoclassical model led to the development of the endogenous
growth model that has been accepted by many researchers — including lamsiraroj and
Ulubasoglu (2015) and De Mello (1997) — in explaining the effect of FDI on economic
growth, emphasising the role of technology. Paul Romer, Robert Lucas and Robert Barro
first developed the endogenous growth theory in the 1980s. FDI is deemed to promote
economic growth by augmenting domestic capital accumulation, in the process facilitating
technological transfer to the local firms (Edwards, Romero & Sajadi, 2016).

Technological diffusion could play a key role in promoting economic growth. Unlike the
traditional growth theories where the technological effect is treated as residual and
unexplained, recent literature on economic growth emphasises the existing domestic
technology compared to that of the rest of the world. The endogenous growth model
requires that long-run growth be determined within the model rather than by exogenous
factors alone.

De Mello (1997) boldly declares that the only channel for growth to happen through FDI
is through permanent technological shocks to the host country’s economic system. Due to
the availability of FDI, aggregate production in the host country will increase because of
the combination of labour and physical capital (De Mello, 1999). The endogenous growth
model states that the long-term growth of the economy is achieved through the
accumulation of knowledge. Thus, FDI can provide mechanisms of knowledge
accumulation and become the engine of growth in the host country’s economy.

2.1. Endogenous Growth Model Variables

The endogenous growth model also emphasises the accumulation of human capital and
R&D. If FDI can increase productivity, generate positive externalities and spillover
effects, it can be argued that it stimulates economic growth endogenously. There are two
types of endogenous growth models, namely:

i. Endogenous growth models of AK nature — these emphasise the role of production
factors in determining growth. These models focus on the accumulation of
knowledge through on-the-job training.

ii. Endogenous growth models in which technological change is based on the level of
investments as well as R&D.
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The study adopted the endogenous growth model with R&D as developed by Romer
(1990). Technical progress is endoginised in the model by firms seeking to maximise
profit through innovation introducing research on new ideas. The model has two
components, which are:

i The production function equation

ii. All equations that show how the inputs evolve over time

The aggregate production function is as follows:

Y = K*(ALy) 1@ (2.1)
Where a is a constant parameter 0<a<1

Production factors: K — Capital; Ly — Labour, A — Knowledge

The labour and capital factors experience constant returns to scale, while technology has
increasing returns to scale that will result from the non-rival use of ideas. The equation of
labour and capital accumulation is similar to the Solow model and represented as follows:

K =skY- 6K (2.2)
Where: skY is the income savings rate
0K is the rate of capital depreciation
The equation for technological progress evolution:
A=rLa (2.3)
Where: A is the number of ideas invented every moment and it depends on:
La - the number of people putting time aside for research
r - The rate of new ideas achievement

It is through the endogenous growth model that there has been much interest in the
transmission mechanism of FDI to economic growth (Omri & Kahouli, 2014). In the
model, growth is sustained if the number of innovations created in each period continues
to increase. It is also assumed that firms operate in a competitive environment with the
aim of maximising profit, and the engine for growth is innovation. It is then expected that
FDI will have a positive effect on economic growth by providing technology to the host
country and encouraging local production, as well as the diffusion of new knowledge and
innovation (Mehic, Silajdzic & Hodovic, 2016).

2.2. Institutions, FDI And Economic Growth Interlinkages

Stemming from the preceding section that established the endogenous growth model, the
study applied a simple model adopted from Rodrik (2000) to show and examine the
interlinkages of FDI, institutions and economic growth. The model allows for interactions,
as well as feedback, with other variables (including institutions) to demonstrate the
complex nature of the subject. This model, however, simplifies the relationship and allows
us to examine the impact of FDI on economic growth, the impact of institutions on
economic growth, and the impact of the interaction of FDI and institutions on economic
growth.
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In the model, there are deep and proximate determinants of economic growth. Deep
determinants include the integration into the world economy, institutions and geographical
location. Proximate determinants are factors such as the accumulation of human capital,
level of productivity and technological improvements. The model allows feedback effects
whereby economic growth is not only affected by the said factors but can also affect the
mentioned factors. This framework makes it possible to answer questions on how
institutions, FDI and economic growth interact. For the purposes of this study, the model
assisted in examining the role of FDI in economic growth — directly and indirectly —
through interaction with institutions. Figure 2.1 shows the modified version of Rodrik’s
(2000) model.

The first panel of Figure 2.1 shows the proximate determinants of economic growth. In
this case, economic growth is determined by the accumulation of physical and human
capital* as well productivity and technological progress. This is the traditional way of
understanding the factors that determine economic growth. However, it does not include
other significant factors such as the role of institutions in determining FDI flows and
economic growth. Including these factors can assist in understanding the factors that affect
capital accumulation, productivity and technological progress. Above all, it can assist in
understanding why capital moves in certain directions. The assumption is that there will
be technological diffusion from the advanced countries to the inferior countries in terms
of technology. The second panel answers these questions by allowing the interaction of
institutions and FDI.2 Based on the above discussions, this chapter therefore applies the
endogenous growth theory and the institutional theory as the basis for the study.

Figure 1: Institutions, FDI and Economic Growth Interlinkages

Economic Growth

Economic growth can lead to capital accumulation and productivity or vice versa

1C 1L

Capital Productivity

Accumulation
FDI

Institutions

The relationship is bi-
directional

Source: Adopted from Rodrik (2000)

! This can also be referred to capital deepening.
2 In this developed model, institutions and FDI are the deeper determinants of economic growth.
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2.2.1. Reviewed Literature on Institutions, FDI and Economic Growth

It should be emphasised that the relationship between FDI and economic growth differs
depending on the host country’s institutions, hence the need to understand the role of
institutions in aiding economic growth (Mehic et al., 2016). The effect of FDI on economic
growth varies across countries partially due to the heterogeneity of institutions. Therefore
the orthodox assumption of a homogenous marginal return to FDI may be misleading. If
heterogeneity exists, host country policies, which are supposed to promote the effect of
FDI on economic growth, should not be homogenous across countries. This notion is
supported by McCloud and Kumbhakar (2012), who argued that institutional qualities® are
the main reason why different countries have different absorptive capabilities, hence a
heterogeneous FDI-growth relationship.

A country with poor institutions is most likely to experience economic challenges such as
low levels of investment, low productivity growth and slow output growth (Jude &
Levieuge, 2017). For example, firms are willing to be continuously innovative if they
expect to profit from innovations. However, intellectual property rights (IPRs) should
protect these innovations. Thus, a host country whose economic growth depends on
innovations is likely to be boosted by the existence of IPRs. On the other hand, quality
institutions will most likely ensure that there is factor allocation efficiency, investment in
higher return activities, a reduction in business uncertainty, and a well-coordinated
economic system (Jude & Levieuge, 2017). This will promote economic growth.

In a study on FDI, democracy and economic growth for eight Southern African countries,
Malikane and Chitambara (2017) concluded that democratic institutions are a strong driver
of economic growth. Thus, the impact of FDI on the host country’s economic growth
depends significantly on the country’s level of democracy. This could mean that countries
with strong democratic institutions absorb the positive spillover effects of FDI compared
to countries with weak democratic institutions. However, the role of democracy in the
FDI-growth nexus is still a subject of debate. Furthermore, Malikane and Chitambara
(2017) used only one institutional indicator to determine the interlinkages among
institutions, FDI and economic growth, and this study employed all 12 institutional
indicators.

According to Jude and Levieuge (2017), institutional quality determines the effect of FDI
on economic growth for developing countries. It is my argument that, just like there is a
need to have a minimum level of human capital for the impact of FDI to be maximised,
there is also a need to have a minimum threshold level of institutional quality in the host
country. Therefore, a minimum institutional quality is required to trigger a growth-
enhancing effect. Figure 2.2 illustrates the channels through which institutional quality
can aid FDI in promoting economic growth.

From Figure 2.2, the assumption is that FDI influences economic growth through
productivity spillovers from foreign firms to domestic firms. This could be because of the
linkages between suppliers and customers, through the demonstration effect and increased
competition. It is in this regard that the quality of institutions will influence the relationship

3 The quality of institutions can determine the extent to which the host country can capitalise on the productive
spillover effects from the foreign firms.
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between domestic and foreign firms and the type of FDI, thereby affecting the extent of
the spillovers and economic growth.

Figure 2: Channels of Institutional Quality to Economic Growth

Productivity
/_/—,\l/ Spillovers — The extent . Increase in Suppliers
of the productivity and Customers
spillovers is determined linkages
> Result .
by the Institutional Il Increased Competition
Institutional quality in the host Il Demonstration Effect
Quality country
/ I.  Encourage entry of FDI
: : into New Industries
Capital Accumulation .
— The rate of capital 1. Eg%léfe Crowding Out
| accumulation is Q\ , .
m determined by the Result . Egmsfiiirpe-stt-fs
quality of institutions in —‘/ v Determirl1e T p;\élolf DI
the host country ' y

Source: Author’s own configuration

The quality of institutions also influences capital accumulation. If the institutions are poor,
the host country is likely to attract low technology and resource-based FDI with limited
growth effect. Similarly, the demonstration effect is stronger for a country with quality
institutions than one with poor institutions. Quality institutions can deal with the
crowding-out problem by encouraging foreign firms to enter new industries, thereby
reducing competition with domestic firms. As the new foreign firms enter the new
markets, there will be a multiplier effect. For example, demand for inputs that local firms
can supply will increase, thus stimulating domestic economic activity.

A study by Adhikary (2011) on Asian countries, concluded that a combination of FDI and
good institutional variables such as the rule of law, property rights, political stability and
absence of violence lead to economic growth. Furthermore, fundamental institutional
variables such as political stability, civil rights, property rights and socio-economic
variables play an important role in determining the effect of FDI on the economic growth
of host countries (Ntwembe & Sengupta, 2016). Elkomy et al. (2016) share these
sentiments, and argue that the level of institutional development and the quality of policy-
making in the host country determines the magnitude of the impact of FDI on economic
growth. It should be acknowledged that these institutional variables aid the effect of FDI
on economic growth at different rates. Therefore, priority should be given to those
institutional variables that can have an incremental effect on economic growth.

The FDI-growth nexus is highly sensitive to country-specific factors, which include the
kind of institutions in those countries (De Mello, 1999). For FDI to have a significant
impact on the host country’s economic growth, host governments must first ensure that
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their institutions are functioning well (Busse & Groizard, 2008). For example, host
countries with more regulations will be less able to benefit from the presence of MNCs in
their economies compared to less regulated economies. Technology and knowledge
transfer to the host country heavily depends on the kind of existing institutions in that host
country (De Mello, 1999), which is further evidence that initial conditions in the host
country determine the impact of FDI on economic growth.

Williams (2017) argued that political instability affects FDI inflows and growth
differently. Saini et al. (2010) indirectly supported this notion by arguing that host
countries with better property rights should ideally benefit more from FDI inflows
compared to those with poor property rights. Therefore, when we consider the host
country’s initial conditions, the institutional variables should take centre stage in how FDI
influences economic growth. Institutions such as commercial banks and credit agencies
play a significant role in ensuring that savings are not spent on consumption but rather
fund investment expenditure, leading to economic growth (Jayaraman, 2017). The effect
of FDI on the host economy is thus enhanced when there is institutional stability (Edwards
etal., 2016).

Furthermore, in host countries with higher levels of institutional capabilities, as measured
by the degree of property rights protection, the effect of FDI is stronger (Stancheva-Gigov,
2016). These were similar to the findings of a study of 32 developed and developing
countries. Panel data results indicated that FDI has a positive impact on economic growth
if the host country has relatively high human capital and high-quality institutions (Mehic
etal., 2016). However, other studies such as that by De Mello (1999) found weak evidence
that FDI leads to economic growth and that the quality of institutions for the host country
matters (Mehic et al., 2016).

Elkomy et al. (2016) pointed out that a more democratic political system is likely to
amplify the positive effect of FDI on the host country’s economic growth. This is because
there is a high chance of the redistribution of the income and gains from FDI towards
further investments in human capital development, thereby promoting economic growth.
Furthermore, democratic political systems are most likely to promote international trade
and integration into the global economy. Therefore, these countries can attract
internationally competitive export-oriented FDI and promote economic growth. The
opposite is expected to be true for countries with autocratic political systems. These
countries are expected to have poor policies and closed economies. These conditions, in
turn, attract FDI that is less technologically advanced, resulting in limited spillover effects.

Another institutional variable that is important in aiding the effect of FDI on the host
country’s economic growth is corruption. A country that is less corrupt compared to its
peers is likely to experience an increase in economic growth due to FDI inflows
(Wijeweera et al., 2010). This, however, is not a straightforward relationship. Existing
literature is inconclusive on the effect of corruption on FDI inflows and economic growth.
Corruption can act as additional tax to foreign firms, heightening insecurity and
uncertainty for would-be foreign direct investors. It is in this regard that the effect of
corruption on the host country’s economic growth is indirect.

An additional institutional variable which can determine the impact of FDI on economic
growth is governance. A study by Adeleke (2014), on the FDI-growth nexus in Africa,
indicated that most African countries have weak governance structures and this inhibits
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growth. Thus, the assumption is that a good governance structure attracts more FDI and
hence, growth. This is further evidence that FDI leads to economic growth. The next
section discusses the methodology which is applied in this study.

3. Methodology
3.1.The model, data and variable definitions

This section discusses the empirical model used to establish the role of institutions and
FDI in determining economic growth for the SADC region. The research design,
population, sample and data, as well as model specification and estimation technique, are
also discussed. In addition, the section gives a brief description of the data used and the a
priori expectations. Further to this, the section develops an argument for the support of
the model as a significant tool in the development of policies that would help address
international economic policy.

3.2. Research design

The study applied quantitative data techniques. Thus, specifically, the study estimated a
dynamic panel data model for the period 1996 to 2016. Given the interactions among FDI,
institutions and economic growth for all the SADC countries, the development of a panel
model that allows these interactions to happen is justified. Furthermore, panel data models
capture the heterogeneity of institutions across countries, which is imperative for an
empirical examination of the impact of FDI and institutions on the economic growth of
host countries. In the developed model, the impact of FDI on economic growth is
decomposed into the direct impact and the indirect impact that should work via
institutions. Thus, the model assists in understanding how institutions aid the effect of FDI
on the economic growth of the host country. The quality of institutions determines how
FDI affects the host country’s economic growth. High-quality institutional variables, such
as the rule of law, military not being involved in politics, and the existence of property
rights, among other institutional variables, are expected to positively affect the impact of
FDI on the host country’s economic growth. Likewise, poor-quality institutional variables,
such as high levels of corruption, bureaucracy, and military involvement in politics, are
expected to be associated with low levels of economic growth in the host countries.

Endogeneity is a problem which requires attention in examining the relationship among
institutions, FDI and economic growth. The potential endogenous relationship between
FDI and economic growth may lead to an over-estimation of the impact of FDI on
economic growth. Since FDI can be correlated with the country-specific error term, it
could lead to a wrong and biased estimation of the coefficients. It can be argued that the
more income a country has, the better the institutions are compared to those of a
developing country. Thus, economic growth could be as a result of an improvement in the
quality of institutions.

3.3. Population, Sample and Data

This is a regional-based study that empirically examined the roles of institutions and FDI
in promoting economic growth for all the SADC countries using secondary data for the
period 1996 to 2016. All the data were taken from the World Development Indicators,
PRS, country-specific reserve banks, and statistical agencies/departments.
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Furthermore, the study divided the SADC countries into two samples: one with all the
countries, which is the full sample, and the other sample where countries endowed with
strategic natural resources were removed from the full sample. Using this process | was
able to estimate how the interrelationship among institutions, FDI and economic growth
could vary according to the different environments in terms of the existence of strategic
natural resources.* This allowed me to remove outliers from the sample and examine
whether there were any dynamic changes. Outliers refer to countries that are endowed with
strategic natural resources which may make foreign direct investors overlook negative
institutional variables such as corruption, military involvement in politics, and
bureaucracy, among others. Thus, foreign direct investors will invest in these countries
regardless of the negative institutional variables. Angola and the Democratic Republic of
Congo are two examples of countries endowed with strategic natural resources, but poor
quality institutional variables; yet they still receive large FDI inflows. The removed
countries in the sub-sample are shown in Table 1.

Table 1: Natural Resource-Endowed Countries

Country Available Natural Resource (s)
Angola Oiland minerals __ __  _ _ _ _ _ _ _ |
[Democratic Republic of Congo[Minerals__ |
[Republic of South Africa Minerals__ __ _ _ _ _  _ _______|
[Mozambique Gas and Minerals _ __ __ __ __ __ |
Zambia Minerals

Source: Author’s own configuration

3.4. Definition of Variables, Proxies and A Priori Expectations
Table 2 shows the institutional variables, definitions and expected sign of the coefficient.

Table 2: Definition of Variables, Proxies and a Priori Expectations

Variable Proxies and Definitions | Proxies by Expeqtgd Sl 37
Coefficient
The current growth rate Jude and
Economic Growth of the gross domestic Positive

product Leviuge (2017)

The previous period
growth rate of the gross | Liu (2016) Positive
domestic product.

Economic Growth
of Previous Period

Foreign Direct | FDI expressed as a | Jude and

Investment percentage of GDP. Leviuge (2017) Positive

4 This encompasses oil, natural gas, coal, forestry and other minerals.
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Variable

Proxies and Definitions

Proxies by

Expected Sign of

institutional and political
factors.

Coefficient
All the country’s
institutions, i.e. . .
government and private. lgleegea;:j\ﬁ/ Pgﬂtmg
Institutions It is proxied by 12 | Cleeve (2012) pending
- quality of
different measures of T
institutions

FDI/Institutions

The interaction of FDI
and all the institutional
indictors. This is to
capture the interactive
effect between FDI and

Agbloyor,
Gyeke-Dako,
Kuipo and Abor,

Negative/Positive
depending on the

of the tariff rate to capture
the effect of trade policy
on FDI flows.

institutions on economic quality of
growth.  This  further (Lzeglliﬁ),ej(uz%el%n d institutions
shows the conditional g
role of FDI on economic
growth.
por Capita - This s | AdRS
GDP per Capita necessary to take care of E?J%c;ku (Zoii)d Positive
the effects of .
Leviuge (2017)
convergence.
. Population annual growth Jude and -
Population rate to capture the market : Positive
. Leviuge (2017)
capacity.
The growth rate of | Adams and
Domestic domestic investment. | Opoku  (2015),
| Measured by the gross | Malikane  and | Positive
nvestment - . .
capital formation as a | Chitambara
percentage of GDP. (2017)
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openness of the country
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Variable Proxies and Definitions | Proxies by Expegtgd Sl @
Coefficient
Annual inflation rate.
Inflation This isa_proxyforchro- Jude and Negative
economic and fiscal | Leviuge (2017)
stability.

3.5. Model Specification

The study followed the endogenous growth model. Since literature on the relationship
between FDI and economic growth is inconclusive, even after including control variables
such as the initial GDP, domestic investments, degree of openness and human capital, the
study applied panel data techniques and treated endogeneity with caution. Furthermore,
most studies conducted on the subject did not have enough data, hence there are constraints
in the use of relevant and appropriate estimation methods. In this regard, the study
examined the impact of FDI on economic growth for SADC countries based on the
endogenous growth theory.

The panel model estimation is as follows:

Vit = P1¥ie—1 + P2F DI+ Palnstitutions;+Pa (FDI*Institutions;) + Y=o BiXic1t éit...
(3.1)

yi¢ 1S the change in GDP (economic growth).

FDIjis the FDI for country i attime tfori=1...., Nand ¢t =1......, Tand it is expressed as
a percentage of GDP.

vit—1 1S the first lag of y;, and B is the coefficient of the lag of economic growth.
B3 is the coefficient of the institutional variables.
All the data for the institutional variables were sourced from the PRS.

The average of the 12 sub-indicators of political risk is used as an aggregate measure of
institutional quality. Furthermore, the 12 subcomponents of institutional variables are
sequentially included in the regressions. This therefore means that | estimated 30 different
regression equations. B4 captures the interactive effect between FDI and institutional
variables. Furthermore, FDI and the various institutional variables are included in the
model to enable the capturing of the interactive effect between FDI and institutions. &t iS
the random error term, which breaks down into pi: + vi. wi represents the time-invariant
country-specific effect, while vit represents the remainder of the disturbance in the
estimated regressions.

The set of control variables is captured by Xiw.1. Existing literature has widely used these
control variables, which include:

e Economic growth for the previous period

o |Initial level of GDP per capita to take care of the effects of convergence
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e The population annual growth rate
e Domestic investment

e Trade openness

e The annual inflation rate

3.6. Estimation Technique

Existing empirical literature used various techniques, for instance, instrument variables
such as the 2SLS, to deal with the potential endogeneity bias. However, the concern over
the 2SLS estimator is that it is not efficient when heteroscedasticity is present. Jude and
Leviuege (2017) proved that nonlinear modelling, such as the use of the Panel Smooth
Transition Regression Model could assist in mitigating the challenge of endogeneity and
reverse causality problems.

This study applied the GMM estimator. The GMM technique makes it possible to treat
economic growth as a dynamic process, thus accounting explicitly for the possibility that
the current growth rate can be influenced by the previous growth. Furthermore, the use of
GMM technigques makes it possible to deal with the potential problem of endogeneity and
the autocorrelation of the independent variables. GMM techniques also remove the
country-specific effects and therefore affect the element of heterogeneity. The GMM
makes it possible to have a clear understanding of the short-run (dynamic) effect within
the model, and to exploit the group variations in the data. Consequently, a dynamic
relationship is structured in the model to include the dependent lagged variable (See
equation 3.1).

The study therefore estimated the dynamic GMM with Windmeijer’s (2005) corrected
standard errors, and the 2SLS instrument weighting matrix orthogonal deviations. The
orthogonal deviations are used to maximise the sample size because there are gaps in the
panel data. The study estimated a total of 30 models. First, the base model with the
traditional known factors in economic literature that affect economic growth is estimated.
Institutional indicators are then added to the base model, one at a time, so that their effect
on economic growth can be quantified.

3.7. Empirical Results and Discussion

This sub-section presents and examines the results of the empirical analysis. First, there is
a presentation of the descriptive statistics to understand the data on which the research is
based. A correlation matrix is then discussed to aid the empirical specification. Thereafter,
the empirical analysis on institutions, FDI and economic growth is presented for the full
sample and the sub-sample, which excludes countries endowed with natural resources.
Descriptive statistics results are presented in Table 3.3.

The average economic growth rate for all the SADC countries is 4.5 percent, and the
average initial GDP per capita is USD2 700. The GDP and GDP per capita figures show
that the average income per capita in SADC is relatively high compared to SSA. These
could mean a potential market for the foreign direct investor. Maximum GDP recorded is
26.8, while the minimum is negative 17.7. This shows the heterogeneity which exist in the
SADC region and that there is an outlier in terms of GDP figures.
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FDI as a percentage of GDP averaged 5.7 percent over the period 1996 to 2016. Thus, the
researcher infers that FDI has been an important source of development finance for SADC
countries. The maximum number for FDI is 66.7, which is significantly different from the
median, minimum, mean and standard deviation. This demonstrates that there is an outlier
in the data, thereby confirming heterogeneity® which exists within the SADC region. The
institutional average, which proxies the quality of institutions in the SADC region, is 60.5
percent; the maximum being 80.8 percent and the minimum 27 percent. These results can
be interpreted to mean that institutions, as a whole, are not poor in SADC countries.

The average government stability in the SADC region is 3.8 out of a maximum of six. The
median is 3.9, which indicates the scoring for most of the SADC countries. The most stable
government in the SADC region has a scoring of 5.5 out of six. The data also indicate that
in terms of government stability, there are no indicated outliers within the SADC
countries.

Internal conflict recorded a maximum score of six and a minimum of 0.07 for all SADC
countries. The average score in terms of internal conflict is 4.2 out of six, with a median
of 4.4. This mirrors the general government stability that exists in the SADC region.
Furthermore, the data show that there are few incidents of internal conflicts in the SADC
region.

Moreover, investment promotion averages 3.5 out of six for the SADC region. The
maximum score for investment promotion is 5.7 out of six, with a minimum of 0.77. This
shows that not all SADC countries are taking deliberate efforts to promote foreign
investment inflows. The pairwise correlation matrix is presented in Table 3.4.

Economic growth is negatively correlated with most of the institutional variables, for
example, bureaucratic quality, corruption, democratic accountability and external conflict.
Although there is a positive correlation between economic growth and the institutional
average, descriptive statistics analysis seems to suggest that there are generally good
institutions in SADC countries.

However, the correlation between economic growth and the interaction term of FDI and
institutions is positive, proving the theory that FDIs’ impact on economic growth depends
on initial host-country conditions such as the quality of institutions. For example, Saini et
al. (2010), in a study of 85 developed and developing countries, concluded that FDI on its
own does not have an impact on economic growth. Instead, the impact of FDI on economic
growth depends on the host country’s initial conditions, such as the quality of institutions.
Also, as mentioned earlier, Jude and Leviuege (2017) concluded that FDI alone has no
significant impact on economic growth.

In line with the a priori expectations supported by the findings of Stancheva-Gigov
(2016), there is a positive correlation between economic growth and FDI. There is also a
positive correlation between economic growth and the initial level of GDP per capita and
the rate of population growth. However, there is a negative correlation between trade
openness and economic growth. This is not in line with a priori expectations. It should,
however, be appreciated that correlation does not mean causation. Therefore, rigorous

5 SADC countries experienced political independence and hence institutional transformation at different periods.
Furthermore, the countries are at different stages of economic development (Country Watch 2017).
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empirical examination of the interlinkages among institutions, FDI and economic growth
is required, which is therefore the focus of the next sub-section.

3.8. An Analysis of the Regression Results

Under this sub-section, the empirical results from cross-section regressions are discussed.
A total of 30 models were estimated for the full sample and the sub-sample, taking
cognisance of natural resource endowments for particular SADC countries. In both the full
sample and the sub-sample, the first model examines the control variables, and the
subsequent models introduce the various institutional variables into the estimated models.
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Table 3: Descriptive Statistics
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Table 4: Pairwise Correlation Matrix

LDOMESTIC! LPOP_GR
|_INVESTME| LGDP_GRO OWTH_R LSOCIO_E{LTRADE_OP!

LBURQUAL|LCORRUPT |LDEMACCINT LETHTEN [LEXCON |LFDI  [LFDI_INST|WTH_RATE {LGDP_PC |LGOVSTAB [LINCON  [LINST_AVERJLINVPRO LLAWORD |LMILPOL [ATE LRELTEN [CON  |ENNESS
LBURQUAL 1,000
LCORRUPT 0950 1.000)
LDEMACC 0121f 0178 1,000
LDOMESTIC INVESTMENT| ~ 0.737]  0811]  (.056 1000
LETHTEN 033 0385 0611 0360 1.000]
LEXCON 0309 0384 0437 0353 0587 1,000
LFDI 0087 0182 015 -0.087) 0077 0073 L
LFDI_INST -0016) 0104 02000 -0.010) 0172{ 0153 0993  1.000)
LGDP_GROWTH RATE 0003 0114 0055  -0.042f 0075 -0.046) 0.741f 0734 1
LGDP_PC 0573 0628 -0.150) 0863 0313 0374 023  0.8]) 0.198| 1000
LGOVSTAB oo 0o o -oos| o o053 ozl o o oom 1,000
LINCON 0300 029 0370 0319 0745 0532 0081 0165 01060 0335 0290 1000
LINST_AVER 0578 0631 0433 0632 0803 0682 0057 0176 0027 0563 0433 0716 1,000
LINVPRO 0236 036 0175 0268 0311f 0267 01571 0227 0065 0286 011 038 0.600 1000
LLAWORD 0244 0289 0202 0333 0261 0244 008 01220 009 0301 0003 028 0545 0930 1,000
LMILPOL 0009 0021 043 0029 05d6( 0467) 0028 0085 0198 0074 0703 0404 0473 0157 -0.004  1.000]
LPOP_GROWTH_RATE 0357 0497 0025  -0.666) 0029 0016 0246 0215 0148 0547 02100 0034 031 014 -023) 0169  1.000
LRELTEN 05400 055 -0.156) 0609) 0199 0205 0033 0103 -0148 0566  -0.080] 043 0586 0594 0655 -0.28 -0380 1.000|
LS0CIO_ECON 0579 0655 0238 0674 0530 0497 -0.03 0,068[ 036 059 012 0440 08171 0630 0674 01471 -0.389 0.838' 1,000
LTRADE_OPENNESS 0300 0266 0022 0312 0334 0000 -0.63 -0116[ 029 0388 018 -0315) 0417 0306 0185 -0.298 021 -0.289[ -0.283 1,000

Source: Author’s own calculations using E-views
3.9. Full Sample with Countries Endowed with Strategic Natural Resources Included
3.9.1. Previous economic growth rate and economic growth

The results of the estimated panel dynamic GMM models are shown in Table 3.5 across
all the estimated models. The results indicate that there is a positive relationship between
the previous year’s economic growth rate (LGDP_Growth Rate (-1)¢) and economic
growth of the host country. The results are further justification for the use of the dynamic
panel GMM estimation technique. This is in line with the findings of Alfaro and Johnson
(2013), who concluded that FDIs’ impact on economic growth depends on initial host-
country conditions such as the previous year’s economic growth.

3.9.2. FDI and economic growth

The effect of FDI on economic growth is both negative and positive across the estimated
models. Gui-Diby (2014) had similar findings and concluded that FDI has a mixed impact
on the host country’s economic growth, depending on the period under study. Similarly,
Edwards et al. (2016) and Zilinske (2010) claim that there are positive and negative effects
of FDI on the host country’s economic growth.

Another study by Alfaro et al. (2006) failed to confirm that FDI has a positive influence
on the host country’s economic growth. Instead, the results were mixed and consistently
found either no effect of FDI on host countries’ firms’ productivity and/or aggregate
growth or negative effects. This is contrary to popular belief by policymakers that FDI
generates positive productivity externalities for host countries.

® The relationship is statistically significant at the 10 percent level of significance.
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However, the effect of FDI on economic growth varies across countries partially due to
the heterogeneity of institutions. This view is supported by McCloud and Kumbhakar
(2012), who agree that institutional qualities are the main reason why different countries
have different absorptive capabilities, hence a heterogeneous FDI-growth relationship.

Table 5: Full Sample Institutions, FDI and Economic Growth

GMM Estimated Models full Sample. |
[Variables Model 1 _INbdelZ Model3__[Vodel4_|Model5 |Vbdel6 [Model 7 [vodel8 |Model 9 | Vodel 10 [vbdel 11 |Videl 12 |Vodel 13 [Vodel 14 [vodel 15
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Source: Author’s own calculations using E-views
3.9.3. GDP per capita and economic growth

The results indicate that there is a negative relationship across all the estimated models
between the initial levels of GDP per capita and economic growth in the SADC host
countries. This could be interpreted to mean that countries that start from a rich base tend
to grow at a slower pace than those starting from a poor base. This result is not in line with
a priori expectation and the market size and output hypothesis. GDP per capita is an
indicator of the size of the market and hence the expectation is that a higher GDP per
capita should promote more FDI inflows, which will then translate to economic growth
for the host country. However, most of the FDI into the SADC countries is resource-based,
thus, the motive for FDI into the SADC countries is mainly resource extraction and not
market seeking (Asiedu & Lien, 2011).

3.9.4. Trade openness and economic growth

There is a positive relationship between trade openness and the economic growth of the
host countries across all estimated models. Therefore, an increase in trade openness leads
to an increase in the host country’s economic growth. Open trade makes it possible for
countries to import and export goods and services, in the process promoting economic
activities and economic growth. These are similar to the findings by Stancheva-Gigov
(2016), El-Wassal (2012), and Batten and Vo (2009), who all concluded that the effect of
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FDI on the host countries’ economic growth is positive and significant when the countries
are open to trade. Furthermore, trade openness increases economic growth through
efficiency gains.

3.9.5. Domestic investment and economic growth

The level of domestic investment is positively associated with the economic growth of the
host countries across all estimated models. This is in line with a priori expectations.
Domestic investment adds to foreign capital and economic growth. The findings are
supported by the conclusion of De Mello (1999), who argued that the extent to which FDI
impacts on economic growth depends on the degree of complementarity and substitution
between FDI and domestic investment. Sengupta and Ntembe (2015) also concluded that
domestic capital influences economic growth in SSA rather than USA FDI. Thus, the
SADC region can promote economic growth by mobilising domestic resources which will
compliment FDI.

3.9.6. Population growth rate and economic growth

Although the population growth rate should be one of the key drivers of economic growth
in classical economics, the case is different for SSA and SADC countries, in particular.
The population growth rate is negatively associated with economic growth across all
estimated models for the SADC countries. This could be because SSA and SADC
countries still lag behind in terms of investment in physical capital, hence the increase in
population will translate into a decrease in the capital-labour ratio. This means a decrease
in TFP and a decrease in economic growth.

3.9.7. Institutions and economic growth

As expected, the results indicated that there is a negative relationship between institutions
and economic growth for the SADC countries, because the quality of institutions for this
group of countries is weak. A country with poor institutions is likely to experience
economic challenges such as low levels of investment, low productivity growth, and slow
output growth. The quality of institutions also influences capital accumulation. If the
institutions are poor, the host country is likely to attract low technology and resource-
based FDI with limited growth effect.

This is in line with the findings of Adeleke (2014), who determined that many African
countries have weak governance structures that are a constraint to economic growth. To
further prove that the average quality of institutions is poor for SADC countries, the
interaction term of FDI and institutions yielded a negative relationship with economic
growth. Jude and Leviuege (2017) also concluded that institutional quality affects the
effect of FDI on the host country’s economic growth.

3.9.8. Democracy and economic growth

The empirical results showed that there is a negative effect between democratic
accountability and economic growth for the SADC countries. This is not in line with a
priori expectations, as an increase in democratic accountability is expected to be
associated with an increase in economic growth. This point is supported by Malikane and
Chitambara (2017), who concluded that countries with strong democratic institutions
benefit more from the presence of FDI in terms of economic growth. However, the results
confirm the arguments of Cao (2009), who claimed that democractic institutions have a
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conflicting impact on FDI inflows, and ultimately, the economic growth of the host
country.

3.9.9. Investment promotion and economic growth

The coefficient of investment promotion is negative. Thus, an increase in investment
promotion leads to a decrease in economic growth for the host countries’ economies. The
results are, however, not statistically significant. This could be because of the poor
institutions in SADC countries. This point is supported by the findings of Adeleke (2014),
who concluded that African countries must improve their governance structures if they
want to increase economic growth. The same sentiments are shared by Batten and Vo
(2009), who stated that countries that intend to attract more FDI should ensure the
institutional variables are improved in order for FDI to have a maximum impact on the
host countries’ economic growth.

3.9.10. Corruption and economic growth

Ideally, corruption should lead to lower investor confidence and, in the process, discourage
future foreign investments. However, in 1964 Nathaniel Leff claimed that embracing
corruption could help with government inefficiencies, and an increase in corruption leads
to an increase in economic growth for the host country. This is not in line with a priori
expectations. It should be acknowledged that the link between corruption and economic
growth is not direct, but through FDI inflows into the host country.

One logical explanation for this anomaly could be the existence of strategic natural
resources in the selected SADC countries, which will mean that MNCs will ignore all the
negative institutional variables and invest in corrupt countries. The usual effects of FDI
on the host country’s economy will then kick in, and economic growth will thus be
experienced. A country with vast mineral deposits is often claimed to have positive effects
which may outweigh the impact of institutional factors. A case in point is Nigeria, Angola
and Zimbabwe, where there is corruption, but the high returns from the extractive
industries seem to compensate for the negative factors such as corruption, institutional
quality, and political instability in attracting FDI inflows (Cleeve, 2012).

Some countries which are deemed to be corrupt, for example, Sudan and Nigeria (as
measured by the corruption index) received a larger share of FDI inflows compared to
countries which were deemed less corrupt, such as South Africa, Mauritius and Botswana.
Ali and MacDonald’s (2010) study also concluded that institutions do not matter in
determining FDI flows in the primary sector. This leads to the discussion in the next sub-
section, where countries that are endowed with strategic natural resources are removed
from the sample.

3.9.11. Law and order, government stability, religious and ethnic tensions and economic
growth

Other institutional variables, such as the increase in law and order, government stability
and a decrease in religious and ethnical tensions all show the right signs in terms of their
impact on the host country’s economic growth. This is in line with a priori expectations
and the findings of other studies. A study by Adhikary (2011), on Asian countries,
concluded that a combination of FDI and good institutional variables, such as the rule of
law, property rights, political stability and the absence of violence lead to economic
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growth. De Mello (1999) also found that the FDI-growth nexus is highly sensitive to
country-specific factors, which include the kind of institutions in those countries.

3.10. Sub-sample that Excludes Natural Resource-endowed Countries

This section presents the results for the sub-sample that excludes countries endowed with
strategic natural resources. These countries lie above the mean of the indicator of natural
resource endowment. In terms of control variables, the empirical results are almost the
same as those of the preceding section, except that under the sub-sample, the results are
statistically significant. The models’ results are presented in Table 6.

Table 6: Institutions, FDI and Economic Growth- Sub-sample without Resource-
Endowed Countries

GVM Estimated Models Sub Sample Without Resource Endowed Countries |
[Variables Model 16 Vodel 17 Vodel 18 Model 19 Model 20 Model 21 Model 22 Model 23 Nodel 24_Nodel 25_Nodel 26_Nodel 27 Model 28_Model 20 Nodel 30
LGDP_GROWTH_RATE(-1) 1.41] 1.29 1.29 1.22] 104 1.25] 1.27] 1.28] 1.39 129 106| 139 126 1.29] 126
*(0.00) *(0.00) *00d  *(0; 01|  *(000)|  *(0.00) A %001| *000) *©00) 00D *000) *000) *000)
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Source: Author’s own calculations using E-views

3.10.1. Previous rate of economic growth, domestic investment, trade openness
and economic growth

The previous rate of economic growth, the level of domestic investment, and trade
openness all positively impacted the host countries’ economic growth. The previous year’s
economic growth proved to be an especially important determinant of the current
economic growth rate by being significant at one percent level of significance for all 15
estimated models. This is in line with the empirical findings of Alfaro and Johnson (2013),
who determined that the effect of FDI on economic growth depends on the host country’s
initial conditions, including the previous rate of economic growth.

3.10.2. FDI and economic growth

The effect of FDI on the host countries’ economic growth is proven to be both negative
and positive and significant at five and 10 percent levels of significance, depending on the
institutional variable with which it interacted. This shows that FDI and institutions on their
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own, without the existence of strategic natural resources, can contribute to economic
growth for SADC countries. Similarly, Gui-Diby (2014) and Edwards et al’s. (2016)
studies reported that FDI has a mixed impact on the host country’s economic growth,
depending on institutional quality.

Significantly, FDI on its own, without institutional variables, can lead to an increase in
economic growth for the SADC countries. This is contrary to the findings of many
researchers such as Jude and Leviuge (2017) and Saini et al. (2010), who concluded that,
on its own, FDI does not have an impact on the host country’s economic growth. Countries
with higher levels of FDI inflows experience high productivity in the export sector
compared to those with low levels of FDI. Furthermore, FDI is significant in improving
factor productivity and makes it possible for domestic firms to be linked with foreign
firms, hence it creates linkages that will aid in economic growth. FDI is associated with
globalisation, and it is this association that has increased the spread of technology across
borders. Thus, through FDI and globalisation, host countries can gain access to foreign
knowledge. The increasing use of available foreign knowledge and technology boosts the
innovation capacity and labour productivity for domestic firms; according to Coady et al.
(2019), knowledge flows from global technology leaders between 2004 and 2014 were
estimated to have increased labour productivity by 0.7 percent for developing countries.

3.10.3. FDl/institutions and economic growth

The results show that the interaction of FDI and institutions has both a negative and
positive effect on the host country’s economic growth. The results are statistically
significant at the five and 10 percent level of significance. This is in line with the findings
of other researchers such as Jude and Leviuge (2017), who concluded that institutional
quality affects the effect of FDI on the host country’s economic growth. Saini et al. (2010)
also claim that FDI on its own does not have an impact on the host country’s economic
growth; instead, institutional quality plays a role.

3.10.4. Democracy and economic growth

Under the full sample, an increase in democratic accountability was negatively associated
with economic growth. This could have been due to the presence of strategic natural
resources where dictatorship is favoured by MNCs. However, after removing countries
endowed with strategic natural resources, an increase in democratic accountability leads
to an increase in economic growth. The results are in line with the findings of Malikane
and Chitambara (2017), who concluded that countries with democratic institutions benefit
more from the presence of FDI. This shows the importance of institutions in amplifying
the effect of FDI on economic growth without the natural resource bias to impact on
MNCs’ decision making. However, it is not statistically significant.

3.10.5. Corruption and economic growth

Likewise, an increase in corruption is associated with a decrease in economic growth. This
result is contrary to the findings of the full sample, which included resource-endowed
countries, indicating the resource bias element where MNCs overlook poor institutional
indicators if the host country is endowed with strategic natural resources. This is in line
with a priori expectations and the findings of Wiljeweera et al. (2010), who concluded
that corruption has a negative impact on economic growth.
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3.10.6. Military in politics and economic growth

Under the full sample, an increase in military involvement in politics led to an increase in
economic growth. This is not in line with a priori expectations, perhaps due to the
existence of strategic natural resources. However, under the sub-sample, which excludes
countries with strategic natural resources, a military increase in politics is associated with
a decrease in economic growth. This is in line with a priori expectations, and further
highlights the importance of good institutions aiding economic growth.

3.10.7. Investment promotion and economic growth

The results show a negative effect of investment promotion on economic growth, the same
finding as that under the full sample. This can be interpreted to mean that other institutional
indicators are more important compared to the investment promotion institutional
indicator. This is supported by the findings of Batten and Vo (2009), who concluded that
countries that intend to attract more FDI inflows should first ensure that the other
institutional indicators are of good quality. However, the results are not statistically
significant, meaning that SADC countries can still take deliberate action to promote
investment in their respective economies. This view is supported by Egan (2015), who
argued that host countries have to deliberately establish and promote investment-
promoting agencies and efficient institutions in a bid to attract FDI inflows.

3.10.8. Institutions and economic growth

Overall, the results show that through FDI, institutions can have an indirect role in
influencing economic growth. Thus, government stability, a reduction in corruption, less
military involvement in politics, democratic accountability and enhanced regulatory
quality and governance structures can lead to better economic growth outcomes for SADC
countries. The results of the estimated models for the sub-sample without resource-
endowed countries are presented in Table 3.6.

4. Conclusion and Policy Recommendations

The chapter examined the interrelationships among institutions, FDI and economic growth
for SADC countries. The study examined how FDI interacts with institutions to promote
economic growth in various country environments, with the exclusion of countries
endowed with strategic natural resources. A panel dynamic GMM technique with
Windmeijer corrected standard errors and orthogonal deviations was used to empirically
examine the interrelationship among institutions, FDI, and economic growth for SADC
countries.

The interrelationship among institutions, FDI, and economic growth differs, depending on
country characteristics, including initial host-country conditions. The reviewed literature
highlighted that initial host-country conditions and their absorptive capacities determine
FDI’s effect on economic growth. There is a need to increase the absorption capacity of
the host country to ensure FDI’s maximum impact on economic growth. These absorptive
capacities include human capital, trade openness, institutions, macro-economic stability
and the initial levels of GDP per capita. There is heterogeneity in terms of absorptive
capacities due to the differences in the quality of institutions. This therefore means SADC
countries require a targeted approach to FDI.
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The results of the study showed that SADC countries have relatively weak institutions,
which, in turn, affect FDI’s impact on economic growth. The study clearly showed that
the quality of institutions determines the effect of FDI on economic growth. As the
institutional variables improve, so does the impact of FDI on economic growth. This is
more evident in the sub-sample without resource-endowed countries. For example, there
is a negative correlation between corruption and economic growth, indicating that a
reduction in the level of corruption is associated with an increase in economic growth,
while an increase in corruption is associated with a decrease in economic growth.

Thus, institutions indirectly affect economic growth for the SADC countries through the
interaction with FDI. However, the institutions’ interactions and FDI effect on economic
growth is both negative and positive, regardless of whether or not the countries are
endowed with strategic natural resources.

The results also show that for countries that are not endowed with strategic natural
resources, FDI and institutions on their own can promote economic growth. Thus, as a
policy recommendation, SADC governments, especially those without strategic natural
resources, should aim to implement policies that improve the quality of their institutions
and FDI promotion. Thus, non-resource FDI has a direct and significant effect on the host
country’s economy, as it tends to create more jobs. Furthermore, there is a higher level of
technology transfer and an increased supply of domestic inputs to the MNC as it relies on
host countries for inputs.

Significantly, the results of the study show that FDI on its own can actually increase the
level of economic growth for SADC countries. Therefore, SADC countries should
implement measures that promote FDI inflows as a major determinant of economic growth
in the region. This could include tax incentives, a reduction in the interest rate, a reduction
of red tape and the provision of other incentives. However, the undertaking of rigorous
investment promotion activities in the respective economies should be done
simultaneously with an improvement in governance structures.

Furthermore, reforms should target improving the socio-economic dimensions, political
stability, and law and order; reduce corruption; improve the levels of democratic
accountability; and reduce the involvement of the military in politics. Governments in
SADC countries should ensure fully developed financial sectors to derive the maximum
benefits from FDI inflows. Furthermore, SADC countries should put together policies to
boost human capital as a way of building up their absorptive capacities.

The level of domestic capital investment is of paramount importance in boosting the
domestic country’s economic growth. Thus, there is a complementary relationship
between the host country’s economic growth and the level of domestic capital investment.
It is therefore vital that as a policy recommendation, SADC countries should increase
domestic capital investment to promote economic growth.
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