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The Policy Issue

Economic theory suggests that Foreign Direct Investment
(FDI) is crucial for economic growth primarily because of
the potential of FDI to increase a host country’s capital
accumulation, introduce new technology, and generate
productivity spillovers. However, the empirical evidence
on the relationship between FDI and economic growth
remains inconclusive. Much of the growing evidence
suggests that whether FDI contributes to economic
growth depends on a wide range of conditions in host
countries, including the level of infrastructural and
human capital development, trade openness, macroeco-
nomic stability, and the quality of governance and institu-
tions.

Our research focused on how the quality of a country’s
institutions interact with FDI inflows to influence growth
in different environments. More specifically, we exam-
ined how FDI interacts with institutions in high-and-low
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natural resource environments and in high-and-low finan-
cially developed environments, and the implications of this
for an FDI-led economic growth. This is important from a
policy perspective because the effect of FDI and institu-
tions on economic growth is likely to vary in different coun-
try contexts.

Summary of Findings

Our findings show that the quality of institutions in sub-Sa-
haran Africa (SSA) is poor. This has been exacerbated partly
by the generally negative media reportage of the African
continent and the prevalence of violent conflicts that have
ravaged the economies of many countries in the region.
However, over the past three decades, many African coun-
tries have made strenuous efforts to reform and improve
the quality of their institutions.

Figure 1 below shows that political stability has improved in
SSA over the period 1996-2011. Voice and accountability



has also shown an upward trend, with media freedoms,
freedom of association and expression and the ability of
citizens to elect their governments all witnessing some

improvements.  Democracy has become more
entrenched in Africa even though pockets of political
instability and violence still exist. However, the ability of
governments to offer quality public services and to
formulate and implement policies reflecting government
effectiveness seems to have declined over the period.
Regulatory quality, the rule of law and control of corrup-
tion do not follow a clear pattern. Overall, Figure 1
suggests that these governance indicators have not
changed much over the period considered.

Trends in Institutional Quality in Sub-Saharan Africa
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Source: Authors’ own computation. Data was obtained from the
Worldwide Governance Indicators provided by the World Bank.

Our findings suggest that institutions promote economic
growth in countries with low financial development.
These countries can achieve economic growth if corrup-
tion is low, government is effective, there is political
stability, regulation is of high quality, the rule of law exists
and works, and citizens are free to voice their opinions
and contribute to public debates.

“While democracy has become
more entrenched in Africa, state
effectiveness measured in terms

of the ability of governments to
offer quality public services
declined during 1996-2011.”

The findings also show that the effect of FDI on economic
growth in countries with low financial development
depends critically on the quality of institutions. Institu-
tional quality is more critical in mediating the impact of
FDI on economic growth in countries with low financial
development than it is in countries with high financial
development. This is because good institutions can help
overcome some of the deficiencies that FDI will encoun-
ter in countries that have less developed financial
markets.

With respect to the effect of FDI on growth in countries
with low natural resource endowment, our findings
indicate that FDI on its own promotes economic growth in
countries with low natural resource endowment. In these
countries, FDI flows into other sectors apart from the
extractive or natural resource sector. The literature has
shown that FDI into non-resource sectors is more efficient
in promoting growth compared to resource-based FDI
flows. FDI into the resource sector has been shown to have
lower linkages in the domestic economy, thus reducing the
beneficial effects of FDI.

We also find evidence suggesting that institutions promote
economic growth in countries with low natural resource
endowments. This means that institutions matter more for
growth in countries with low natural resource endowments
compared to those endowed with natural resources.

“While the quality of institutions
is critical in mediating the
impact of FDI on economic

growth in all country contexts, it
is even the more so in countries

with
ment”.

low financial develop-

Policy Implications

Our research shows that different policy measures are
required to maximize the impact of FDI on economic
growth depending on the level of a country’s financial
development and natural resource endowment.

In countries with low financial development, improving
institutions will lead to higher growth outcomes. Thus,
these countries should strive to reduce corruption,
improve government effectiveness, work towards political
stability, improve the quality of regulation, promote the
rule of law and promote voice and accountability.

For countries characterized by low financial development,
improving the quality of institutions is of first order impor-
tance if they are to succeed in maximising the impact of FDI
on economic growth.

Countries with abundant natural resources should strive to
diversify their FDI base beyond their extractive industries as
a way of improving and benefiting from substantial FDI
inflows.



e For countries with low natural resource endowments to
achieve economic growth, improving the quality of institu-
tions should be considered a major priority.
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