



































CHAPTER ONE

INTRODUCTION AND BACKGROUND TO THE STUDY

1.1 Introduction
In the midst of several incidences of economic and financial crises in the 1990s and 2000s,

there has been renewed research interest in analysing the impact of foreign portfolio
investment  PI) on the economic well-being of a host country. Foreign portfolio investment
includes, in addition to equity securities and debt securities in the form of bonds and notes,
money market instruments and financial derivatives such as options. To put it simply, foreign

portfolio investment is a cross-border investment in securities with the intention of profit-

making rather than management or legal . While it is widely accepted that
investment flow has its own benefits, less ¢ financial crisis highlighted that
short-term FPI could have adverse effe nomy. It is therefore critical to
analyse the extent to which a country cc e inflow of FPI. In general, the

merits of capital market integration through T of investment regulations are well-

documented in the literature, Wﬁﬁst?oﬁivqy )'Tthi_fﬁﬂgpment of an efficient

domestic capital market and brings ﬁyq@thgmefns fix thee heryceountry (Duasa and Kassim,
2009)

Increased FPI leads to greater liquidity in the capital market, resulting in a deeper and broader
market (Levine and Zervos, 1996). The spill-over effects of positive competitive pressure to
attract foreign investment would necessitate higher industrial standards and regulations
through better corporate governance and greater business transparency, resulting in stronger
investor protection and thus enhanced investor confidence (Feldman and Kumar, 1995;
Shinn, 2000). Increased liquidity in the capital market also means better access to financing at
lower cost of capital which is crucial to support economic activity (La Porta, ef al., 1998,
Bekaert and Harvey, 2003). In this regard, the inflow of FPI into the stock market helps to
alleviate financial constraints of firms (Laeven, 2003); Knill (2004). For developing
countries, findings have been a | e different. Investigations show that they do not benefit as
much from foreign investment and most times, face crowding out of their domestic
investment due to the inflow of foreign capital. The extent of benefits from foreign private

investment depends on their over. macro-economic stability and policy framework.



























pull the African economies to these levels is the private sector, both domestic and foreign
direct investment and that there must be a public-private partnership. This is where
privatization comes in. It is not an end in itself, but it is a key tool for improving the
efficient allocation of resources, for mobilizing investment, and for stimulating private
sector development. Privatization does this because it brings into the open the inefficiency
of state run businesses, makes investment opportunities available, highlights the need and
becomes the catalyst for capital market development and contributes towards openness by

forcing government dialogue with the public (Abidjan, 1997).

Kamal and Shehad (2002) argue that privatization and foreign investments are linked in three
ways, the direct impact suggest that privatization, especially when accompanied by measures

to liberalize the market and open it up to competition, attracts foreign investors who not only

acquire State—owned enterprises (SOEs), > a new infrastructure facility or
the right to deliver infrastructure service: ew investments, thus increasing
the FDI stock, Indirect impact way stipu ion leads to the development of
capital markets, which, with the prope 'work, attract foreign portfolio

investments. Furthermore, the development Urkets encourages FDI by providing

investors with a liquid market. J’le&P@% tycﬁzfylgc jﬂaﬁﬁf@ privatization puts the
developing country on the investors’T{f&@xmé?eiﬁ P aefieraies interest in it. Furthermore,

the commitment to privatization and liberalization gives firm evidence to investors that the
political and regulatory risks of expropriation, restrictions on capital accounts and repatriation

of profits are being reduced.

2.3.3 Change in exchange controls
In more recent years, traditional exchange control restrictions on cross-border transactions

have been replaced by the prudential regulation of foreign risk exposures for financial
institutions. The sequenced approach has avoided the need for costly policy reversals, even
during periodic domestic currency crises and more recently the global financial crisis.
Indeed, according to the Government, the framework for prudential regulation of foreign
exposure was one factor moderating the impact of the global crisis in South Africa in 2008-9
(National Treasury, 2009). Exchange control reform and global financial integration have
resulted in a substantial increase in inward investment in South Africa, much of which has
been in the form of portfolio equity inflows, as explored in the following section. In parallel,

the strategy of gradual removal of restrictions on outward investment by South African

10





















By 2000, “gross non-resident transactions (purchases plus sales) represented 52 per cent of
turnover on the equity market, and 23 per cent on the bond market (SARB, 2003). Betwee
1995 and 2002, South Africa received two-thirds of gross market-based capital flows to S1 -
Saharan Africa, and 101 per cent of net portfolio equity flows. South Africa’s share of all
deve Hping countries flows were 3.3 per cent and 22 percent respectively” (Gelb and Black,
2013).

Following the transition to democracy in 1994, the South African Government implemented a
series of policy reforms aimed at normalising the foreign exchange market and international
financial re 1itions more gener: y. For most of the period since 1994, net capital inflows have
helped to alleviate the key structural constraint of low domestic savings. Increasing openness

to both trade and capital flows has also meant that South Africa has become vulnerable to

new sources of external shocks in the fi -eversals in international capital
flows, posing new challenges for macroe :nt. Gelb and Black (2013) state
that capital inflows since the transitio nated by portfolio investment,
contrasting with the experience of many and emerging economies where

FDI has had a more significant role, at least 1'6 composition of flows.

In contrast to the complete retwaiddl A€ L&Ittds o freigh itedbEs, the liberalisation of
restrictions on cross-border investmeht4cSoth A friéan vesfdénts has been implemented in a
more gradual manner since 1995. This has mainly taken the form of phased increases in
various allowances for foreign investment by institutional investors (portfolio investment),
companies (FDI) and also for private individuals, subject to tax compliance (Leape and
Thomas, 2009). The strategy has prioritised macroeconomic stabilisation and financial sector
development over the rapid mination of controls, as generally supported in recent

international debates (Prasad an Rajan, 2008)

2.5 A comparison of South Africa’s foreign Portfolio inflows with those of the BRIC
countries
The BRICS association should ¢ :ngthen South Africa’s economic and political clout in the

global arena. The BRICS as a bloc are demanding a more meaningful voice at multilateral
institutions such as the United Nations, the World Bank, and the International Monetary
Fund, where they are seeking major reforms; an agenda dear to South Africa. There are
significant economic ties among e group, with the potential for much more. China is South

Africa’s largest trading partner country, having overtaken the United States in 2010, and
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South Africa’s trade with Asia is higher than with Europe. South Africa, like Brazil and
Russia, has a comparative advantage in natural resources, while China and India have huge
unmet needs: the two sides are natural trading partners in that respect. The association also
has the potential to make South Africa more attractive for foreign investors, especially in
Greenfield investments, something lacking to date. On the policy front, the country has the
opportunity to tap into BRICS’ experience in tackling social challenges, which, in many
respects, are broadly similar. However South Africa is still lagging behind in terms of the

volume of Foreign Portfolio investments it receives. This is shown by table 2.1 below

Table 2.1: Key indicators for the BRICS (Brazil, Russian Federation, India, China, and
South Africa), 2011

Indicator [ 2enmit T Dygsia | India China | SA
Gross domestic product (GDP ) 90 3778 9091 507
purchasing power parity (PPP ) terms

GDP per capita, PPP (curr« 963 13270 6828 |10
international $) 278
Gross savings rate (percent of GDP ) V22.7 33.6 53.6 15.4
Portfolio inflows, net (5 billidub) STy of Fori Have:  [52  [94
Source: World Bank(2012) togethernrixcetence

Table 2.1 shows that South Africa receives the least in terms of foreign portfolio investment.
In 2010 it received 9.4 billion and only Russia received less than South Africa. this might be
the reason why South Africa’s GDP is also the least of all BRIC countries. table also shows
that South Africa’s savings rate is poor. With a shortfall in national savings to cover its
domestic investment, South Africa has had to rely on fairly large current account deficits.
Financing them requires foreign investment, which, by and large, has been adequate though
heavily biased toward portfolio flows rather than the more reliable foreign direct investment

(FDI). Figure 2.5 below shows portfolio inflows in BRIC countries.
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seems ill suited as a benchma . The 3 percent average growth rate for the first ten years after
apartheid was also a disappc tment relative to the expectations of many; and substantially
below what was deemed necessary to support a lasting transition to democracy in South
Africa. In 1999 there was considerable improvement to 2.4 per cent growth rate from 0.5 per
cent recorded in 1998. The strides towards high growth rate continued in 2000 with South
Africa registering a 4.2 per cent growth rate. The progress slowed down with a slight

decrease in growth rate to 2.7 per cent in 2001.

Figure 2.7 also shows that the economy of South Africa had a steadily rising trend after the
year 2000. The GDP was risi  but with a low rate. Significant changes in the manner with
which the GDP was rising was observed in the period between 2006 and 2008. However in

2008 there was a gradual decrease in GDP but the economy become resilient after the year

2009 and it started to show some signs « ecovered significantly thereafter
and has sustained an average annual rat 4. Solid contributions to overall
growth were posted in recent years by ¢ yrs such as: financial, insurance,
business services and real estate; transpo munications, as well as the retail

and wholesale trade sector, which include'd accommodation and motor trade
services. These sectors have ﬂbeneﬁted frf)m BrngessivElHtronéer domestic economic
activity and rising income levels, [738585{13/ tbﬁ Eﬂ?@'é?&ﬁ@ék middle class, as well as

South Africa’s increasing attractiveness as an investment and tourism destination.

Since 2000 when the inflation targeting framework came into effect, South Africa enjoyed
positive and sustained growth rates with 2006 recording a growth rate of 5.6 per cent, the
highest since 1981. According to Mnyande (2010) the South African economy recorded a rate
of growth in gross domestic product (GDP) of 5.4% in 2006, its best performance since 1984,
before moderating to 5.1% in 2007. This strong growth was driven largely by robust
consumer demand in recent ye s, strong inflows of foreign capital into South Africa, thus
reflecting increased investor confidence and the extraordinary performance of domestic
financial assets. The slight moderation in GDP growth towards 5.1% in 2007 (5.4% in 2006)
may be attributable to the lagge impact of an incrementally higher interest rate environment
and adverse developments globally towards the end of the year. The latter were triggered

largely by the sub-prime mortgage crisis in the United States.

In 2007 the rate dropped to 3.6 per cent. GDP growth declined in 2008 and even turned
negative in 2009, at the height of the global financial crisis. According to Mnyande (2010),
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CHAPTER 3

REVIEW OF LITERATURE

3.1 Introduction
The main aim of this chapter is to provide an overview of the literature that underpins the

relationship between foreign portfolio investment and economic growth. The chapter reviews
both theoretical and empiric. literature with the first part of the chapter reviewing the
theories that explain the relationship between economic growth and portfolio investment. The

second part of the chapter reviews the empirical literature.

3.2 Theoretical literature

Theories concerning the link between vestment and economic growth
have been put forward by various theoris look at different views to foreign
portfolio investment and economic grow! w that is applicable to this world
and South Africa at large. Of the thec sreign portfolio investment and

economic growth, Auerbach-Kotlikoff (A% 0Dormar and the Classical model

versions seem to provide sow eﬁ}Jéngﬂl, f‘bthgjﬁt Hlﬁtioéship between foreign

portfolio investment and economic gngt

3.2.1 Neoclassical models
The neoclassical theory predicts that capital should flow from rich to poor countries. Under

the standard assumptions such as countries produce the same goods with the same constant
returns to scale production function and the same factors of production capital and labour
differences in income per capita reflect differences in capital per capita. Thus, if capital were
allowed to flow freely, the return to investment in any location should be the same. Lucas
(1990) compares the U.S. and dia in 1988 and finds that, if the neoclassical model were
true, the marginal product of capital in India should be about 58 times that of the U.S. In the
face of such return differentials all capital should flow from U.S. to India. Such flows were
not observed. Lucas questions the validity of the assumptions that give rise to these

differences in the marginal product of capital.

Laura et.al (2003) suggests that the main theoretical explanations for the Lucas paradox can
be grouped into two categories. The first group of explanations includes differences in

fundamentals that affect the production structure of the economy. These can be omitted
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factors of production, goverr ent policies, and institutions. All of these affect the marginal
product of capital via the production function. The second group of explanations focuses on
international capital market imperfections, mainly sovereign risk and asymmetric
information. Although the capital is productive and has a high return in developing countries,
it does not go there because of the market failures. Lucas (1990) suggests that international
capital market failures cannot be an explanation for the lack of flows before 1945 since
during that time all of the third world was subject to European legal arrangements imposed
through colonialism. Hence, investors in the developed countries could expect contracts to be
enforced in a similar fashion both in the home and in the foreign country. Lucas paradox is
the institutional quality. It is found that this is a causal relationship that holds true even after

controlling for other variables at might determine capital inflows.

The traditional classical macroeconomic hesises that the rate of profit has
a tendency to drop in industrialised co ‘0o domestic competition, which
creates the propensity for firms to eng: rdeveloped countries. The neo-
classical approach states that, due to the itively high expense of labour in

affluent countries, they tend to transfer p'cilities to poorer, labour-intensive

countries. In both cases, ca;Ual flows 51’(%11 %Ttijvgigfsl\_/«f vioéntrles to capital-poor
countries, as firms strive to mcreas%ﬁalh@;oﬁtts % n@glic%n institutions and economic

development shows that countries with better institutions, such as secure property rights and
non-corrupt governments, invest more in physical and human capital, use these factors more

efficiently, an achieve a higher level of income.

According to Laura et.al (2003), the Lucas Paradox is related to some of the major puzzles in
international macroeconomics and finance. These are the high correlation between savings
and investment in OECD count :s (the Feldstein-Horioka puzzle), the lack of investment in
foreign capital markets by the home country residents (the home bias puzzle) and the low
correlations of consumption growth across countries (the lack of international capital market
integration or the risk sharing p zle).All of these puzzles deal with the question of the lack
of international capital flows, more specifically the lack of international portfolio equity
holdings. However, the empirical literature on these issues is extremely thin and not in
agreement. In particular, it is not clear as to what is more important in explaining the Lucas
paradox: fundamentals or market failures? Some researchers provide indirect historical
evidence that emphasizes the role of schooling, natural resources, and demographic factors as

a reason for the European investment into the new world.
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2) The investment (I) is defined as the change in the capital stock (K), and can be represented
A K such that:

A 0 G 3.5
However because the total capital stock (K) is retentively/ direct to the total national income/
output (Y) as expressed by the capital-output ratio (k) it will follow that:

Ko R A Y o 3.6

3) Additionally, because national saving (S) should be equal investment (1), the equation will
be:

L 3.7

But from all equations (3.4 — 3.7) will be the following:

Y T K Y 3.8

Therefore, following that, the final questi~~ "' ~=~~~~ -~ “~llows;

e 3.9

. . . . . . A
where (s) is the ratio of national saving, pital-output ratio, (TY) measures

the growth of output. From the Equation JJ# fundamental strategy of economic

growth is simply to increase tf@lw@fgﬁyawq]‘wﬂaaﬁ but this would raise s
and then increase é;-):a’t the rate of GIOP. #Cdddinft t6.XBeE/Msmar is growth model, which

has come under attack by new growth theory, investment does not matter for long-term
growth (next part of “new” economic theory). The assumption and prospective of
neoclassical growth theory will now consider how to understand the source of growth used in
empirical models for developed and developing countries. The neoclassical growth theory
was born as the result of Harrod-Domar is model and the new growth theory developed as the

result of the neoclassical growth theory.

3.2.3 Endogenous growth model

The discussion of the AK framework will rely much on Pagano (1993) who used it to analyse

the impact of financial flows on a closed economy and Bailliu (2000) who extended it to
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to a significant test statistic. Thus, under the null of no heteroskedacity and no

misspecification, the test statistic should not be significant.

4.3.5.3 Residual Normality Test
This method makes a small sa »le correction to the transformed residuals before computing

the Jarque-Bera statistic. The int test is based on the null hypothesis that residuals are
normally distributed. A significant Jarque-Bera statistic, therefore, points to non-normality in
the residuals. The Jarque Bera test is a goodness of fit measure to departure from normality,
based on the sample kurtosis and skewness. Machiwal and Jha (2012:48) states that the test
statistic JB is defined as

k—32
JB=61(S2+ (% )> ................................................................... (4.7)
Where n = number of observations, S = s: : = sample kurtosis.
The JB test is based on the result that a 1 random variable has skewness
equal to zero and kurtosis equal to 3. In o of normality compares skewness

and kurtosis to 0 and 3, their v. 1es under no"e test statistic is JB. The statistic JB

has an asymptotic chi-square d@ﬁ%éfgﬂyodfg%ﬁfrfmnd can be used to test

the null hypothesis that the data arg’ffg@th@w[maEﬁ@gﬁ@Qigg. However, the absence of

normality in the residuals may not render cointegration tests invalid. A more important issue
in carrying out the cointegration analysis is whether the residuals are uncorrelated and

homoskedastic (Islam and Ahmed, 1999: 105).

4.4 Conclusion
The main purpose of this ch ter was to present the techniques that shall be used in

estimating the results of the model. The Chapter presented the various statistical and
econometric tools that shall be used as methodology. The chapter presented the steps that
shall be followed: checking for stationarity, testing for unit roots when testing for the order of
integration of the residuals froi the cointegration regression, using the Dickey-Fuller (DF)
test and the augmented Dickey-Fuller (ADF) test. The Johansen (1991, 1995) cointegration
technique has been chosen as the preferred technique for testing cointergration. For the

estimation purposes the error correction mechanism is used.

55



CHAPTER FIVE
PRESENTATION OF EMPIRICAL RESULTS

5.1 Introduction
The focus of this chapter is to present the main findings of the study. The chapter presents the

results from the estimation process that was conducted. The chapter used the estimation
techniques that were presented in chapter four. The chapter is organised as follows: unit root
results are presented first, followed by the lag selection criteria. After the lag selection criteria
is the cointergration test, followed by the VECM results, diagnostic tests and impulse

response function and variance decomposition respectively.

5.2 Estimation procedures

5.2.1 Correlation matrix

Collinearity was performed to see if tl orrelation between explanatory

variables. Logic behind assumption of n« s if two variables are collinear it
becomes difficult to separate the individu ‘iable on the dependent variable.

In order to check multicollinearity among in‘-mriables, a correlation analysis was

performed. The closer the r Tﬁsﬁwg [pé)ﬂ;gycéT F drteqe_r[%ﬁsé of the direction, the
stronger is the existing association ﬂji@céfﬁgfa AES dBlahEdationship between the two

variables. However, a suggested rule of thumb is that if the pair wise correlation between two
regressors is very high, in excess of 0.8, multicollinearity may pose serious problem
(Bryman, 2006)

Table 5.1: Correlation

Variable EXCH EXPORT INT LFPI

EXCH 1.000000 -0.036400 -0.438391 0.725148
EXPORT -0.036400 1.000000 0.030277 -0.002645
INT -0.438391 0.030277 1.000000 -0.503776
LFPI 0.725148 -0.002645 -0.503776 -0.503776

Source: Primary data computed from Eviews 8

Table 5.1 shows that the highest correlation coefficient value is 0.725148 which is below 0.8.
Since the highest correlation numbers are lower than 0.8, the results clearly show that none of
the independent variables are highly correlated and no multi-collinearity amongst

independent variables exist.
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Results based on the Phillips Perron support those from the ADF. Results show that all
variables are not stationary at level series, which is one the requirements of the Johansen
cointegration test. Since there are variables that are not stationary at levels there is a
possibility that there might be co-intergration in these variables. We therefore perform a co-

integration test.

5.2.3 Lag selection criteria

A major requirement in condu ng Johansen (1992, 1995) co integration tests and estimation
of a VAR system, either in its unrestricted or restricted Vector Error Correction (VEC) forms,
is the choice of an optimal lag length. When running regressions on time-series data, it is
often important to include lagged values of the dependent variable as independent variables.
“In technical terminology, the regression is now called a vector autoregression (VAR). For
example, when trying to sort out the dete tis likely that last year's GDP is
correlated with this year's GDP. If this is :d for at least one year should be

included on the right-hand side of the reg;

Estimating the lag length of autoregressi e series is a crucial econometric

exercise in most economic studies Vector au ™% (VAR) models are widely used in
forecasting and in analysis oUﬁl@@‘@fﬁsf{ js,tr@qub*PcH Cﬁ‘eritical element in the
specification of VAR models is thef dejabhigation eided g Jength of the VAR. In this
regard, a VAR lag order selection criteria was performed and it came up with the following

results that are displayed in table 5.4 below.

Table 5.4 VAR lag order selection

Lag LogL LR FPE AIC SC HQ

0 -468.3113 | N/A 10.31208 32.64216 | 32.87790 | 32.71599
1 -382.9387 | 135.4185* | 16.55230 28.47853 | 29.89298 | 28.92152
2 -359.1832 | 29.48961 21.35920* | 28.56436 31.15751 | 29.37650
3 -338.1696 | 18.83979 | 45.98408 28.83928* | 32.61113* | 30.02058*
4 -282.2597 | 30.84684 18.66745 26.70756 | 31.65812 28.25802

Source: Primary data computed from Eviews 8

As shown in Table 5.4, the HQ AIC and SC criteria suggests the use of 3 lags, while the FP
and LR criterion suggests the use of 2 and 1 lag, respectively, should be accommodated in the

VAR.. Thus, subsequent analyses were based on VAR with 3 lags.
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5.2.4 Johansen Co- integration tests
The next stage in the examination of statistical properties of the series was a test for

cointegration among the endc _ nous variables in the VAR system in equation 1. This was
implemented in E-Views using procedures from Johansen (1992, 1995) system based
techniques. In testing for the number of cointegrating vectors among economic time series,
Johansen’s (1992, 1995) system approach is to estimate the I1 matrix in an unrestricted form,
and then test whether we can reject the restrictions implied by the reduced rank of IT (E-
Views, 2007). The software provides procedures for conducting both a maximum Eigen value

and trace statistic based co integration tests, which were employed in this study.

The advantage of the co-integration approach is that it allows one to integrate the long-run
and short-run relationship between vari: ed framework. Two conditions
must be met for two or more variables tc “irst, they must be integrated of
the same order. Secondly, linear combina s from the regression of the non
stationary variables (in levels form) mus 1is study, we use the Johansen’s

(Johansen 1988; Johansen and Juselius 1990 likelihood approach to test for co-

integration. This approach has gﬁiili ?*@IVQ‘ nybbiumfo qr%ﬂeeand Granger’s (1987)

residual-based approach. Table 5.5 dﬁ‘@b&@bh: Fanrésveetie Aokansen co-integration test on

the Trace statistic and the Maximum eigenvalue test. The Trace and Maximum eigenvalue

form of the Johansen test rejects the null hypothesis of no co-integration.

Table 5.5: Johansen co-integration test (Trace)

Hypothesized Eigenvalue Trace Statistic | 0.05 Critical Prob**
No of CE(s) Value

None * 0.669128 75.76062 69.81889 0.0155
At most 1 0.563362 42.57987 47.85613 0.1431
At most 2 0.302829 17.72036 29.79707 0.5868

At most 3 0.203358 6.898640 15.49471 0.5895
At most 4 0.002601 0.078131 3.841466 0.7798

Source: Primary data computed from Eviews 8

When the p-value is less than 5% we reject the null hypothesis. But when the p-value is more
than 5%we cannot reject the nu hypothesis. In table 5.5 on None* the p-value is 0.0155%

and therefore we reject the null hypothesis; the p-value is less than 5%. The second null

61






LFPI 1.544615 0.78846 4.49562
EXP -0.039871 0.04485 -0.88907
INT 0.586358 0.05784 -10.1370
EXCH -0.008340 0.00123 -6.078065

Adjusted R? = 0.7412
Source: Primary data computed from Eviews 8

The standard approach in interpreting the long-run VECM results was applied in which all
the results were multiplied by -1. The estimation results are shown in table 5.7. The adjusted
R? turned out to be 0.7412 and this is reasonably high. In other words, the results suggest that
the statistical fit of the model to the data is satisfactory (as indicated by the value of

adjusted R?). Adjusted R? is a measure of the closeness of fit in the regression model. Results

from Table 5.7 shows that GDP and FP] ng run relationship with INT. A
one percentage change in FPI leads to a GDP. In economics theory, FPI
contributes positively in the developmen nestic capital market and brings
several benefits to the host country. Inc ) greater liquidity in the capital

market, resulting in a deeper and broader m e and Zervos, 1996). The spill-over

effects of positive competitive %WMP? @fiﬂﬁdﬂ‘tsmtf’é’um necessitate higher
industrial standards and regulations ﬂfagghrhgﬂqvp@mttegwgmance and greater business

transparency, resulting in stronger investor protection and thus enhanced investor confidence
(Shinn, 2000). However, the results are inconsistent with those of Duasa and Kassim (2009)
who established that FPI has no impact on economic growth. Results from Table 5.7 also
indicate that there is a negative long run relationship between EXP and GDP. This is
incompatible with economic theory. It goes back to the classical economic theories by Adam
Smith and David Ricardo, who argued that international trade plays an important role in
economic growth, and that there are economic gains from specialization. It was also
recognized that exports provide the economy with foreign exchange needed for imports that
cannot be produced domestically (Stait, 2005). However, this relationship is not statistically

significant.

Table 5.7 also shows that there is a positive relationship between INT and GDP. A 1
percentage point increase in interest rates leads to a 0.586 unit decrease in GDP. The positive
relationship between INT and GDP is compatible with economic theory. In theoretical

suggestions, the association between interest rates and economic growth as recognised in the
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literature on growth can be found in the Mundel-Flemming model. When interest rates rise,
there will be more foreign ¢ ital inflows and other investment into South Africa. These
might contribute positively to GDP and a positive relationship between interest rates and
GDP can be established. These results are also consistent with empirical findings. For
instance, Obamuyi and Olorunfemi (2011) examined the implications of financial reform and
interest rate behavior on the economic growth in Nigeria. Study results revealed that financial
reform and interest rates have significant impact on economic growth in Nigeria; also, results
implied that the interest rate behaviour is important for economic growth. However, results
from this study are inconsistent with a number of empirical findings. Giovanni and
Shambaugh (2007) explored the connection between interest rates in major industrial

countries and annual real output growth in other countries. The results show that high foreign

interest rates have a contractionary eff--* -~ -==-=-' -=-' GDP growth in the domestic
economy, but that this effect is centered fixed exchange rates. The paper
then examined the potential channels tt -country interest rates affected

other economies.

Furthermore, results show that there is a weaQjjjjjjjJ#¥ationship between EXCH and GDP

in the long run. An appreciatiefjii;lw éafl%ffgpaéﬁe Fatﬁtsigf éorl@ depressing economic
growth. This is consistent with econ%&gﬁ?é)a qﬁi Egag@'l'féh%)@'dence. For instance, David,
Umeh and Ameh (2010) examined the impact of exchange rate on growth in Nigeria. A

regression model was used to estimate data for the period between 1986 and 2005. The result
of the regression analysis reve: :d that the exchange rate exerted a negative impact on the

manufacturing output.

Table 5.8: Error correction model results

Variable Coefficient Standard error t-statistic
DLGDP -0.1572089 0.05574 -2.82172
DINT 1.634949 0.42334 3.86202
DEXP 0.715642 0.31454 2.27524
DLFPI 0.139042 0.15129 2.90881
DEXCH 8.763134 17.9908 0.48709

Source: Primary data computed from Eviews 8

In Table 5.8, the coefficient of ' (GDP) of -0.157 shows that the speed of adjustment is
approximately 15.7 percent. This means that if there is a deviation from equilibrium, only

15.7 per cent is corrected in one quarter as the variable moves towards restoring equilibrium.
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In addition, the empirical show that LFPI and GDP have a positive relationship in the short
run. A one percentage increase in FPI leads to a 1.39 percentage increase in economic
growth. The findings of this study corroborate with economic theory and empirical evidence.
In economics theory, FPI conti utes positively in the development of an efficient domestic
capital market and brings several benefits to the host country. Increased FPI leads to greater
liquidity in the capital market, resulting in a deeper and broader market (Levine and Zervos,
1996). The spill-over effects of positive competitive pressure to attract foreign investment
would necessitate higher industrial standards and regulations through better corporate
governance and greater business transparency, resulting in stronger investor protection and
thus enhance investor confidence (Shinn, 2000). However our results are inconsistent with

those of Duasa and Kassim (2009). FPI was seen to have no impact on economic growth.

Furthermore, Choong et al (2010) empiric~'"-" i=-~~+i~~+~ «-~ effect of three different types of
private capital flows on economic growth eloped and developing countries
during 1988-2002. They find that FDI h t on growth, while both foreign
debt and portfolio investment have a nege /th.

Results from Table 5.8 also show that ther'e relationship between EXCH and

GDP in the short-run. A devall.t:jion or éed%ett'on,é{lflitu(s,r(fC T{ ﬁi{;%exchange rate leads to
increases in GDP. A one unit decreaﬁe j& gﬁlé?hﬁl(ﬁ% )H@M;egds to a 8.76 unit increase in

GDP. However the results are not statistically significant.

5.2.6 Impulse response function
Impulse response analysis reveals a wealth of information pertaining to the dynamic effects

of a model. These impulse response functions show the dynamic response of each variable to
a one-period standard deviation shock to the innovations of each paired variable. The results
from the impulse response analysis performed on the VECM regression a 10 year period are

presented in Figure 5.2

66






Period S.E GDP LFPI EXCH EXPORT | INT

1 2.014569 | 100.0000 0.000000 | 0.000000 | 0.000000 | 0.000000
2 2.760645 | 56.72511 14.04521 | 26.12896 | 0.369379 | 2.731340
3 2.961462 | 49.60770 13.64641 33.99622 | 0.351669 2.397996
4 3.071171 51.23103 | 12.97473 | 32.76745 | 0.753544 | 2.273249
5 3.150342 | 50.79120 | 12.49088 |33.49162 |0.816622 | 2.409683
6 3.188064 | 50.27907 12.29588 | 32.83179 1.982121 2.611140
7 3.328877 53.16530 12.07222 | 30.13155 2.197392 | 2.433552
8 3.721841 50.36809 15.35975 | 27.84084 | 3.972228 | 2.459088
9 3.976247 | 48.62351 17.06907 | 28.19848 3.789713 | 2.319237
10 4.133447 | 50.16486 16.60093 | 27.56418 | 3.508912 |2.161114

Table 5.9 shows that for the 4-quarters al ariance, reported in column 2 of
Table 6, GDP explains approximately 5(
explain the other 50%. Of this 50 per ce ibout 12 per cent, exchange rate

about 30 per cent, INT about 2 percent, an'ns less than 1% of the variation in

GDP. After a period of two ymi}&@ [sgq WBTF@WT‘T&P 50 per cent of its own
variation, while its determinants exgl&igémép%i%'%épfélﬂfé cent. The influence of the

EXCH decreases slightly to about 28 per cent, explaining the second largest component of

iation, while all its determinants

the 50 per cent variation in GDP that is explained by its determinants. The foreign interest
rate explains the third largest component (16%) of the 50 per cent variation in GDP that is

explained by its determinants.

EXP accounts for about 3 per cent and INT, about 2 per cent, with its impact remaining
constant over time while EXP with its impact increasing slightly over time. Thus, the national
EXCH explains the largest component of the variation in GDP followed by the FPI and EXP.
Shocks to the other variables continued to explain a less significant proportion of the
variation in the GDP.

5.2.8 Diagnostic checks
The VAR model was subjected to rigorous diagnostic tests. Diagnostic checks are crucial in

this analysis because if there is a problem in the residuals from the estimation of the model, it

will be an indication that the model is not efficient such that parameter estimates from such a
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proved to be integrated of the st order. The study adopted one lag which was used in the
cointegration analysis. Both the trace and maximum eigen cointegration test reflected that
there is one cointegrating equation that exist at 5% significance level. This led to the use of
the vector error correction model (VECM). All the explanatory variables, except for exports,
proved to be statistically significant in explaining economic growth. Diagnostic checks
performed proved that the model was quite suitable in capturing the influence of the

explanatory variables on economic growth in South Africa.

Estimation results revealed that there is a positive relationship between foreign portfolio
investments and economic growth in South Africa. The results were not surprising because
FPI are a form of investment and as a result they should promote growth. FPI contributes

positively in the development of an efficient domestic capital market and brings several

benefits to the host country. Increased | liquidity in the capital market,
resulting in a deeper and broader marl effects of positive competitive
pressure to attract foreign investment righer industrial standards and
regulations through better corporate gove business transparency, resulting

in stronger investor protection and thus ennaVConﬁdence.

It was also realised that there & a pb§iEMR Jtta}lo@ﬁif@ﬂedﬂiﬂtﬁ@st rates and economic
growth. This result is consistent Wifhy &ddHomies Hdarit TH-¢heoretical suggestions, the

association between interest rates and economic growth as recognised in the literature on
growth can be found in the Mundel-Flemming model. When interest rates rise, there will be
more foreign capital inflows and other investment into South Africa. These might contribute
positively to GDP and a pos ve relationship between interest rates and GDP can be
established. The results were also statistically significant. Exports were seen to have a
negative relationship with economic growth. However, the result was not statistically
significant. The exchange rate was seen to have a weak negative relationship with economic
growth; an appreciation of the rand was seen to be causing more economic growth. The
results are consistent with both economic theory and empirical literature. An appreciation in
the value of the rand leads to more imports. When the value of the rand increases, foreign
goods and services become cheaper in South Africa. South Africa is an oil importer and oil
affects almost every sector of e South African economy. When the rand appreciates, the
price of oil becomes cheap and is contributes positively to growth. Cheap oil prices reduce

the cost of production in South Africa. The results presented by the study are in line with
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