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Introduction
In spite of it being over 22 years since the advent of democracy, unemployment, poverty and 
inequality remain the fundamental socio-economic challenges facing contemporary South Africa. 
Despite the progress made to address these challenges, the struggle against ‘jobless’ growth, 
poverty and high inequalities still persists in contemporary South Africa. Over the past two 
decades, the official rate of unemployment has increased from 17% in 1994 to around 26% in the 
last quarter of 2015 (StatsSA 2015). The gross domestic product (GDP) is growing at about 0% – 
1%, which is less than the much desired 5% annual growth. Looking at the rate of unemployment, 
especially for the youth, it is clear that job creation is one of the prime challenges facing South 
Africa. In its quest to enhance economic growth, development and job creation, the government 
has introduced a number of policy stances to address the challenges of poverty and joblessness. 
These policies range from Growth, Employment and Redistribution (GEAR), Accelerated and 
Shared Growth Initiative for South Africa (AsgiSA), New Growth Path (NGP) to the currently 
implemented National Development Plan (NDP) (The Presidency, 2011). Imbedded in these 
policies is the need to attract more foreign investors with the view to enhance economic growth, 
create jobs and supplement domestic expenditure which accounts for a larger portion of the total 
government expenditure and investments. In addition, the President of the Republic of South 
Africa in his State of Nation Address (SONA 2014) also emphasised the need to attract more 
foreign investors, as he argues that it is one of the solutions to unemployment, poverty and high 
inequality (SONA 2014). Various scholars also subscribe to the notion that foreign direct investment 

Orientation: From the Growth, Employment and Redistribution (GEAR) strategy of 1996 
to  the currently implemented National Development Plan (NDP), the need to attract more 
foreign investors and promote exports in pursuit of economic growth and job creation has 
been emphasised.

Research purpose: It is within this context that the purpose of this article was to determine 
the nexus between foreign direct investment (FDI) inflows and economic growth from 1980 
to 2014.

Research design, approach and method: The vector error correction model is employed to 
determine and estimate the long-run relationship between the variables in the model.

Main findings: From the findings, it was found that economic growth shares a positive 
relationship with both FDIs and the real effective exchange rate, while sharing a negative  
long-run relationship with government expenditure.
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on the impact of FDIs on economic growth and job creation in the recipient countries. 
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create jobs also depends on the country’s performance to enhance gross domestic product 
growth and attract more FDIs. The attraction of FDIs should, however, not be seen as an end 
in itself but also as a means of supporting other initiatives such as eradicating poverty and 
inequalities in South Africa.
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(FDI) inflows and exports are panacea for economic growth 
and job creation in emerging economies. These include, 
amongst others, Asiedu (2006), Xolani (2011), Mpanju (2012) 
and Fuhrmann (2013). These proponents of FDIs have noted 
and emphasised the importance of attracting foreign direct 
investors to enhance the growth of emerging economies via 
the transfer of technology and skills, job creation, improving 
domestic infrastructure and other positive externalities that 
come with the foreign investors. It is therefore within this 
context that this article attempts to determine the relationship 
between FDI inflows and economic growth in South Africa 
from 1980 to 2014.

Do foreign direct investments and 
exports translate to economic 
growth and job creation?
The question of whether FDIs and exports are key factors to 
promote growth, development and job creation in emerging 
economies has been the subject of debate for a number of 
scholars and policymakers over the past decades. Foreign 
direct investment–led growth and export-led growth 
hypotheses are believed to enhance growth, employment 
and development in most developing economies.

Foreign direct investment–led growth 
hypothesis
In support of the FDI-led growth hypothesis, Denisia 
(2010)  argues that FDIs can increase productivity and 
competitiveness in the host country. According to Denisia, 
encouraging more FDIs in the country can also increase 
GDP  by increasing the output produced, especially in the 
manufacturing sector, which will help increase exports. 
Ncunu (2011) argues that FDI inflows can create new jobs 
and also access modern technologies, resulting in positive 
effects on the balance of payments. In his study, Ncunu 
(2011) further posits that FDI is also a catalyst for economic 
development in Central and Eastern European countries. In 
addition, Madariaga and Poncet (2007) examined the causal 
relationship between foreign trade and FDI inflows to China 
from 19 countries during 1984–1998 through panel data 
analysis. Their results indicate that exports volume is affected 
by FDI inflows to China. Chaudhuri and Banerjee (2010), on 
the other hand, studied the impact of FDIs on agricultural 
land in developing economies using a Three-Sector General 
Equilibrium model with the simultaneous unemployment 
for both skilled and unskilled labour. Their results ascertained 
that FDI in agriculture can increase the social welfare by 
creating employment opportunities for the unskilled labour 
in the host country due to the fact that agriculture is more 
labour intensive and requires less technical skills.

Vacaflores (2011) studied the effect of FDIs on job creation for 
a group of Latin American countries for the period 1980–
2006. Annual data were collected from 12 Latin American 
economies, and the findings revealed that FDI had a positive 
and a significant effect on job creation in those 12 countries. 
Similarly, Rusike (2007) posits that FDIs contribute to 

employment in local economies by directly adding new jobs 
and indirectly when local spending increases because of 
the  purchases of goods and services by new employees. 
According to Rusike (2007), all these are expected to have 
positive multiplier effects on the host country’s economy. 
Furthermore, FDI is also believed to be important especially 
for developing countries because these countries have 
much  potential in human capital but lack the technology 
and capital necessary for development and growth. Foreign 
direct investment is, therefore, seen as a stimulus for capital 
accumulation and technology transfer in these economies.

Helpman and Kruman (1995) argue that there are many ways 
in which export-oriented FDI can help to enhance the host 
country’s economy. In order to attract this type of investment 
and ensure that it translates into development gains, they 
mentioned that the host country needs to find the most 
effective ways of making the choice of locations as well as the 
target segments conducive to the kind of export activities 
the host country aims to foster. Helpman and Kruman (1995) 
reiterate that export-oriented FDI can be an effective means 
of providing resources such as skills, training, technology, 
capital goods and intermediate inputs needed to exploit a 
country’s existing comparative advantages. Moreover, Khan 
and Afia (1995) also noted that the attraction of FDIs can help 
the host country in its efforts to raise exports in all kinds of 
industries by providing the missing elements that they need 
in order to compete and improve locally based skills. Moeti 
(2005) emphasises that governments should adopt friendly 
attitudes towards investors and provide incentives with 
efforts to attract the right type of FDI. However, Dunning 
(2008) argues that FDI is not always good for the host country, 
particularly resource-seeking FDI, because it could imply 
low value–adding activity and low capital expenditure 
on  plant and equipment with the exception of extractive 
industries. He emphasises that multinational enterprises 
(MNEs) should thus be encouraged to invest in higher value-
adding activities, which could come in the form of market-
seeking and other asset-exploiting activities.

Export-led growth hypothesis
Developing countries around the world have been liberalising 
their trade regimes and moving away from import-
substitution investment regimes to export-promotion 
development policies (Mpanju 2012). In light of these trends, 
much of the investment that has sought entry into developing 
countries in recent years has been investment oriented 
towards export markets. It is, however, important to note that 
the flow of foreign investments into the host differs through 
the types and motives of investments the host country wishes 
to attract; this ranges from resource-seeking, market-seeking 
to efficiency-seeking investments. According to Mpanju 
(2012), the basic idea of increasing exports is that it increases 
total factors of production because of its impact on economies 
of scale and other positive externalities such as transfer of 
technology, improving skills of local workers, managerial 
skills and productive capacity of the economy. Ramaphosa 
(2013) noted that a stronger export sector also drives 
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job creation. Increasing exports, particularly in manufacturing, 
may be crucial for job creation for low-skilled workers, which 
is necessary to substantially reduce high unemployment, 
particularly amongst the youth. Exports are especially critical 
amid South Africa’s widening current account deficit and the 
external vulnerability arising from its reliance on volatile 
capital flows to fund the deficit (Ramaphosa 2013).

The Department of Trade and Industry (DTI) reported that 
the export sectors in South Africa are underperforming. The 
report suggests that South Africa must improve on its export 
performance to achieve the targeted 6% per year of export 
growth. In addition, the NDP also proposed that to increase 
employment and growth, South Africa should increase 
exports focusing on the areas where it has a comparative 
advantage. These include areas such as mining, construction, 
agriculture, tourism and business services (DTI  2013). In 
2013, the United Nations Conference on Trade and 
Development (UNCTAD) published a report of regional 
sources of FDIs in South Africa for the period 2001–2010.

The preceding trends and analyses show Europe as the largest 
source of FDIs in South Africa, followed by America, Asia, 
Africa and Australia. Total inward FDI stock from Europe 
amounted to R4 758 177 million, accounting for 84.2% of the 
total inward FDIs from all regions (UNCTAD 2013). Moreover, 
SARB (2014) noted that the success of exports in South Africa 
is neither determined solely by trade-specific issues, such as 
tariff and non-tariff barriers, trade facilitation costs and export 
promotion, nor is it determined solely by the real exchange 
rate. Many causes shape firm and sector competitiveness, 
including deep, economy-wide structural factors that impact 
how exports respond to real exchange rate movements.

However, unreliable power supply has become a key 
constraint to growth and competitiveness in South Africa. This 
was also noted by President Jacob Zuma who in his State of 
the Nation Address in 2015 suggested that the impediments 
to  electricity supply had become the key constraint to the 
country’s economic growth (Zuma 2015). The President 
stressed that the government will move quickly to address 
the issue of electricity as it has negative repercussions on the 
economy. From the discussion, FDIs and exports seem to 
be  interconnected. This was also noted by Nguyen (2011) 
who  stated that FDIs and exports are related. However, 
the  relationship may be positive or negative depending 
on whether FDI is market-seeking or efficiency-seeking and, 
therefore, he indicates that FDIs and the volume of exports 
are  complementary. In South Africa, government spending 
usually accounts for the greater portion of the total investments; 
therefore, attracting additional investments would assist and 
complement domestic spending by the government.

The determinants of foreign direct 
investment inflows to the host 
country
In search of new resources, cost-efficient processes and large 
markets, foreign investors seek opportunities and locate their 

multinational corporations (MNCs) in foreign countries. 
Table 1 summarises some of the factors influencing the types 
of FDI that flow into the host country.

Though it is generally accepted that these types of FDIs are 
important for the host country’s economy, it is also worth 
noting that a host country’s decision on which type of 
investment to attract depends on a wide range of factors 
and  the country’s long-term objectives. Such a decision is 
also informed by considering the risks, as each type of FDI 
comes with its own risks and uncertainties. This notion is 
also emphasised by Wei (2000), who suggests that each 
country needs to make its own judgement in the light of its 
conditions and the framework of its broader long-term 
development objectives. It also needs to assess the trade-offs 
involved, whether related to efficiency, the distribution of 
income, access to markets or various non-economic objectives.

Trends of foreign direct investment 
inflows to South Africa
Thomas and Leape (2005) explained that because of the 
nature of FDI in the 1950s and 1960s, the mining sector 
continued to receive flows of FDI, although some flows were 
in the manufacturing and service sectors. After 1994, there 
was a gradual increase in FDI inflow, from around R1.3 
billion to R3.5 billion in 1996. According to Thomas and 
Leape (2005), this was perhaps as a result of the political 
democratisation and subsequent openness of the economy. 
In  1997, there was a marked increase in FDI inflow, from 
R3.5 billion to R17.6 billion. The large inflow of investment 
in 1997 is a reflection of foreign participation in the partial 
privatisation of Telkom. There was also a huge increase of 
196% in 1999, from R3.104 billion in 1998 to R9.184 billion in 
1999. However, Thomas and Leape (2005) further showed 
that the FDI inflow dropped to R5.1 billion in 2004. In 2005, 
inward FDI increased by 671% to R39.7 billion from R5.1 
billion in 2004. They argue that this was a result of a large 
transaction in the acquisition of ABSA (South Africa) by 
Barclays (the United Kingdom) for R33 billion. It would 
appear that FDI has increased over time since the political 
democratisation process in 1994, but relative to the size 
of  South Africa’s economy and other similar developing 

TABLE 1: Location decision of foreign direct investments to the host country.
Type of FDI Factors influencing location decisions

Natural resource-seeking  
FDI

Availability, cost and quality of resources, processing, 
marketing, infrastructural development and availability 
of joint venture partners

Market-seeking FDI Size, growth of domestic and regional markets, cost of 
labour, infrastructural quality, institutional competence, 
agglomeration economies, services support and 
macroeconomic policies of the host country

Efficiency-seeking FDI Production costs, skilled and professional labour, 
industrial competitiveness, quality of infrastructure and 
institutions, sound macroeconomic policies, knowledge 
and innovation development and cluster specialisation

Strategic asset–seeking  
FDI

Availability of knowledge-related assets (technology 
and management expertise); markets and geographical 
dispersion of such assets; price and availability of 
synergistic assets to foreign firms; and access to 
different cultures, institutions and systems

Source: Cleeve, E., 2008, ‘How effective are fiscal incentives to attract FDI to sub-Saharan 
Africa?’, The Journal of Developing Areas 42(1), 135–153. https://doi.org/10.1353/jda.0.0015
FDI, foreign direct investment.
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countries classified as emerging markets, FDI performance is 
still below expected levels (Thomas & Leape 2005).

According to the World Investment Report (WIR) (2010), 
approximately 65% of FDI into South Africa takes the form of 
mergers and acquisitions, largely as a result of state-leveraged 
deals and the privatisation of state assets such as the Airports 
Company SA (ACSA), South African Airways (SAA) and 
Telkom. The most prominent foreign investors in South 
Africa have been the United Sates, the United Kingdom, 
Australia, Germany, Japan, Malaysia, Switzerland, China 
and Canada. Foreign direct investment in South Africa is 
also  in the form of acquisitions of bonds. In 2005, Barclays 
paid about R30 billion for a 56.65% stake in ABSA, while 
Vodafone paid R16 billion to increase its stake in Vodacom 
(WIR 2010). In the manufacturing sector, the stock of FDI 
rose from US$ 11 billion in 2001 to US$ 29 billion in 2009. The 
UNCTAD report shows that, since 2010, a number of foreign 
manufacturing MNEs have expanded their activities in South 
Africa (UNCTAD 2011).

According to the DTI (2009), South Africa has an open 
investment climate, and the FDI has played a crucial role in 
the development of its economy. Since the end of apartheid, 
South Africa has undertaken substantial economic reforms in 
order to attract more FDI. Since 1980, FDI has remained low 
in relation to other growing market economies (DTI 2009). 
The services sector accounted for a larger share of FDI in 
South Africa than the primary and secondary sectors in 2001 
as well as 2009. The FDI stock in the service sector rose from 
US$ 19 billion in 2001 to US$ 40 billion in 2009. However, in 
2011, South Africa continued to perform relatively poorly as 
compared to other countries with FDI inflows at 1.4% of GDP, 
compared to 2.9% in Poland, 3.6% in Hungary, 4.3% in 
Malaysia and 7.0% in Chile, (UNCTAD 2011). The SARB 
(2014) reports that the strong growth of FDI inflows in the 
manufacturing industry in South Africa has been as a result 
of well-managed government policies, particularly in the 
motor industry. The DTI and Trade and Investment South 
Africa (TISA 2011) have provided a number of incentives to 
investors through the following strategic programmes:

•	 Strategic Investment Programme (SIP)
•	 Foreign Investment Grant (FIG)
•	 Motor Industry Development Plan (MIDP)
•	 Bilateral agreements
•	 Strategic Industrial Project Incentive Scheme (SIPIS)

The identified strategic programmes are coordinated 
by TISA. According to TISA (2011), it is anticipated that the 
different sectorial policy initiatives will continue to have a 
positive impact on FDI in South Africa as opposed to the 
past. TISA aims to achieve the following key objectives:

•	 to place South Africa amongst the top 10 investment 
destinations

•	 to include TISA in the top 5 world-class investment 
promotion agencies

•	 to attract an investment pipeline of R115 billion within 
3 years

•	 to drive targeted and coordinated investments amongst 
all stakeholders

•	 to reduce the cost of doing business and administrative 
barriers

•	 to enhance common messaging and brand identity.

Foreign direct investment–related 
programmes in South Africa
Stable macroeconomic and political environments are believed 
to be the key ingredients for attracting more foreign investors. 
The emphasis of providing incentives for foreign investors 
is  also linked to the theoretical notion advanced by  Moeti 
(2005), who argues that governments should adopt friendly 
attitudes towards investors and provide incentives in an 
effort to attract the right kind of FDI. The DTI and TISA have 
provided a number of incentives to investors through the 
following strategic programmes:

Strategic Investment Programme
The main aim of SIP, which was introduced in November 
2001, is to contribute to the growth, development and 
competitiveness of specific industrial sectors such as 
manufacturing (Barbour 2005). The government should 
provide tax relief to qualifying industrial projects. The 
reason  is to provide an initial capital allowance of 50% or 
100%, depending on the qualifying scores. For points to be 
awarded, strategic goals and employment creation are 
assessed (Fuhrman 2013). According to Coega (2005), large 
investments should be allowed a deduction against taxable 
income for investment in specified industrial assets. 
Specifically, a minimum investment of R50 million, a 50% 
investment allowance, is provided for projects capped at 
R300 million, while 100% is granted to projects capped at 
R600 million. Coega (2005) indicates that the key objective of 
SIP is to attract industrial investments in South Africa that 
will serve to improve the industry and create employment 
opportunities. Potential foreign investors can invest in any 
business sector of their choice without prior approval from 
the government because of the few or no restrictions on the 
extent or level of foreign investment.

Foreign Investment Grant
The FIG, which was introduced in September 2000, is a cash 
incentive scheme to foreign investors who invest in new 
manufacturing in South Africa (DTI 2007). It was also 
implemented to assist firms to establish plants in South 
Africa through the provision of grants to partially offset the 
costs of importing capital equipment. The FIG provides a 
cost recovery of 15% (up to a maximum of R3 million per 
entity) for foreign entrepreneurs to transfer new machinery 
and equipment to South Africa as part of their invested 
capital (DTI 2007).

Motor Industry Development Plan
According to the Business Map Foundation (2005), the MIDP 
was crafted along the lines of the Australian motor industry 
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development programme. Since the implementation of MIDP, 
substantial investments have been made in the industry, 
accompanied by the rapid growth of  both exports and imports. 
The MIDP has been successful in encouraging considerable 
investments from most major auto manufacturers: Ford 
investment in April 2002, Toyota SA in July 2002 and Volvo 
SA in October 2002 (Business Map Foundation 2005). Moeti 
(2005) explains that other measures by the DTI include the 
FDI scheme, the Export Marketing and Investment Assistance 
Scheme (EMIA) and the Inward Investment Missions Scheme 
(IIMS), which are aimed at providing financial assistance to 
exporters so that they can partially cover the cost incurred in 
recruiting inward FDI to South Africa.

Minerals Policy
The 1998 Green Paper on Mineral Policy in South Africa 
provides legislation and a structure that is specific to the 
mining industry to attract FDI. With regard to mining, 
the  Income Tax Act provides for a deduction of capital 
expenditure for tax purposes. The reason for the mining 
incentives is to lower the costs of exploration and mining in 
South Africa to make the sector competitive globally, thus 
attracting investors (DTI 2007).

Bilateral agreements
For trade-related purposes, South Africa has entered a 
number of bilateral agreements with other countries. These 
include Bilateral Investment and Protection Agreements 
(BIPAs) where investors are granted the most favoured 
nation status (DTI 2007). Indeed, developing countries, such 
as South Africa, sign bilateral investment treaties (BTIs) in 
order to attract more foreign investors. One of the strategies 
of BTIs states that the purpose of BTIs is to promote the flow 
of FDI. However, do such agreements fulfil their intended 
purpose and attract more FDI to developing countries? 
Despite an increasing number of BTIs signed, there is still 
little evidence to answer this question. It is, therefore, 
important for the government to review its strategies to check 
if the BTIs are indeed achieving their intended objectives.

Strategic Industrial Project Incentive Scheme
Through the SIPIS, South Africa has been able to attract 
projects worth billions of rands from foreign investors. These 
included India’s TATA Iron and Steel Company whose 
investment South Africa won over Australia by offering 
better incentives: the Pegasus ceramic floor plant and the 
Fibre Core Africa fibre optic plant (Business Map Foundation 
2005). The Business Map Foundation (2005) shows that South 
Africa’s automotive sector has been one of the biggest FDI 
successes, while clothing, footwear and food have lagged 
behind. Major car manufactures such as Volkswagen, Daimler 
Chrysler, General Motors and Ford are amongst those that 
have plants in the country. According to the DTI, long-term 
manufacturing growth has been slow compared to other 
developing economies, including other African countries. 
This has been reflected in the reduction in manufacturing 

value added per head and in share of world exports (DTI 
2007). It is also important to point out that South Africa’s FDI 
strategy places greater emphasis on private investment in 
stimulating growth compared to government investment. 
GEAR (1996) cited in Moeti (2005) also focused on improving 
domestic savings as well as gradual reductions in the fiscal 
deficit. While fiscal deficits have been gradually reduced, 
domestic savings have remained very low, hampering the 
desired increases in foreign investments.

In order to supplement the low savings and investment rates 
in South Africa, an industrial policy, Spatial Development 
Initiatives (SDIs), was introduced in 1996 by the DTI to 
stimulate and foster sustainable industrial development. 
Spatial Development Initiatives are based on the principle of 
a desired increase in private investment and less government 
participation, thus placing more emphasis on private 
investors (Moeti 2005). According to Streak (1998), another 
strategy relies on industrial development zones (IDZs) that 
aim to encourage export-oriented manufacturing FDI. He 
argues that this is done through providing investors duty-
free status for imported raw materials, tax incentives, easy 
access to airports and seaports, world-class infrastructure 
and services, the latest IT and first class IDZ management. 
The above discussed FDI-related programmes and incentives 
are aimed at encouraging and increasing foreign investments 
in South Africa. These strategic programmes are coordinated 
by TISA. According to TISA (2011), it is anticipated that the 
different sectorial policy initiatives will continue to have 
a  positive impact on FDI into South Africa as opposed to 
the past.

Methodological framework and 
findings
The article is quantitative in nature and employs annual 
secondary data spanning the period of 1980–2014. Data for 
the GDP growth rate, FDI inflows and trade openness 
are  sourced from the World Bank’s World Development 
Indicators (WDI), while data for the real effective exchange 
rate and government expenditure are sourced from the South 
African Reserve Bank databases.

Unit root tests
Prior to any econometric estimation on the time series 
variables, it is important to conduct stationarity tests. This 
article used the augmented Dickey–Fuller (ADF) and Philips–
Perron (PP) to test for stationarity of the variables. For unit 
root test, equations are as follows:

	 Intercept and trend: Δγt = α + βT + δYt−1 + μt.� [Eqn 1]
	 Intercept: Δγt = α + δYt−1 + μt.� [Eqn 2]
	 None: Δγt = α + δYt−1 + μt.� [Eqn 3]

For the PP test, the regression equation is estimated as follows:

	 Δγt = θ0 − δYt−1 + αt.� [Eqn 4]
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Model specification
GDPt = θ0 + θ1FDIt + θ2GEXt + θ3REERt + θ4TGDPt + εt� [Eqn 5]

Priory expectations on the long-run model

θ1 > 0; θ2 ± 0; θ3 < 0; θ4 > 0,

where:

GDPt = The rate of South Africa’s real GDP growth. This is 
the dependent variable.

FDIt = The ratio of FDI inflows to South Africa’s GDP. The 
coefficient (elasticity) is expected to be positive in the long-
run model as a rise in the level of FDI is expected to positively 
contribute to economic growth.

GEXt = The ratio of government expenditure to South Africa’s 
GDP. The coefficient is expected to either be positive or 
negative. Every time the government increases its spending, 
there will be spillovers to other sections of the economy, 
hence a stimulatory effect on economic growth.

REERt = The real effective exchange rate, which is calculated 
based on the flow of trade between South Africa and 20 of 
its major trading partners. The coefficient is expected to be 
negative in order for a depreciation to improve economic 
growth. South Africa indirectly quotes the effective exchange 
rates; thus, an increase is an appreciation and a decrease is a 
depreciation of the ZAR.

TGDPt = The ratio of total trade (exports + imports) to real 
GDP. This is also known as trade openness. The coefficient is 
expected to be positive as more willingness to trade will 
provide stimuli to economic growth; that is, more exports 
contribute positively to the economic growth according to 
the Keynesian model, and more imports of capital goods 
will  also translate into expanded production and thereby 
economic growth.

εt = represents the error term, accounting for other variables 
that may affect the relationship but were not included.

It is worth noting that all these techniques employed are 
guided by the steps outlined in Gujarati and Porter (2009).

Research findings
Unit root tests – Augmented Dickey–Fuller  
and Phillips–Perron
Table 2 presents the summarised results of the stationary test 
conducted using ADF and PP tests.

As reported in Table 2, all variables exhibit non-stationary 
properties at level form, I(0); hence, the null hypothesis of 
non-stationarity cannot be rejected. However, when ADF and 
PP tests are applied to the first difference, I(1), the time series 
shows evidence of stationarity. Hence, we conclude that all 
variables in the model are integrated of the first order.

The Johansen cointegration test shows that there is cointegration 
between the variables in the model as evidenced by the trace 
statistic of 76.97879, which is greater than the critical value of 
0.0120 at 5% level of significance (Table 3). That is to say, the 
variables have a long-run cointegrating relationship. The 
long-run cointegrating coefficients are also confirmed by the 
eigenvalue of 0.616722 which is greater than the 5% level of 
significance. As a long-run relationship has been established, 
the article then proceeds to estimate the vector error correction 
model (VECM) for the economic growth model (Table 4).

Vector error correction model
Long-run cointegrating equation:

	 GDPt = �−23.21 + 0.28FDIt + 0.20GEXt +  
11.96REERt + 0.12TGDPt + εt� [Eqn 6]

Firstly, the coefficients from the long-run normalised 
cointegrating equation in Table 5 are multiplied by (-1) to 
give a more accurate picture shown in equation 6. The results 
show that FDI does influence a surge in economic growth 
in the long run. A 1% increase in the inflow of FDI will lead 
to a 0.28% increase in economic growth. This result satisfies 
the priory expectation. Government expenditure is found 
to  have a negative relationship with economic growth as 
a  1%  increase in government spending will lead to a 0.2% 
decrease in economic growth. This result also meets the 
priory expectation of a (±) coefficient, and it means that the 
increase in government spending displaces the investment in 
the economy (the crowding-out effect).

TABLE 3: Johansen cointegration test.
Hypothesised 
no. of CE(s)

Eigenvalue Trace statistic Critical value 
at 5%

Prob.b

Nonea 0.616722 76.97879 69.81889 0.0120
At most 1 0.526016 45.33193 47.85613 0.0847
At most 2 0.350923 20.69473 29.79707 0.3770
At most 3 0.177050 6.431980 15.49471 0.6444
At most 4 4.81E-05 0.001586 3.841466 0.9661

Trace test indicates one cointegrating eqn(s) at 0.05 level.
a, denotes rejection of the hypothesis at 0.05 level; b, denotes MacKinnon–Haug–Michelis 
(1999) p-values.
CE, denotes cointegrating equations

TABLE 2: A summary of unit root tests.
Variable Intercept Intercept and trend Order of 

integrationADF PP ADF PP

GDP -4.282** -4.282** -4.516** -4.476** I(1)
∆GDP -6.857** -8.584** -6.767** -8.905** I(1)
FDI -4.255** -3.975** -5.720** -5.966** I(1)
∆FDI -7.291** -19.736** -7.158** -19.314** I(1)
REER -1.883 -1.547 -3.624* -2.677 I(1)
∆REER -5.160** -5.625** -5.078** -5.534** I(1)
GEX -1.607 -1.638 -1.825 -1.898 I(1)
∆GEX -6.404** -6.365** -6.311** -6.280** I(1)
TGDP -1.776 -1.858 -2.849 -2.773 I(1)
∆TGDP -5.732** -5.960** -5.888** -10.561** I(1)

GDP, gross domestic product; FDI, foreign direct investment; REER, real effective exchange 
rate; GEX, ratio of government expenditure to GDP; TGDP, ratio of total trade (exports + 
imports) to real GDP; ADF, Augmented Dickey–Fuller; PP, Philips–Perron.
*, ** and denote the rejection of the null hypothesis at 10%, and 1%, respectively.
I(1), denotes first order integration 
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The coefficient for the exchange rate is reported positive, 
and keeping in mind the fact that South Africa indirectly 
quotes the real effective exchange rate, it means that a 1% 
appreciation of the ZAR will lead to an 11.96% decrease in 
economic growth. This result does not meet the priory 
expectation for this article. However, the result makes 
perfect sense as an appreciation of the domestic currency 
makes domestically produced goods (exports to the rest of 
the world) more expensive and undesirable, hence a 
decrease in the volume of  exports, and foreign-produced 
goods (imports to South Africa) cheaper, hence an increase 
in the volume of imports. Thus, the Keynesian model 
hypothesises that a rise in imports, compared to exports, 
will have a negative impact on real GDP via the trade 
balance. The trade openness variable shows a positive 
relationship with economic growth as expected. The long-
run coefficient indicates a positive significant impact 
of  trade openness on economic growth and vice versa, 
indicating that international integration is a beneficial 
strategy for growth.

Results from the VECM presented in Table 5 show that the 
speed of adjustment is, as expected, negative and ranges 
between 0 and -1. According to the results, 58.19% of the 
disequilibrium in the current period will be corrected in the 
next period. This suggests that the variables converge to 
equilibrium relatively faster.

Conclusion and recommendations
The aim of this article was to determine the relationship 
between inward FDI and economic growth in South Africa 
for the period 1980–2014. For this purpose, unit root test, 
cointegration test and VECM were conducted. From the 
analysis, the unit root test shows evidence of non-stationarity 
at level form I(0), but when first differenced I(I), the variables 
exhibited properties of stationarity; hence, we conclude 
that  all variables are integrated at first order. The results 
of the cointegration test indicate the existence of a long-run 
relationship between the variables, thus indicating that the 
trace statistic is greater than the critical value at 5% level 
of  significance. The speed of adjustment reported by the 
VECM results is negative, and it ranges between 0 and -1; this 
implies that the variables converge to equilibrium relatively 
faster. The nature of this relationship supports the traditional 

notion and empirical evidence that the attraction of FDIs and 
increase in GDP enhance economic growth in developing 
economies. Hence, we suggest that South Africa’s capacity 
to grow, develop and create jobs for its citizens also depends 
on the country’s performance to enhance GDP growth and 
attract more FDIs.

From the analysis, the article found that the major 
determinants of FDI inflows to South Africa are, amongst 
others, the cost of labour which seems to be high as compared 
to other developing economies, corruption and crime. 
Therefore, labour unions need to implements policies that 
ensure workers and their wages correspond to the level of the 
output. High levels of crime in the country also discourage 
the inflow of foreign investors, as many complain about 
the state of security in South Africa. The government, on the 
contrary, should also strengthen its strategies of fighting 
corruption, as it can discourage foreign investors to come 
and invest in South Africa. However, a number of factors 
which make South Africa a good investment destination 
were discussed; these factors include, amongst others, the 
ease of doing business, well-developed financial systems 
and banking regulations and the ‘well embraced democratic 
Constitution’ of the country. From the drawn conclusion, 
a  number of recommendations can therefore be made: 
firstly,  though there is a prime need to attract more foreign 
investors to South Africa, it is important to concede that 
attracting inward FDIs alone is not enough for sustainable 
economic growth, development and poverty reduction. The 
government needs to implement and have holistic policies in 
place, which should also encompass equitable distribution of 
income, create sustainable jobs and reduce the extreme levels 
of poverty in South Africa. Therefore, the attraction of FDIs 
should not only be seen as an end in itself but also be seen as 
a means of addressing socio-economic problems facing South 
Africa. Secondly, there is a need to improve infrastructure, 
such as roads, rail and telecommunications, necessary to 
bring down the comparatively high investment costs for 
foreign investors. Thirdly, measures should be taken to 
provide skills to the labour force and job-seekers, so that 
they  can be absorbed in a foreign, modern technologically 
advanced environment. Trade unions should focus more 
on  stabilising labour disputes and strikes, especially in the 
mining sector. More importantly, the government must also 

TABLE 5: Error correction estimates from vector error correction model.
Error Correction D(GDP) D(FDI) D(GEX) D(TGDP) D(REER)

Coint equation 1 -0.581891
(0.31443)
[-1.85062]

0.105389
(0.18474)
[0.57046]

-0.254068
(0.11821)
[-2.14931]

0.437308
(0.59465)
[0.73540]

0.004724
(0.00450)**

[1.05050]

Standard errors in ( ) and t-statistics in [ ].
**, denotes the rejection of null hypothesis at 5% level of significance.
FDI, foreign direct investment, GDP, gross domestic product; GEX, government expenditure; TGDP, total trade (exports-imports) to real GDP; REER, real effective exchange rate.

TABLE 4: Long-run normalised cointegrating equation.
Cointegrating equation GDP(-1) FDI(-1) GEX(-1) TGDP(-1) REER(-1) C

Coint equation 1 -
1.000000

-

-0.278905
(0.29440)
[-0.94737]

0.195573
(0.13210)
[1.48048]

-0.124160
(0.03775)
[-3.28924]

-11.95693
(5.82376)
[-2.05313]

23.21234
-
-

Standard errors in ( ) and t-statistics in [ ].
FDI, foreign direct investment; GDP, gross domestic product; GEX, government expenditure; TGDP, total trade (exports-imports) to real GDP; REER, real effective exchange rate; C, constant.
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prioritise entrepreneurship development in order to create 
awareness regarding self-employment opportunities for the 
youth. The government should introduce programmes 
especially for the youth to be equipped with the necessary 
skills to become more job-creators than job-seekers.
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