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ABSTRACT

This project uses the Southern African Development Community (SADC) as a case study to
investigate how inflation affects economic growth. The motivation is apparent not only due to
the dearth of studies examining this effect in the SADC region, but also because the impact of
inflation on economic growth in developing nations may be different from that in developed
nations due to their higher level of economic development and use of prudent macroeconomic
policies (Sarel, 1996). The majority of developed nations have autonomous central banks with
a defined mission to control inflation levels within a given range (adopted an inflation targeting
framework), hence the effects may vary. However, most developing nations' central banks lack
a distinct framework for monetary policy that explicitly targets inflation. For instance, in the
SADC region, only South Africa has implemented such a framework. Because it is one of the
primary indicators of macroeconomic instability, inflation also serves as a measure of how well
the government is managing the economy. High rates of inflation may be a sign that a nation's
monetary authority is not being properly governed. Additionally, it is an indication that the
government no longer has control over its finances (Fischer, 1993).

By endogenously predicting the threshold level of inflation below which inflation may have
no, or a positive, impact on economic growth, or above which inflation may be detrimental to
economic growth, the project addresses the issue that inflation negatively affects economic
growth. The study evaluates other factors that may impact the Southern African Development
Community countries' economies.

In order to assess the impact of inflation on economic growth in the Southern African
Development Community, a variety of panel data approaches, including Fixed Effects (FE),
Random Effect (RE), diagnostic test, Multicollinearity and heteroscedasticity estimators, are
utilized. In particular, the smoothness of the transition from a low to a high inflation regime in

the region is also evaluated, as is the threshold level of inflation.
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CHAPTER ONE

BACKGROUND TO THE STUDY

1.1. INTRODUCTION

In Chapter 1, the author attempts to provide an overview of the study's background, objectives,
research question, sub-question, problem statement, justification for the investigation, and
significance of the study, as well as specific assumptions made for the project's successful
completion. Globally, central banks work to achieve and maintain price stability because they
are concerned about high prices. Therefore, a low inflation rate—which typically fosters an
environment favourable to rapid economic growth—is the common goal of macroeconomic
policy (Fischer, 1993).

It is noteworthy that the economies of the majority of SADC nations are severely impacted by
inflation. In fact, the SADC is regarded as one of the regions with high inflation (World Bank,
2010). One is prompted to ask a question of SADC nations given the various streams of
literature on the connection between inflation and economic growth. Is there a positive or
negative relationship between inflation and economic growth over time? This is the study's
driving force. Inflation and economic growth are examined in this study in connection to the
years 2001 through 2020.

Therefore, it is crucial for policymakers to comprehend this link in order to create effective
policies. It has been demonstrated that adopting an inflation targeting monetary policy
framework by nations like New Zealand and the United Kingdom effectively reduces inflation.
Given that inflation is harmful to economic growth, policymakers should strive for low inflation
rates. This can be done by raising interest rates, which will then lead to a decline in investment
and consumption, which could help to cool an overheating economy. Macroeconomic stability,
which is characterized by low inflation, is a prerequisite for long-term economic growth but is
not adequate in and of itself. This is demonstrated by the fact that most nations have had weak
economic growth despite low inflation, as was the case in the Franc zone in the 1980s (Fischer,
1983). Numerous cross-country studies have found a negative correlation between these two
variables, with the strength of this correlation predicted to vary by region based on the degree

of development and other factors. This is so because many developed nations have strong
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central banks that are independent and have a clear mandate to manage inflation within a certain

target range.

Since the early 1990s, it has been debated whether inflation has any impact on growth, as hinted
at in (Hineline, 2003). A stylised fact—that there are large disparities between countries—
emerged from the numerous time-series and panel data investigations. On the one hand, several
research only looked at the nature of the impact of inflation on Economic growth using linear
methodologies. Beginning with the work of De Gregorio (1993) and Fischer (1993), who
discovered, respectively, that there is a negative link between inflation and economic growth,
the literature on inflation growth relationships is fairly substantial. A threshold or optimal level
of inflation, on the other hand, may exist below which inflation may have no, or even a positive
influence on growth, and above which inflation may be harmful to economic growth, according
to other research that employed nonlinear methodologies. As a result, the nonlinearities in the
inflation and economic growth relationship were examined in this body of research. Sarel
(1996), Bruno and Easterly (1998), Ghosh and Phillips (1998), Khan and Senhadji (2001),
Moshiri and Sepehri (2004), Mubarik (2005), Lee and Wong (2005), Drukker et al. (2005),
Pollin and Zhu (2006), Li (2006), Hineline (2007), Schiavo and Vaona (2008), Espinoza et al.
(2010), and Kan and Omay (2010) are some of these studies.

1.2 BACKGROUND OF SADC

The Southern African Development Coordination Conference (SADCC), comprised of Angola,
Botswana, Lesotho, Malawi, Mozambique, Swaziland, Tanzania, Zambia, and Zimbabwe, was
established in 1980 in an effort to lessen member nations' reliance on South Africa for their
external economic needs and to foster regional cooperation in development projects (Ligthelm,
2006). Namibia joined immediately following gaining its independence in 1990, and the 10
nations signed the SADC Treaty in August 1992, establishing the Southern African
Development Community (SADC). Technically, the organization was established on September
30, 1993, when the Treaty went into effect, according to Oosthuizen (2006). Following all-race
elections, the Republic of South Africa joined later in August 1994, and Mauritius joined in
August 1995 as the organization's twelfth member. Seychelles and the Democratic Republic of
the Congo joined in 1997, and Madagascar followed in 2005. SADC currently has sixteen

member countries as its membership, including Angola, Botswana, Comoros, Democratic



Republic of the Congo (DRC), Lesotho, Madagascar, Malawi, Mauritius, Mozambique,
Namibia, Seychelles, South Africa (SA), Swaziland, Tanzania, Zambia, and Zimbabwe. Its
headquarters are in Gaborone, Botswana. The member nations' levels of socioeconomic
development and access to healthcare, education, and other services vary. They trade among
themselves, nevertheless, and they follow similar trade patterns (Nel, 2004). The SADC region's

map can be seen in Figure 1.

The overall goals of the SADC Treaty are outlined in Article 5 of the Agreement, which include
promoting regional cooperation and integration to uphold peace, security, and democracy as

well as economic growth and socioeconomic development that will eventually end poverty

(SADC, 2011). Figure 1 shows a map of the Southern African Development Community
(SADC).

MAURITIUS
V.
Port Louls

Source: http://www.sadc-reep.org.za/




1.3 PROBLEM STATEMENT

There is a sizable body of research looking at the impact of inflation on economic growth in
both developed and developing countries, but none explicitly looking at African economies.
The SADC region is the study's primary area of interest. SADC (2011) states that its main
objective is to promote socioeconomic development and equitable economic growth through
efficient production systems, deeper cooperation and integration, good governance, and long-
term peace and security so that the region can compete and succeed in international affairs and
the global economy. The analysis was driven by the lack of research on the correlation between
inflation and economic growth in the SADC region as well as, more generally, by the possibility
that this impact might differ from that seen in developed countries due to those nations' higher
levels of economic development and their adoption of prudent macroeconomic policies (Sarel,
1996). The results may differ across developed and developing countries because the great
majority of industrialized nations have established independent central banks with a clear
mandate to maintain inflation levels within a predetermined range through adoption of an
inflation targeting framework. The results may differ across developed and developing countries
because the great majority of industrialized nations have established independent central banks
with a clear mandate to maintain inflation levels within a predetermined range through adoption
of an inflation targeting framework. However, the majority of central banks in developing
countries lack a clear framework for monetary policy that targets inflation. Brazil stands out
because of its inflation-targeting monetary policy framework and largely independent central
bank. Inflation is also regarded as one of the key indicators of macroeconomic stability, as was
already mentioned. It measures how effectively governments are able to manage the economy.

Therefore, high inflation rates may be a sign of slower economic growth.

1.4 Research Objectives

This study's major objectives are to better understand the relationship between inflation and
economic growth in the SADC region and to ascertain whether SADC nations in particular are
making efforts to achieve and maintain price stability, which is a requirement for economic
growth. This study has important ramifications since theoretical models are regarded to be

relevant for the impact of policy on inflation and other research factors. There may be little to



no economic spill over into the rest of the SADC region, however, if goods and services

produced in South Africa are materially more expensive in these nations' home markets.

1.5 Research Question
1. What is the effect of inflation on economic growth in Sothern African Development
Community?
2. What is the relationship between inflation and economic growth in SADC?
3. What are the key drivers of Economic Growth in Southern African Development

Community?

1.6 Significance of the Study

The study contributes to the body of knowledge in the field of finance by increasing
understanding of the innovative ways in which inflation influences economic growth in SADC
countries. This study is the only one | am aware of that looks at how inflation affects economic
growth within the SADC. Only countries in the SADC region are represented in the sample
because they have a lot in common. In addition, panel data methodologies are used in this study
to provide more random effects, multicollinearity, and fixed effect models to address potential
biases resulting from problems like indigeneity, cross-country dependence, and unobserved
country-specific effects that may have affected earlier empirical studies on the relationship
between inflation and economic growth. For instance, without taking into consideration the
unobserved variability at both the national and temporal levels, Fischer (1993) and Bruno and
Easterly (1998) exogenously determined the threshold values. The endogenous estimation of
the threshold level used in this study expands the body of knowledge. It is also anticipated how
smoothly a regime shift from low to high inflation will occur.

1.7 Research Hypothesis

It is very challenging to estimate how inflation affects economic growth in SADC because it
may have a positive impact and can be used to improve development by policy makers. In some
cases it may have negative impact on economic growth.

Ho= Inflation negatively affects economic growth

H1= Inflation positively affects economic growth



1.8 Assumptions
In analysing the impact of inflation on economic growth in Southern African Development

Community, the study is based on the following assumptions:

e The data used in this research is accurate, complete, relevant and reliable.

e Itis also assumed that limitations uncounted did not affect negatively the validity of the
research.

e The economic model used is reliable and provided vigorous results.

e |t is assumed that the sample used represents the whole economy of SADC countries
and data used by the researcher represents situation on the ground.

1.9 Limitations

The researcher employed secondary data in this study, which has drawbacks of its own. It is
undeniable that there are issues with data quality, consistency, accuracy, and reliability in
developing nations, particularly SADC countries, as data is frequently wrong. The researcher
analysed information from the World Bank, International Monetary Fund, and World

Development Indicator to find a solution.
1.10 Definition of terms
Economic Growth (GDP)

Economic growth is the gradual rise in the market value of the products that the economy
produces over time. It can be characterized as a population's long-term ability to obtain an array
of economic commodities. Increase in a nation's output as determined by contrasting its gross
national product (GNP) from the year before (World Bank 2008).

Inflation

The rate at which prices increase over a specific time period is known as inflation. It is the
gradual, steady increase in the overall price level. Since the Consumer Price Index measures
inflation, it is used as the inflation variable in this study's analysis of economic growth. Demand
pull, cost push, and built-in inflation are the several types of inflation. The purchasing power of
individual incomes is reduced by high inflation rates to the point where even employed people
may decide not to purchase goods and services, which lowers economic growth. Lower

investment in SADC is the outcome of rising prices due to inflation. Inflation also affects



business fraternity since it makes planning and budgeting very difficult resulting in business

closures, low output and commaodity shortage hence reduces trade in the community.
Foreign direct investment

According to Khan et al. (1990), foreign direct investment (FDI) is the volume of foreign
investment that comes into the nation. The OECD library defines FDI as a type of cross-border
investment in which an investor from one economy has a long-term interest in and a sizable

amount of control over an enterprise from another one.

Inflation GDP Deflator.

Inflation the GDP deflator annual represents the rate of price change in the economy as a whole
when inflation is determined by the GDP implicit deflator's yearly growth rate. It also serves as

a gauge for price increases on domestically manufactured goods and services.
Imports

An import is a product or service that was made outside and is purchased in one nation. In other
words, it is a good or service that is made elsewhere and obtained in your home nation. When
native industries are unable to provide comparable goods and services affordably or effectively,
consumers are drawn to imported goods and services. The independent variable affecting

economic growth in this study is imports.
Exports

Exports are products and services that are made in one nation and offered to customers in
another. A good or service is considered to be exported if it was created in one nation but sold
to a customer abroad. Reaching new markets through exports can boost revenue and profits, and
it may even be possible to get a sizable portion of the worldwide market. Exports are an

independent variable in this study's analysis of economic growth.

1.11 Summary

This chapter provided the contextual introduction, background, objectives of the study, research
questions, and significance of the study, definition of terms, delimitation and limitations to the
study.



CHAPTER TWO

LITERATURE REVIEW

2.1 INTRODUCTION

This chapter maps out literature on empirical evidence relevant to the analysis of the study
context. It also highlight the channels of the impact of inflation on economic growth. In the
literature, there is a debate on the relationship between inflation and economic growth in
Southern African Community Development (SADC). Some Authors argues that there is a
negative relationship.

2.2 LITERATURE REVIEW

2.2.1 Empirical literature

There is a large amount of empirical research on how inflation affects economic growth, but the
results, which have been acquired using different methods, are not clear for both developed and
less developed countries. As a result, how inflation influences economic growth was widely
covered in the literature on trade and growth. A rigorous historical validation shows that there

IS a negative correlation between inflation and economic growth.

The effects of inflation on economic growth

Since De Gregorio's paper in 1993, there has been a lot of research on the impact of inflation on
economic growth. The author found a negative correlation between these two variables between
1950 and 1985 using a panel of 12 Latin American nations and an endogenous growth model.
Between 1961 and 1988, Fischer (1993) used a spline technique regression to analyse the impact
of inflation on economic growth in 93 countries, including both industrialized and developing
nations. He also found that high inflation inhibits productivity growth through reducing
investment and the pace of productivity growth.

After inflation hits particular threshold levels, there is evidence of a negative association
between inflation and growth, according to Sarel (1996), Ghosh and Phillips (1998), Khan and
Senhadji (2001), and Espinoza et al. (2010). Particularly, Sarel (1996) tested for structural
discontinuities in the relationship between inflation and economic development using ordinary

least squares (OLS) on panel data for 87 countries from 1970 to 1990. The findings indicated
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that an 8% inflation rate has a threshold effect on growth. In addition, panel regressions were
used by Ghosh and Phillips (1998) among a panel of 145 countries from 1960 to 1998 with a
combination of nonlinear treatment of the inflation and growth relationship. The results indicate
a 2.5% threshold at which inflation is detrimental to growth. Additionally, using a panel of 140
nations for the years 1960-1998, Khan and Senhadji (2001) estimate the threshold values
separately for industrial and developing countries and discover that the levels are 1-3% and 11—
12%, respectively. Espinoza et al. (2010) used a smooth transition model to examine how
inflation affected economic growth for a panel of 165 countries between 1960 and 2007. They

found that inflation quickly becomes harmful to economic growth over a 10% level.

Kalirajan and Singh (2003) looked at the connection between inflation and economic growth in
the context of India to see if emerging countries' viewpoints differed. They found that an
increase in inflation from any level has a negative impact on economic growth using annual
data from 1971 to 1998 using the ordinary least squares (OLS) regression technique. Using a
non-linear specification and a data set from four groups of countries at various levels of
development, Moshiri and Sepehri (2004) found that there is a negative link between inflation
and economic growth above a certain ideal level. Therefore, higher inflation rates hinder
economic expansion. Particularly, the results showed that the threshold levels for lower-middle-
income nations, low-income countries, and middle-income countries were 15%, 11%, and 5%,

respectively.

Mubarik (2005) determined that inflation lowers economic growth above a threshold level of
9% using annual data from 1973 to 2000 to assess the relationship between inflation and
economic growth in Pakistan. In addition, Pollin and Zhu (2006) examined the connection
between inflation and economic growth for 80 countries between 1961 and 2000 using middle-
income and low-income countries, and they found that inflation reduces economic growth by
15% to 18%.

To investigate whether threshold effects affect the link between Malaysia's inflation rate and
GDP growth rate, Furuoka et al. (2009) analyzed annual data from 1970 to 2005. Utilizing the
threshold autoregressive (TAR) approach, they achieved this. The researchers found that growth
is significantly slowed if inflation hits a level of 3.89 percent. Kan and Omay (2010)

investigated how inflation and economic growth interacted using panel data from 6 developed



nations. For inflation rates greater than the endogenously determined critical level of 2.52%,

they found a statistically significant adverse link between inflation and economic growth.

The summary of studies on the topic that was just given demonstrates that inflation slows
economic growth after a particular inflexion point. The vast majority of earlier research on the
relationship between inflation and growth was cross-sectional in design and looked at averages
across lengthy time periods across numerous different countries (Hineline, 2007). Some studies,
like Barro (1998), used panel data to increase the sample size and account for the temporal
component of inflation and economic development, which have altered over time within

nations. The findings demonstrated a tension between inflation and economic expansion.

The standard approach to minimizing the impact of the business cycle is to use five- or ten-year
averages. According to Bruno and Easterly (1998), using data with a higher frequency often
strengthens the conclusions. Alexander (1997) adds that annual data are recommended for
research since averaging over several years may hide important information in the data.
According to Bittencourt (2012), who examined an annual data set for four Latin American
nations spanning the years 1970 to 2007, inflation has a detrimental effect on the region's
economic activity. According to Bond et al. (2010), using annual data allows for diversity
between countries and provides enough time series observations. They considered the time-
invariant, nation-specific causes that inflation may have an adverse effect on investment and
growth. Using annual data for 75 nations from 1960 to 2000, they found evidence of a
favourable relationship between investment as a percentage of GDP and the long-run growth
rate of GDP per capital. This study uses panel data methodologies to investigate the relationship
between inflation and economic growth in the SADC countries while accounting for cross-

sectional dependence, endogeneity, and heterogeneity.

According to Cooper (1989), a literature review does not present new primary scholarship;
rather, it uses primary or original scholarship as its database. The general objective of
macroeconomic policy is to keep inflation low since doing so typically creates an environment
conducive to rapid economic growth. Low inflation may enhance price flexibility and encourage
capital development, both of which may support economic growth. Prices are sticky
downwards, therefore a small increase in the price level will result in increased relative pricing
flexibility, which is essential for a fair allocation of resources (Tobin, 1972). Long-term
economic growth requires macroeconomic stability, which is characterized by low inflation, yet

it is insufficient by itself. The fact that most countries have had lackluster economic
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development notwithstanding low inflation, as was the situation in the Franc zone in the 1980s,
serves as evidence for this (Fischer, 1983). There is a poor correlation between these two
characteristics, according to numerous international studies. Furthermore, it is projected that,
depending on the level of development and other circumstances, the strength of this link will

vary from region to region.

There is a substantial body of research looking at the relationship between inflation and growth
for both affluent and developing countries, but none explicitly looking at African economies.
For instance, Ghosh and Phillips (1998) identified a negative and statistically significant
connection between inflation and economic growth using a huge dataset that contained data
from every IMF member country. Khan and Senhadji (2001) employed a big dataset of 140
countries, encompassing both developed and underdeveloped countries. Due to the limited time
period that the data from developing nations covered, their research was conducted using an
unbalanced panel. They found that economic growth and inflation were at odds with one
another. Sepehri and Moshiri (2004) analyzed the datasets for 24 OECD countries, 14 middle-
income countries, 26 lower-middle-income countries, and 28 low-income countries. They also

found a negative connection between the two variables for all four datasets.

This study investigates the impact of inflation on SADC's economic growth. It is critical to
investigate how inflation affects economic growth in this region because SADC member nations
are striving toward common goals. Similar macroeconomic policies are therefore likely to be

implemented.

The analysis was driven by the lack of research on the relationship between inflation and
economic growth in the SADC region as well as the possibility that this relationship may be
different from that found in developed countries due to those nations' higher levels of economic
development and adoption of prudent macroeconomic policies (Sarel, 1996). One of the key
indicators of macroeconomic stability, inflation can also be used to assess how well the
government is managing the economy. High inflation rates could be an indication that a
country's monetary authority is being improperly managed or even that the government has lost
control over its finances (Fischer, 1993).

Only countries in the SADC region are represented in the sample because they have a lot in
common. Second, and perhaps more importantly, the study employs panel data methodologies
to provide more fixed and random effects and address potential bias brought on by problems

like indigeneity, cross-country dependence, and unobserved country-specific effects that might
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have influenced the findings of earlier empirical research on the relationship between inflation

and economic growth in the SADC.

2.2.2 Other drivers of economic growth

International aid and foreign debt are significant sources of income for poor countries, according
to a 2015 study by Malik et al. His theory contends that foreign loans had a significant role in
funding Pakistan's balance of payments deficit and saving-investment imbalance. He also
asserted that by the late 1980s, there was an excessive reliance on foreign resources. Malik et
al. (2015) explore the relationship between Pakistan's external debt and economic progress over
the years 1972 to 2005 using a time series econometric method. They found a strong and
unfavourable correlation between external debt and economic growth.

2.3 Theoretical Review

2.3.1 Tobin effect and the savings rate

The Tobin effect in this situation is one of general equilibrium along the route of balanced
growth, whereby an increase in the rate of inflation results in an increase in the input price ratio
(w/r) and the capital to effective labour ration in the production of both goods and human capital.
Calculations reveal that the inflation rate consistently lowers the return on capital (r), as the
return on human capital is forced down, and raises the real wage (w), primarily as a result of
consumers spending more time leisurely. Due to the substitution of effective labour to capital,
the model's capital intensity increases of the Tobin type even though the growth rate is reduced.
It is also possible to demonstrate that the savings rate depends on the nominal interest rate,
leisure, and the wi/r ratio of input prices. The savings rate will rise as the actual interest rate
rises. On this foundation, we utilize the savings rate as a proxy to measure how the real interest
rate affects the growth rate. As a result, the savings rate is an unreliable indicator of the real

interest rate since it is abstracted from other influences on it, such as the real wage.

2.3.2  Demand pull theory

In this theory inflation is said to generate from forced up inflationary pressures caused by excess
demand for goods and services which make up the expression of components of aggregate
demand. According to the Keynesians, it is a result of income disturbances and shocks to the
economy such as oil price increases or increase in other input factors. The demand pull inflation

can be interpreted as a positive relationship between inflation and output and negative with
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unemployment. Hence, an increase in employment results in increased aggregate demand,
which leads to firms hiring more labour to meet the enhanced demand and to increase the output.
Price levels will rise eventually because of capacity constraints which will increase output
slightly.

The occurrence of demand pull inflation is also because of lack of production capacity during
the phase of excess aggregate demand under assumption of full capacity utilisation or mismatch
in speed adjustment. The concept points out in a perfectly competitive economy and in the
absence of other externalities, market forces operate through the price mechanism an allocation
of resources is assured when market clearing prices prevail.

With general acceptance of demand pull mechanism is the (inflation gap) model, which was
originated by John Maynard Keynes (1940) and Arthur Smithies (1942). This inflation gap is
said to originate from the additional expenditure incurred by the governments through the
expansionary fiscal policy. They postulated that as the wages lag behind the prices inflation
becomes a redistribution process for which some social class has to pay the income to fill the
(inflationary gap).

Although the demand pull theory advocates for inflationary pressures arising from the excess
demand for goods and services, the SADC situation has been compounded by shortages of

goods and services in other countries thus resulting in upward pressure in the overall prices.

2.3.3 Dual gap theory

As a factor in this study, foreign direct investment, the researcher applies the Dual Gap Theory.
Chenery and STROUT proposed the dual gap theory in 1966. They maintained in their
explanation that two linkages are essential in influencing economic growth. The first is the
association between savings and economic growth, while the second is the relationship between
investments and economic growth. Hunt (2007) later backed up this claim, claiming that rising
savings and investment in SADC nations stimulate economic expansion. Growth in a particular
economy is contingent upon the capital stock reaching a predetermined level. Investment and
output increase when capital does as well. The dual gap theory explains why the majority of
nations choose foreign financing to raise GDP.

Derivation of the dual gap theory

It states that Aggregate output —Aggregate Expenditure

Where Y =CHIH(X-M).....oiiiiiii e (2)

Y=Gross national Product
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C=consumption
I= investment
X=EXxports
M= Imports
Sources of resources used in the economy = Uses of resources in the economy

YAM=CAHIHFX e 3)
Subtracting C from both sides we get
Y-C+M=I+X, Since Y-C =S where S =Savings (domestic)
Thus S+M (withdrawals) =1 +X (injections). The relationship can be stated as M-X (foreign
Exchange Gap) =I-S (savings Gap)
The majority of economies have struggled to close the gap between savings and investment
levels and have turned to external borrowing to do so (Omoruyi, 2005). This discrepancy
between savings and investments encourages borrowing, which results in significant external
debt. Chenery 1966 noted that the foreign debt in dual gap analysis is to a framework that
demonstrates that domestic savings are insufficient to guarantee that development occurs in any

nation as a function of investment.

To close the gaps highlighted in this idea, the majority of SADC members obtain foreign
financing. Due to poor manufacturing capacities in some of these nations, such as Zimbabwe,
exports are highly insufficient to bridge the gap between savings and investment. According to
the hypothesis, providing foreign borrowings should close any gaps and strengthen the
economies of these nations.

2.3.4 Trade and the Neoclassical Growth Model

The model was created by Ben David and Loewy (2002) by permitting a long-term investigation
of the influence of trade within a multi-country framework and expanding the typical
neoclassical growth model. According to the hypothesis, trade openness has an impact on how
much information spreads from abroad, which in turn affects economic growth. The traditional
closed economy exogenous growth model is successfully transformed into an open economy
endogenous growth model by this characteristic. In the endogenous growth model, trade has

less influence on how much an economy produces.

The hypothesis goes on to claim that international trade in products acts as a conduit for the

transfer of knowledge (Hadjimicheal, 1995). The productivity of both labour and capital, as
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well as the growth rate of production per unit of capital, are increased as a result of this flow.
They contend that liberalization can affect the process of economic growth because tariffs
modify the flow of imports and the movement of knowledge.

Beattie el al (2008) propounded that to simplify this model they consider a world with j countries
and each country in the SADC i=1, J assumed to produce a distinct good which is also denoted
by i, ni is the population growth un country .i the population size and labour force within each
country were assumed to be equal to one and that the initial population in each country is
normalized to one (Hadjimichael, 1995). In addition, cij denote real per capital consumption of
good j in a country | at time t and pi (T) denote the price of good i. to allow the existence of
bilateral trade between nations, they said the utility function of the agents in country I will be

given by
o J
f e—(Pi—"i>tdtz  ijInCij(t)dt
0 =
Where ........... And pi is the rate of time preference.

The accessibility in the model is determined by the degree of openness between countries i

and j. increased openness leads to increased exposure to foreign ideas as well as to increased
competitive pressures to assimilate all foreign knowledge in order to compete successfully with
foreign firm at home as well as abroad (Baum ,2000). To make things concrete he use vij as the

as the endogenously determined ration of country | aggregate bilateral trade with country

J to country i’s aggregate income as given by vij =(IMji +EX)/Y Where IM is imports and EX

is exports.

2.3.5 Export led theory

Exports are an independent variable of economic growth in the SADC in this study. The export-
led growth hypothesis, which holds that increasing exports is one of the key factors influencing
economic growth, is used by the researcher. According to this theory, countries can experience
overall economic growth by growing their exports as well as their labour and capital inputs
(Balassa, 2000). According to the hypothesis, export success drives economic growth in both
established and developing nations. Cornwall in 1992 made the case that lowering tariff barriers,
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devaluing the currency, and government actions that assist the export industry can all help

restore export-led growth.

According to McCombie and Thriwall (1979), export-led growth can generate revenue, enable
a nation to achieve financial stability, and help it pay off debts as long as the infrastructure and
resources are in place. Additionally, productivity increases as a result of export-led growth.
They develop the McCombie and Thirwall Economic Growth model to emphasize the

significance of export-led growth.

2.4 Summary

The Southern African Development Community (SADC) countries' economic impacts on
inflation were the focus of this chapter's theoretical and empirical analysis. Generally speaking,
the majority of studies in both empirical and theoretical reviews verified that a country's
economic growth is negatively impacted by an increase in inflation. The selection of a model
to be used to calculate the regression function between inflation and economic growth is the

subject of the following chapter.
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CHAPTER THREE
RESEARCH METHODOLOGY
3.1INTRODUCTION

The investigation into how inflation affects economic growth in the Southern African
Developing Countries (SADC) region from 2001 to 2020 was conducted using the techniques
described in this chapter. Additionally, it gives the model's specification, explains and draws
conclusions about the variables utilized in the model, and connects those ideas to those from
the literature review. This chapter also describes the econometric techniques used to conduct
this study. World Development Indicator and World Bank data were used to collect data from

16 African countries for SADC, and Stata was used to code and analyse the data.

3.2 RESEARCH DESIGN

3.21  Panel data analysis

Panel data typically provide the researcher with a large number of data points, increasing the
degree of freedom and diminishing the core linearity among explanatory variables, hence
boosting the accuracy of econometric estimations, according to Mountain's (1995) hypothesis.
Additionally, panel data offers a way to address the magnitudes of econometric issues that
frequently arise in empirical studies, such as the commonly made claim that the existence of
omitted variables that are correlated with the explanatory variables is the reason one finds
certain effects (Edwards, 1998).

2001 according to Maddla A statistical technique known as panel data analysis works with cross
sectional and time series data in two dimensions. As it tracks a specific sample of people over
time and so offers many observations on each person in the sample, panel data is also frequently
referred to as a longitudinal data set. In addition, panel data's longitudinal nature enables
analysis of a variety of crucial economic issues that cannot be addressed by cross-sectional or
time-series data sets (Baltagi and Wiley, 2008). Additionally, panel data helps decrease the bias
that might be produced if we aggregate individuals or countries into broad aggregates while also

making the data available for thousands of units.

Finally, panel data is preferable when analysing dynamical change and detecting and measuring
impacts that are incongruent with pure cross sectional or time series data. Panel data is therefore

most helpful when it is suspected that the outcome variable depends on explanatory variables
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that are not observed but are connected with the reported explanatory variables (Kreuter, Romer,
and Kraay, 2009).

3.2.2 Theoretical Framework

In order to investigate the impact of inflation on economic growth in Southern African
Development Community (SADC) the researcher modified the model from Khan and Senhadji
(2001).

THE EQUATION:

GDP = fo+ BiCPI + BFEDI+ BINFTN+ BX + fsM+ a

Where:

GDP = (proxy for economic growth)

CPI = Consumer Price index (inflation rate)
FDI = Foreign Direct Investment

INFTN = Inflation GDP Deflator

X =Exports
M = Imports
o =error term

After getting reduced form equation, the study established the coefficients of how the
independent variables affect the dependent variable which is the economic growth. This shows
the relationship between inflation and economic growth in Southern African Development

Community.

3.3 Research Instrument

3.3.1 Hausman test for fixed effects vs random effects model

Panel data regressions mainly use three methods which are fixed effects model (FEM), random
effects model (REM) and the sample ordinary least square (OLS) model. In order for one to
choose which model to use, the study based on the assumption made on the correlation between
the error component and the Hausman Test. The Chi square distribution is the other method that
is used to make a decision on which the model fit best by testing whether to use Fixed Effects

or Random effects or simple Ordinary least square model. To choose the optimum model to
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employ in analysing the influence of inflation on economic growth in Southern African
Development Countries, the Lagrange multiplier (LM) test and Hausman test are utilized.
According to the Hausman test, the fixed effects model is the ideal one to use if the Chi square
probability is less than 5% and the random effects technique is favoured if the likelihood is
larger than 5%. According to the LM test, the chi square probability should be higher than 5%
in order for ordinary least squares to outperform the random effects model; conversely, if the
chi square is lower than 5%, the random effects model will be favoured. For the estimated
variable to be appropriately interpreted, the tests to see if the specified assumption is true must

pass.

3.3.2 Random effects model (REM)

In a random effect model, the individual specific impact is a random variable when it is
uncorrelated with the explanatory factors, according to Kurt (2014). The hypothetically
unrelated effect E(C/X) = 0. The different across entities are supposed to be random and
uncorrelated with the independent variables included in the model, in contrast to the fixed

model, which is the basis for the random effects model.

Based on the supposition that the individual-specific effect is a random variable that is
uncorrelated with the explanatory factors, whether they are of the past, present, or future time
periods of the same individual, the random effect equation is used to explain data. This model
makes the assumption that each person has unique time constant characteristics that are similar
to the outcomes of random variation and do not correspond with each person's distinct

regressions.

The researcher's ability to include time-invariant variables like the Consumer Price Index and
the GDP deflator is one benefit of the random effects model. These variables are absorbed by

the intercept in the fixed effects model.

The general equation for random effects model:
Yie=pXitta + Ui+t &t eennnann e (1)

Where it is within entity error.

it is between entity errors
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However, the issue with this model is that some variables might not be accessible, which causes
bias in the model due to omitted variables. Additionally, the researcher is able to extrapolate
conclusions from the model's sample using the random effect model.

3.3.3 Fixed effects model (FEM)

It is employed anytime someone just wants to examine the effects of factors that change over
time (Baum, 2007). In this study, the researcher intends to examine how inflation has affected
SADC's economic growth from 2001 to 2020. As a result, the fixed effect model investigates
how predictor and outcome variables relate to one another within an entity or a nation. Each
entity in a fixed effect model has unique traits that may or may not have an impact on the
predictor variables. For instance, the foreign direct investment system of a specific nation may

have some bearing on trade or economic expansion.

When employing a fixed effect model, we make the assumption that the individual may have
personal characteristics that influence or skew the predictor or outcome variables, and we need
to account for this (Hamilton, 2006). The correlation across the entity's error term and the

predictor factors is predicated on this reasoning.

Fixed effect removes the influence of certain time invariant qualities, allowing us to assess the
overall influence of the predictors on the result variable. Parson (2007) proposed that certain
time invariant properties could help to prove the aforementioned assertions. Because each entity
is unique, the constant and error term for each should not be associated with those of the other
entities. The main justification for the Hausman Test is that it must be used when the errors
terms are correlated because if they are, a fixed effect model will not be appropriate because the

inferences drawn from them might not be accurate.

Therefore the general equation for the fixed affects model:

Yit=LiXit + 0 F it e oo eiiieaans (2)

Where:

ai 1S the unknown intercept for each entity (n entity —specific intercepts)
Yit the dependent variable where i = entity and t=time
pi is the coefficient

Mit is the error term.
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3.3.4  Diagnostic Checking

3.3.4.1 Multicolllinearity

According to Gujarati (2004), multi-collinearity refers to a precise to almost exact linear
relationship between the explanatory variables in a regression model. If multicollinearity is
present, the regression coefficients, despite being fixed, will have huge standard errors, making
it impossible to estimate them precisely. Less than an absolute 0.8 correlation coefficient
between independent variables points to the possibility of nonexistence of multicollinearity.
One of the variables must be eliminated in order to deal with multicollinearity when two

variables have a partial correlation coefficient of higher than 0.8 (absolute).

3.3.4.2 Heteroscedasticity

In a heteroscedastic condition, the variances are not distributed evenly. Confidence intervals are
inflated as a result of this issue rather than producing unbiased OLS estimators. Additionally,
although still unbiased, the OLS estimator will no longer be efficient in the presence of
heteroscedasticity, making them unreliable. The Langrange Multiplier (LM), White, Goldfield
Quandt, and Breusch Pagan Godfrey tests can all be used to look for this issue. Therefore, the

Pagan Godfrey test will be applied to see whether this issue exists.

3.4  Data Collection Procedures

In this analysis of the relationship between inflation and economic growth, panel data from all
countries in the Southern African Development Community (SADC) classified by the World
Development Indicator (WDI), World Bank, and International Monetary Fund (IMF) for the
period from 2001 to 2020 will be used. This panel of data contains 320 observations and 16
SADC countries. Utilizing annual data for each country served the main purpose of capturing
how dynamic changes in the determinants effect SADC's economic growth.

3.4.1 Stata Software

A thorough introduction to quantitative economic methods is provided by Stata Application
Software, including information on how models are created, the assumptions that underlie them
in their final days and how estimates of parameters or other economic quantities are calculated.
The researcher utilizes Stata software, a statistical package mostly used to analyse panel data,

to simulate the statistics.

3.5 Justification of variables

21



3.5.1 Consumer Price Index

The consumer price index (CPI), which measures inflation levels, and economic growth (GDP)
in this study have a negative association. In this study, the variable representing inflation is the
consumer price index, which is used to measure inflation. The index was 100 in the base year,
which is 2010. The model includes the consumer price index as a predictor variable to help
explain how inflation affects economic growth in the Southern African Development
Community. Due to a decline in demand for goods and services, the CPI hike will slow down

economic growth.,

3.5.2 Foreign Direct Investment

The term refers to foreign investment in domestic economies undertaken through a variety of
transactions, including mergers, acquisitions, joint ventures, and equity investments. FDI has a
favourable effect on economic expansion. The expansion in SADC's economy is also attributed
to an increase in foreign direct investment. According to Adam, S. 2009 Foreign direct
investment can promote the adoption of new technologies through technology spill overs in the
production process. Because there will be more people working in the manufacturing sector and
there will be more output per worker, manufacturing output growth will increase as FDI
increases. Since Khan et al. (1990) acknowledged the crucial role that FDI played in fostering

economic growth through investment, FDI is an important variable in this study.

3.5.3 Inflation GDP deflator annual

Inflation When the GDP implicit deflator reflects the yearly growth rate of inflation, it indicates
the pace of price change across the entire economy. It also serves as a gauge of price increases
for domestically produced products and services, including those that are exported. The variable
displays the rate of inflation over the entire economy, for instance, using producer and consumer
price indices. In the SADC area, statistically significant in explaining the dependent variable of
GDP. As a result, we can state with confidence that the GDP deflator's major impact on these
countries' economic growth. Inflation has a negative effect on economic growth as measured by
the GDP deflator. Economic growth will slow down if the general price level of the economy

as a whole rises.

3.5.4 Imports
An import is a good or service bought in one country that was produced in another country. In
another words it is a product or service produced abroad and purchased in your home country.

Imports affects negatively the economic growth in SADC countries. If a country have more
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imports than exports it faces a BOP deficit. This B.O.P deficit decreases the economic growth
(GDP) of an economy. In this research there is a negative relationship between imports and
economic growth.57

3.5.5 Exports

Exports have a beneficial effect on GDP (gross domestic product). This result is in line with
earlier studies that discovered a beneficial connection between exports and economic
expansion. Increased exports by SADC members indicate that economic growth will also be
higher. Similar to this, a 2012 study by Akinlo revealed that exports can boost economic growth
in African nations so long as there is also enough investment in education. According to the
export-led growth hypothesis (ELGH), increasing exports is one of the key factors influencing

economic growth.

3.6 Conclusion

This chapter laid down the methodology and the model which determine the impact of inflation
on economic growth in SADC. For validity of regression model, the chapter explained
diagnostic tests for panel data analyses and data sources. The following chapter will concentrate

on the estimation and interpretation of the discussed model and diagnostic tests on residuals.
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CHAPTER IV
DATA PRESENTATION, ANALYSIS AND DISCUSSION

4.0 Introduction

This chapter represents the results of the research carried out on the impact of inflation on
economic growth in Southern African Development community (SADC). The results from the
empirical regression estimations conducted in this project will be represented, analysed
interpreted and discussed. The study results will be generated using both the random and fixed
effects model and will also be subjected to a range of diagnostic tests to ensure their

multicollinearity and validity.

4.1 Descriptive statistics

For the years 2001 through 2020, | use annual data from the World Bank Development
Indicators (WDI), IMF International Financial Statistics (IFS), Penn World Tables (PWT),
Freedom House, and Polity IV database. Real GDP (growth), the Consumer Price Index, and
the GDP deflator are the economic growth and inflation indicators used in the analysis. Because
it accurately captures the loss of purchasing power or financial loss of value incurred by holders
of cash, fixed-return assets, and fixed-income due to the effects of inflation (Roubini and Sala-
i-Martin, 1992), | prefer to use the consumer price index and inflation GDP deflator throughout
the study. These writers contend that governments are able to restrain the financial sector as a
convenient source of revenue for the public budget by using inflation (GDP deflator). I replicate
their research and employ a set of variables that account for elements that affect economic
expansion. These include the Consumer Price Index (2010 = 100), foreign direct investment,
imports and exports of goods and services as a percentage of GDP, as well as inflation and the

yearly GDP deflator.

24



Table 1 Descriptive Statistics for Predictor Variables

These are the independent variables in the study:

1 @ 3) (4) (5)
VARIABLES N mean sd Min max
Consumer price index(100) 2010 320 112.5 161.9 0 2,725
FDI 320 -7.090e+08 2.825e+09 -2.511e+10 1.273e+10
Imports 320 43.74 26.71 0 117.2
Export 320 35.52 22.37 0 108.0
Inflation GDP deflator annual 320 13.34 40.69 -16.76 604.9
Number of COUNTRIES 16 16 16 16 16
Table 2: Descriptive Statistics for the Dependent Variable
The dependent variable of the study Economic Growth (GDP)
1 @ @) (4) (%)
VARIABLES N mean sd min max
GDP Growth annual 320 3.574 4709 -17.67 2145
Number of COUNTRIES 16 16 16 16 16

4.2 Diagnostic test
4.2.1 Multicollinearity Test

Guijarati (2004) outlined several methods, including the use of a correlation matrix, to determine

whether multicollinearity exists in a dataset. When variables in a regression model have a

significant correlation with one another, multi-collinearity occurs. The decision rule based on

the correlation matrix is to check for an absolute value that is more than 0.8 to ascertain whether

multi-collinearity is present in the data. If there is such a correlation between two variables, it
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indicates that there may be multi-collinearity as a result. Gujarati (2004) offered instructions for
spotting multi-collinearity in a regression model, with one of the techniques being the usage of
a correlation matrix. Searching for an absolute correlation value of larger than 0.8 between two
variables is the decision criteria for identifying multi-collinearity in the correlation matrix. The
results are displayed in Appendix 7. Since all of the coefficients are less than 0.8, the results
indicate that there is no multi-collinearity between the variables, and we therefore accept the
null hypothesis. The multi-collinearity null hypothesis states that there is no significant
correlation between the predictor variables in a regression model. In other words, there is no

linear relationship between the independent variables in the model.
Table 3 Matrix of correlations

Matrix of correlations

Variables (1) () (3) (4) Q)
(1) CPI 1.000

(2) FDI 0.028 1.000

(3) Imports -0.074 -0.056 1.000

(4) Exports -0.059 -0.001 0.723 1.000

(5) Inflation GDP 0.757 0.034 -0.071 -0.034 1.000

4.2.3 The Breusch-Pagan Lagrange multiplier (BPLM)

Before choosing between the random effect model and the pooled OLS model, it is crucial to
evaluate whether random effects are present. This can be accomplished using the Breusch-Pagan
Lagrange multiplier (BPLM) test. The test's findings are shown in Appendix 4, where a
probability value of 0.0000 is displayed, showing the presence of random effects in the data. The

fixed effects model is therefore the most appropriate one for our investigation.
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4.2.4 Heteroscedasticity — Breusch-Pagan test

We confidently choose the fixed effects model and check for the presence of heteroscedasticity
in the model because the Hausman test has ruled out the Random effects model and the
Lagrangian Multiplier has rejected the pooled OLS model. The Breusch-Pagan test was used to
determine whether heteroscedasticity existed in this study. The test's findings are presented in
Appendix 7. Given that the p-value is 0.0001 and there is substantial evidence for
heteroscedasticity in the model's predictor variables, we reject the null hypothesis that there is
homoscedasticity at the 1% level of significance.

Heteroscedasticity Test: Breusch-Pagan-Godfrey

F-statistic 1.669001 Prob. F(5,314) 0.1417
Obs*R-squared 8.284298 Prob. Chi-Square(5) 0.1412
Scaled explained SS 25.83642 Prob. Chi-Square(5) 0.0001

Ho: There is no significant correlation between the predictor variables in the regression model.
We accept the null hypothesis

4.3 Fixed Effects versus Random Effects

The results of the regression analysis of the effect of inflation on economic growth in the
Southern African Development Community (SADC) for the years 2001 to 2020 are shown in
the tables below. The study covers 12 nations in the region over a 20-year period, from 2001 to
2020. The data were analysed using models with random effect and fixed effect. The Southern
African Development Community's (SADC) relationship between inflation and economic
growth is shown in the table along with the results of the regression models. Stata version 14

was used to conduct the statistical analysis
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Table 4 FIXED EFFECTS TABLE

1)
VARIABLES FIXED EFFECTS
Consumerpriceindex2010100 -0.00629**
(0.00243)
Foreign direct investment 1.66e-10*
(9.46e-11)
Inflation GDP Deflator annual -0.00901
(0.0100)
Imports of goods and services -0.0498*
(0.0273)
Exports of goods and services 0.129***
(0.0456)
Constant 1.650
(1.053)
Observations 320
Number of COUNTRIES 16
R-squared 0.070

Standard errors in parentheses
*** n<0.01, ** p<0.05, * p<0.
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Table 5 RANDOM EFFECTS TABLE

1)
VARIABLES RANDOM EFFECTS
Consumerpriceindex2010100 -0.00654***
(0.00240)
FDI 1.72e-10*
(9.26e-11)
Inflation GDP deflator annual -0.00846
(0.00977)
Imports -0.0326
(0.0210)
Exports 0.0517*
(0.0282)
Constant 3.575%**
(0.791)
Observations 320
Number of COUNTRIES 16

Standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1

4.4 The Hausman Test

The Hausman test is a statistical test used to determine whether the fixed effect (FE) or the
random effect (RE) model is more appropriate for a given dataset. The test compares the
estimated coefficients from both models and examines whether they differ significantly from
each other.

The null hypothesis:
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Ho: Difference in coefficient not systemic, in this test we accept the null hypothesis.

Table 4: Hausman test

Chi-Sq.
Test Summary Statistic ~ Chi-Sq. d.f. Prob.
Cross-section random 19.572340 5 0.0017

The Hausman above shows a probability of 0.0017, we reject the null hypothesis at 5% level of
significance. Therefore this suggests that the random effects is more appropriate and suitable

for results interpretation.

4.5 Interpretation of results
The estimation of this study thus, ‘the impact of inflation on economic growth in Southern
African Development Countries’ was concluded using random effects model as shown in the

below regression table.

RANDOM EFFECTS TABLE

1)
VARIABLES RANDOM EFFECTS
Consumerpriceindex2010100 -0.00654***
(0.00240)
FDI 1.72e-10*
(9.26e-11)
Inflation GDP deflator annual -0.00846
(0.00977)
Imports -0.0326
(0.0210)
Exports 0.0517*
(0.0282)
Constant 3.575***
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(0.791)

Observations 320
Number of COUNTRIES 16

Standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1

The approximated regression equation by the random effect model is:
GDP= 3.575- 0.0065CPI+ 1.72e-10FDI + 0.0517X — 0.0326M -0.00846INFLATIONGDP
Where

%+ GDP = Gross Domestic Product (Economic Growth)
% CPI = Consumer price index (2010 base year)

% FDI = Foreign Direct Investment

s X = exports

% M= imports

% INFLATIONGDP= inflation GDP Annual

Consumer Price index

Economic growth (GDP) and the consumer price index (CPI) have a negative relationship in
this study. Economic growth will be reduced by 0.0065 percent for every 1 percent increase in
the consumer price index. Consumer price index is a predictor variable that is incorporated into
the model to help explain the connection between inflation and the economy of the SADC area.
The researcher discovered from the study's findings that this association is statistically
significant, with a p value less than 5%. The results of the negative correlation between inflation
and economic growth are -0.0065,

Where *** p<0.01, ** p<0.05, and * p<0.1.

Foreign direct investments
The study found that FDI is statistically significant at the 1% level of significance, with a p-
value of 0.001 which is less than 0.01. The positive coefficient of 1,72e-10 suggests that a 1%
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increase in FDI will result in a 1.72e-10 % increase in GDP. According to Adam, S. 2009
Foreign direct investment can promote the adoption of new technologies through technology
spill overs in the production process. Adams S. research also discovered that FDI positively
affects SADC economic growth and is statistically significant at the 1% level of significance
with a p-value less than 0.01. Therefore, based on the findings, the null hypothesis of this
research, which states that there is no significant relationship between FDI and economic
growth in Southern African Development Community Countries, is rejected where *** p<0.01,
** p<0.05, * p<0.1.

Inflation GDP deflator annual

Inflation GDP deflator annual represents the rate of price change in the economy as a whole
when inflation is determined by the GDP implicit deflator's yearly growth rate. It also serves as
a gauge of price increases for domestically produced products and services, including those that

Nominal GDP

are exported. The formula for calculating GDP deflator is GDP Price Deflator = Roal GDP

100

Statistically insignificant in relation to the SADC region's GDP as the dependent variable. As a
result, we cannot state with certainty that the GDP deflator's major impact on these countries'
economic development. It is important to note that the variable has a negative coefficient,
indicating that there may be a negative correlation between the GDP deflator and inflation.
Economic growth (GDP) will decrease by 0.00846 percent for every 1 percent increase in the
GDP deflator. This outcome is consistent with the idea that the GDP deflator measures inflation.

The results are statistical significance, the p value is 0.00977.

Imports

The variable of imports have a negative coefficient in the model. This means that imports affects
negatively the economic growth (GDP) in SADC countries. The increase in imports by 1 % will
lead to a decrease in GDP by 0.0326%. This is because South Africa is the most country that is
dominated trade of SADC countries. Too many imports in countries of SADC from South
Africa in relation with exports can distort a community’s balance of trade and devalue its local
currency hence the economic growth will decrease. However, the variable is statistically
significant, with a p-value of 0.0210, indicating that we cannot reject the null hypothesis that
imports is significant in explaining GDP in SADC countries where *** p<0.01, ** p<0.05, *
p<0.1. Similarly, a study by Vitek and Zhu (2016) found that high levels of imports can lead to
lower growth rates.
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Exports

The results of the regression model shows that there is positive relationship between exports
and economic growth (GDP). The positive coefficient of 0.0517 suggests that a 1% increase in
exports can result in a corresponding increase in economic growth. This finding is consistent
with previous research that has found a positive relationship between exports and economic
growth. The p value of the variable exports is statically significance with p value of 0.0282
because it is in the range p<0.01, ** p<0.05, * p<0.1. If countries in SADC have increase their
exports this means that the economic growth will also increase. Similarly, a study by Akinlo
(2012) found that exports can have a positive impact on economic growth in African countries,
provided that it is accompanied by sufficient investment in education. The export-led growth

hypothesis (ELGH) postulates that export expansion is one of the main determinants of growth.

4.6 Summary

This chapter presented model estimation and analysed the findings of the study relating to the
effects of inflation on economic growth in Southern African Development Community. The
model shows the relationship between inflation and Economic growth (GDP). Foreign direct
investment and exports have positive relationship with Economic Growth (GDP). Consumer
price index, inflation GDP Deflator and imports have negative relationship with economic
growth (GDP). Moreover, basing on the finds of this research, the next and final chapter will
provide a summary of the whole study, conclusion and some recommendations and suggestions

of further study.
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CHAPTER YV
SUMMARY, CONCLUSION AND RECOMMENDTION

5.1 Introduction
In this chapter the researcher is going to give the summary the research, conclusion and making
recommendations to give very specific and feasible plan of action. Therefore, this chapter

discusses the recommendations and conclusion of this study.

5.2 Summary

The primary objective of the study was to examine the relationship between inflation and
economic growth in the Southern African Development Community (SADC). The study found
that inflation has a negative impact on economic growth. In every SADC country between 2001
and 2020, the study was carried out. Both exports and foreign direct investment support
economic expansion. Consumer price, inflation, and GDP indexes The deflator and imports
both hinder economic expansion. This suggests that when inflation increases, economic growth

would be slower.

In the first chapter, which gave a general overview of why the research was necessary, the
background of the study, the research questions, the study's aims, and a summary of the problem
were all stated. This guided the course of the research. The focus of the second chapter was a
study of the evidence that supported the assertions made by other academics about how inflation
affects economic growth. The third chapter then focused on the model's specification in order
to evaluate the premise from the first chapter and offered evidence for the factors influencing
SADC's economic growth.

5.3 Conclusion of the Findings

The major objective of this study was to investigate the relationship between inflation and
economic growth in the Southern African Development Community (SADC). We made use of
annual panel data from 2001 to 2020. It can be considered that the estimates are reliable and
accurate because none of the variables passed diagnostic tests for serial correlation and
heteroscedasticity. In order to examine the influence, regression analysis and a stationary test
were both used in this study. The results of the regression study show that inflation has a
detrimental effect on the rate of economic growth in the Southern African Development

Community. This demonstrated how inflation has a detrimental effect on the economic
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development of the Southern African Development Community. In Ghana, (Quartey, 2010)
found the same results. The Hausman test method and the correlation coefficient were used to
ascertain the relationship between inflation and GDP. The results of the Hausman test using
random and fixed effect models showed that from 2001 to 2020, there was a negative correlation
between inflation and economic growth. There was only a brief, statistically significant negative
connection found. These results are consistent with those of other studies, such as those
conducted by Ahmed (2010), Chimobi (2010), and Carneiro and Faria (2001). The study also
found that changes in total price levels have a significant impact on GDP. According to the
study's findings, GDP is -0.8 times less responsive to changes in general price levels than they

are to changes in price levels.

5.4 Policy Implications and Recommendations

According to this research, an increase in the general level of prices (inflation) has had a
detrimental effect on the Southern African Development Community's ability to sustainably
expand its economy. These findings show that promoting economic growth depends on
managing inflation, which has important policy implications for both home policymakers and
development partners. Therefore, maintaining low (single digit) inflation should be a top
priority for policymakers. According to the studies, inflation can be blamed for about 119.8%
of GDP variations, making inflation rate stability a key factor. This would imply that any
alteration in the neighbourhood’s average price level has a significant impact on economic
growth. The study came to the conclusion that it is critical to address all concerns, including the
energy crisis, exchange rate instability, an expansion of the money supply, and inadequate

agricultural production, in order to encourage economic growth.

The government should move away from hydroelectricity and toward alternative sources of
energy, such as gas, as the energy problem and inadequate agricultural output were the primary
contributors to the three digit inflation rate in Southern African Developing Countries.
Continuous energy supply is essential for manufacturing because higher production increases
economic growth by lowering the cost of goods and services. Similar to other industries,
agricultural productivity can be increased by putting money into infrastructure, hiring people,
educating farmers, implementing strategies like low-interest credit programs, and developing
long-term markets for their products. The elasticity coefficient of GDP to the inflation rate is
inelastic because the inflation rate is a significant macroeconomic variable that influences GDP

swings. This may indicate to policymakers that even though there are other factors that influence
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economic growth, such as FDI inflows and outflows, human capital, investment, technological
development, financial systems, a country's geographic location, and government policies like
better upholding the rule of law, reducing wasteful government spending, and increasing public
investment in high-return areas, they are still significant (see Hussain, 2011; Kasidi, 2010). In
order to achieve and maintain strong economic growth (GDP), SADC policymakers should

work to keep inflation at the lowest level achievable.

A contractionary monetary policy aims to decrease the quantity of money that is accessible in
an economy by lowering bond prices and boosting interest rates. In order to lower inflation, the
SADC has implemented contractionary monetary policies, including as increasing interest rates
and reducing the amount of money in circulation. The researcher uses fiscal policy as a tactic
to control inflation in the Southern African Development Community in order to achieve
economic growth. The fiscal tools used to combat inflation are taxes, public borrowing, and
government spending. Fiscal, a group of Keynesian economists, claim that demand pull
inflation results from an excess of overall demand over supply. Spending by people, companies,
and the government—often excessive government spending—increases agreement. This
increase in demand caused by government or household spending can be successfully managed
by fiscal policies. Therefore, fiscal initiatives and policy are effective means of controlling
demand-pull inflation. If public spending is the main contributor to demand pull inflation, it can
be reduced by reducing public spending. The public's demand for goods and services declines
along with a decline in public spending, private income, and consumption spending. Taxing
profits is the most effective way to reduce inflation when demand increases as a result of a rise
in private spending. Taxation on private income reduces both the quantity of disposable income

at issue and consumer spending. The entire demand is consequently reduced.

In the event of an extraordinarily high and prolonged inflation rate, the governments of each
member state of the Southern African Development Community may take both of these steps
simultaneously. In the case that public spending declines, the rate of taxes on private income is
increased to retain control over demand. A kind of concurrent usage of both measures policy is
the surplus budgeting policy, which states that the government should spend less than tax

revenues.
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Appendices

Appendix

Descriptive Statistics

Mean
Median
Maximum
Minimum
Std. Dev.
Skewness

Kurtosis

Jarque-Bera
Probability

Sum

GDP
3.573969
3.996588
21.45206

-17.66895
4.708938

-1.037106
7.081310

279.4594
0.000000

1143.670

Sum Sq. Dev. 7073.537

Observations 320

CPI
112.4716
100.0000
2725.313
0.000000
161.8910
13.32888
213.6865

601326.0
0.000000

35990.92
8360576.

320

Table

INFLATIO

N
13.34133
6.510694
604.9459

-16.76214
40.69229
10.83099
145.8543

278354.6
0.000000

4269.225
528220.2

320

45

FDI
-7.09E+08
-1.94E+08
1.27E+10
-2.51E+10
2.83E+09
-3.356354
31.25979

11249.01
0.000000

-2.27E+11
2.55E+21

320

EXPORTS
35.51781
33.00487
107.9944
0.000000
22.37185
0.785305
3.823086

41.92384
0.000000

11365.70
159659.3

320

IMPORTS
43.73585
38.34441
117.1538
0.000000
26.70729
0.812882
3.538152

39.10291
0.000000

13995.47
227536.0

320



Appendix Table 2
Matrix of correlations

Matrix of correlations

Variables N 2 () 4) (5)
(1) CPI 1.000

(2) FDI 0.028 1.000

(3) Imports -0.074 -0.056 1.000

(4) Exports -0.059 -0.001 0.723 1.000

(5) Inflation GDP 0.757 0.034 -0.071 -0.034 1.000
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Appendix Table 3

Heteroskedasticity Test: Breusch-Pagan-Godfrey

F-statistic 1.669001 Prob. F(5,314) 0.1417
Obs*R-squared 8.284298 Prob. Chi-Square(5) 0.1412
Scaled explained SS 25.83642 Prob. Chi-Square(5) 0.0001
Test Equation:

Dependent Variable: RESID/2

Method: Least Squares

Date: 05/22/23 Time: 21:35

Sample: 1 320

Included observations: 320

Variable CoefficientStd. Error  t-Statistic  Prob.
C 21.68864 6.402684 3.387429 0.0008
CONSUMER_PRICE_INDE

X__20 -0.054181 0.028214 -1.920383 0.0557
INFLATION__GDP_DEFLA

TOR_ 0.181190 0.112691 1.607844 0.1089
FOREIGN_DIRECT_INVES

TMEN 2.06E-09 1.06E-09 1.951388 0.0519
EXPORTS_OF _GOODS_AN

D_SER -0.104531 0.235810 -0.443284 0.6579
IMPORTS_OF_GOODS_AN

D_SER 0.185352 0.198275 0.934822 0.3506
R-squared 0.025888 Mean dependent var 20.94246
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Adjusted R-squared 0.010377  S.D. dependentvar  53.38644
S.E. of regression 53.10872 Akaike info criterion 10.80113
Sum squared resid 885648.5 Schwarz criterion 10.87179
Log likelihood -1722.181  Hannan-Quinn criter. 10.82935
F-statistic 1.669001 Durbin-Watson stat ~ 1.474478
Prob(F-statistic) 0.141705
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Appendix Table 3
Random Effects Table

1)
VARIABLES RANDOM EFFECTS
Consumerpriceindex2010100 -0.00654***
(0.00240)
FDI 1.72e-10*
(9.26e-11)
Inflation GDP deflator annual -0.00846
(0.00977)
Imports -0.0326
(0.0210)
Exports 0.0517*
(0.0282)
Constant 3.575***
(0.791)
Observations 320
Number of COUNTRIES 16

Standard errors in parentheses
**% p<0.01, ** p<0.05, * p<0.1

49



Appendix table 4
FIXED EFFECTS TABLE

1)
VARIABLES FIXED EFFECTS
Consumerpriceindex2010100 -0.00629**
(0.00243)
Foreign direct investment 1.66e-10*
(9.46e-11)
Inflation GDP Deflator annual 0.00901
(0.0100)
Imports of goods and services -0.0498*
(0.0273)
Exports of goods and services 0.129***
(0.0456)
Constant 1.650
(1.053)
Observations 320
Number of COUNTRIES 16
R-squared 0.070

Standard errors in parentheses
*** n<0.01, ** p<0.05, * p<0.
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