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ABSTRACT
The study deter mned trends of inflation invest nent and economc growth in sub-Saharan
Africa and anal ysed the dynamc interaction a mongst invest nent, inflation rate and econonic
growt hinsub-Saharan Africaregion bet ween 1986 and 2012 It also examnedthe direction of
causalityintheinterrelaionshipthat exist anongthese variables and establishedthreshal d effect
of inflation onthe relationshi p bet ween i nvest nent and economc grow hin sub- Saharan Africa
regon These were wth the viewt o deter mning the relationship amongst i nvest nent, i nflation

and econonic grow hinSub- Saharan Aricareg on for the period 1986 t0 2012

Annual secondary data covering the periods between 1986 and 2012 were e npl oyed for the
study. Twenty four countries selected fromthe four main regional economc comnunities in
Sub- Saharan Africa Countries (SSA such as: Economc Comnunities of West African Sates
(ECOWAS); Economc Community of Central African Sates (ECCAS); East African
Comnunity (EACQ andthe Southern African Devel opnent Comnunity (SADC) were used for
the study. Data on gross do mestic product, inflation popul ation export, import, noney supply
and gross fixed capital for mation were sourced fromthe World Devel opment Indicators ( WD)
of the World Bank Tables and graphs were used for the trend anal ysis. Panel vector error
correction nodel (PVECM and nultivariate causalitytests were usedto deter mnethe dynamc
interrelaionshipand causal direction of i nflation invest nent and economc growthintheregion
Thresho d auto-regression was used to deter mne inflationary threshol d effect in relationship

bet ween invest ment and economc grow h for the region

The results showed an upward trend of economc grovih and invest nent as each respectively

rose from 0.35 and -10.98 in 1986 to 3. 77 and 6.99 percent in 2012, while inflation rate
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increased from7. 6 percent in 1986t0 27. 45 percent 1994 before oscillating around 6. 45 percent
al through 2010 to 2012 The result also showed negative i nflation-economc growt h nexus;
negative inflation-investment nexus and positive invest nent-economc growh nexus for the
regon It alsoshowed bidirectional causality betweeninflationand grovth (F =11 36, p <0.05),
while unidrectional causality exists bet weeninvest ment and economc growt h as causality runs
fromi nvest ment to economec grovih (F=2 83 p < 0.05). The relaionshi p bet ween i nvest nent
and inflation was also unidrectional as causality only runs frominflation to invest nent (F =
19.38 p < 0.05). The threshd dregressionresult suggested existence of one inflationthreshol d
val ue of 4. 64 percert. Beyondthisthreshdd value, inflaionrate exerted a significant negative
effect on economc growth (t =-209 p < 0.05). The result also showed existence of |ower
positive influence of invest ment on economc grovih at inflation rate beyond the threshold

val ue.

The study concluded that inflation had negative effect on invest ment and economc growth,
whileinvest nent produced positive effect on economc growt hinsub-Saharan Africaregionfor

the period 1986 to 2012

© Obafen Awd owo University, lle-lfe Ngeria
For noreinfor mati on contact ir-hel p@adife edu ng



OBAFEMI AWOLOWO
% UNIVERSITY 1

o

CHAPTER ONE

I NTRODUCTI ON
11 Backgroundtothe Sudy
One of the major challenges facing nost devel opi ng countries of the world today is howto
achieve sustainable economc growh that can ulti mately lead to economic devel opnent. This
obj ective invol ves producing nore goods and services wththe sanme or less naterias i nput.
Level of invest nent, inflaionrate and other nacroeconomc variables are anmong factors t hat
often affect this grovih objective. Level of invest ment is saidtoincrease growth through its
influence on capital formation (Solow and Swan 1956, Roman, 1986; and Lucas, 1988).
Invest nent is categorizedinto private and publicinvest nent. Privateinvestment i nvol ved private
ownership of businesses wth profit maxi mzation as sole objective. This objective is usually
achieved by augnentation of existing capita stock and someti mes venturing ito new ones.
Though, the financia benefit of private investments only accrues to their owners, but their
i npact presents national i nplicationfor an economy. The publicinvest ment onthe other hand,
invol ves governnent i nvest nent oni nfrastruct ure, hunan capital and ot her i nvest ment actiwties.

These t wo kinds of invest nent enhance econonc effidency and prosperity of a country.

However, inflaionis saidtoexert negative effect on growt h by reduci nglevel of i nvest nent and
productivity (Fscher, 1993). Wen prices rise for comnodities and other services, the entire
econory is affected The rising prices, known as inflation affect the cost of carrying out
invest ment and every ot her facet of the economy. As pricesrise the val ue of I ocal currency may
declines, eroding its purchasing power wth each increase in the price of basic goods and
services. Lowinflation may hel pan econony torecover fromeconomc recession or depression

as the cost of borrow ng money for invest nents activities may likel yto be lower.
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Rel ati onshi p bet weeni nflationand economc growt h usually plays out li ke a delicate dance. For
instance, the growt h of gross donestic product ( GDP) is vital insti mul atinginvest nent decision
If overall economc growh is declining or merely holdng steady, it may reduce private
conpanies’ profit Wwhichisthe pri mary driver of i nvest nent perfor nance. However, excessive
GDP growh rate is also dangerous to an economy as it nost likely comes wth increased
inflation rate which erodes i nvest nent gai ns by maki ng money and future corporate profits | ess
valuable. This explains why t wn policytargets of price stability and i ncentives for i nvest nent
attraction have been an irtegral preoccupation of nost governnents of devel oping economes
especially the Sub-Saharan African countries. This i nplies a linkage amongst invest nent,
inflation and economc grow h as the effect of inflation on economc grow h can be eval uated
withinthe frame of changinglevel of invest nent. This alsoi npliesthat i nvest nent andi nflation

rates are i nportant factors that nay reduce or trigger economc grow h process.

The conventional perception of these three variables is that there exist aninverse relationship
bet ween inflation and grow h while invest ment prowvides the channel for trans mttinginflation
i npact into economc grovth (Socknman 1981). It is generally accepted that inflation has a
negative effect on bath mediumand I ong-run growth due toits influence on invest nent and
productivity grow h ( Barrg 1991, Fscher, 1993; and Bullard and Keating 1995). Hghinflation
raeis saidto cause various distortions inthe economy as it increase commodities prices and
decreases t he val ue of real inconme of househaol ds. The falling val ues of real incone discourage
househol ds saving which may in turn reduce supply of loanable funds for invest nent. This
i npliesthat highinflaionrate may reduce econom ¢ grow hsince economy needs a certainlevel

of savings to finance invest nent progjects.
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Further nore, highinflation rate alsoinfl uences invest nent and growt hthrough its distortion of
labour market, capital market andinternational conpetitiveness. Uncertaintyininflation creates
the possihility of short ter mcontracts bet ween e mpl oyees and e npl oyers. This may giveriseto
frequent renegatiaion of wages resulting in reduced productive hours wth its negative
consequent on grow h Inflation can equallyreduce i nternational conpetitiveness of a countryif
her exported goods and services aret 0o expensi vet o attract prospective buyers when conpared
with goods and services from other courtries. This may increase currert account deficit

especialyif such country is ani nport dependent courtry.

Many studies have confirmedthis negative rel ati onshi p bet weeni nflati on andi nvest nent as well

as bet weeninflaionand economc grovth If anecononyis naot fullyadjustedtoa givenrate of

inflation it may suffer fromrelative price distortions and since nomnal interest rates are often
contrdled the real interest rates beconme negative and vol atile, discouraging savings. During
periods of hi ghinflation econom c agentsissai dto experience difficutiesinlong-ter mplanni ng
as a result of uncertainty about future prices. This restrains them from entering into new
contract, decreasing the quantity and qualities of new invest nent which declines economc

growt h process (Nchaas, 2012, and Ahortor and Adenutsi, 2009).

On the contrary, theories and enpirical studies have presented positions that questioned this
conventional perception whereinflationis shown to be a necessary | ubricant for the wheels of
economc growh They focused on whether highinflationrate distorts i nvest nent decisions or
not. Evidence fromt heir studies showed that | owi nflation rate affects level of i nvest nent and
economc growh Hghinflaion rate is said to encourage growt h through redistribution of

incone which enhance higher saving for capitaists, driving up invest nent and economc

© Obafen Awd owo University, lle-lfe Ngeria
For noreinfor mati on contact ir-hel p@adife edu ng



OBAFEMI AWOLOWO
% UNIVERSITY 4

growth It alsoincreases economc grow h by raising profit rates which sti nulates an i ncrease

invest nent level inan econony (Haslag 1997, and Lioui and Poncet, 2008). Tobin (1965)
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