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Abstract

The study focuses on economic growth in SADC by examining the role of institutional variables; determining the key
drivers and finding out the strength of the marginal effects of institutional quality. The study used a GMM estimator by
Arellano and Bond (1991) and annual country data covering the period 1996-2010. Good quality institutions have an
indirect impact on growth by working through trade openness, gross fixed capital formation, financial openness, human
capital and savings ratio. Government stability, improved government effectiveness and absence of conflicts have direct
effect on economic growth. High inflows of foreign direct investment are beneficial in the presence of low levels of
political violence. The generic determinants of economic growth are necessary but not sufficient in explaining economic
growth. Thus any reforms meant to enhance economic growth in SADC should give priority to putting in place good
quality institutions which are a vital precondition.
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1. Introduction
1.1Background to the Problem

The discussions on economic growth, in literature, have been focusing on mainly two growth theories advocating for
growth which is led by the accumulation of both physical and human capital. Theoretical works focusing on the
determinants of growth include Solow (1956), Romer (1990), Barro (1991) and Barro and Sala-i-Martin (2004).
Empirical works have focused on the aspects of growth at country level while cross country studies are still rare.
Research work on linkages between growth and its various determinants is still inconclusive which is evidenced by the
different theories of growth that have failed to agree on the drivers of growth.

However attention is now focusing on the contribution made by quality of institutions to economic growth. Institutions
are comprised of formal and informal constraints like cultural norms and particular organizational structures covering
common law, Lal (1998). They are constraints devised by humans that structure political and social interactions.
Informal constraints comprise of sanctions, customs, traditions and codes of conduct while formal rules comprise of
constitutions, laws and property rights, North (1990). They are guidelines upon which members of a society interact and
shape the behavior of economic agents. Failure to follow these guidelines gives rise to economic ills like corruption,
lack of respect of property rights, lack of government effectiveness and collapse in regulation which may adversely
affect the allocation of resources and economic growth. The role of institutions on their influence on the decisions made
by investors to put resources into beneficial economic projects has been explained by Acemoglu et al (2001) and Rodrik
et al (2004), Glaeser et al (2004), Sala-i-Martin (2002). Political systems, for example, influence economic performance
in democratic environments which also affect the regulation of economic activities and later on growth. The removal of
political impediments creates a better business environment which supports stronger growth potential. The role of
institutions on growth has recently shifted the direction of policy at country, regional and international levels. The study
takes a closer look on the strength of the relationship between growth and quality of institutions at regional level.

The Southern Africa Development Community (SADC) comprises of 15 countries being middle income (South Africa,
Namibia, Botswana, Mauritius and Swaziland), low income (Madagascar, Malawi, Mozambique, Tanzania and Zambia)
and fragile economies (Democratic Republic of Congo, Lesotho & Zimbabwe) and oil exporting (Angola). The
majority are land locked, with narrow production bases, well endowed in natural resources, having agro-based
economies and huge reliance on the clothing industry. One of the key initiatives for the regional bloc has been to make
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joint and supportive policies on attaining economic growth. The growth targets set out in regional indicative strategic
development plan (RISDP) have not been attained which now call for conceited efforts to identify the drivers of growth.
The growth rate in output has been erratic over the past decade which dampens the possibility of attaining the aims set
out in the RISDP (see SADC (2011) for detailed survey). Attaining of these objectives cannot be possible by focusing
only on standard determinants of growth in literature.

Literature shows that the strength of institutions is an important provision necessary for growth and studies on cross
country level on the contribution of institutional factors on growth includes: Mauro (1995), Rodrik (1997), Julilian et al
(2007) and Le (2008). This study was motivated first by the lack of consensus on the key drivers of economic growth in
literature and secondly by the failure in literature to adequately capture the contribution made by institutional quality
factors. Hassan et al (2011) shows that well-functioning financial systems are necessary but not sufficient for growth.
The role of Institutions in fostering growth is still not fully explained by standard growth models hence the connection
between the quality of institutions and economic growth still needs attention. This paper makes a contribution to the
current debate by using a regional approach and employing the individual institutional variables as opposed to the
widely used composite institutional measures. Specifically the study looks at the following questions:

= What are the key drivers of economic growth in the SADC region?
= |s the strength of institutions a vital precondition for economic growth in SADC?

= How do institutional factors explain economic growth in SADC region? Is there a direct or indirect
connection?

= How significant are the marginal effects of institutions on economic growth in the SADC region?

The rest of the paper is organized as follows: the next subsections under section 1 provide a detailed review of literature
on economic growth, institutions and other determinants of growth, section 2 explains the data and methodology issues,
section 3 presents and discusses the findings and section 4 provides the conclusions and policy issues.

1.2 Review of Literature
1.2.1Conceptual Framework

Economic growth is driven by several factors being supported by different theoretical underpinnings. Growth can be
motivated by the buildup and use of existing and new capital. Human capital is mobilized through formal education
and/or training received while at work. This concurs with the endogenous growth model (Lucas (1988) gives detailed
discussion) which purports that growth emanates from the accumulation of human capital and innovation. The free
movements of human capital across boundaries generate spillover effects which increase the industries’ ability to
employ and increase the income generating capacity. Thus accumulation of human capital will in the long term generate
growth. Solow’s model in 1956 argues that growth is supported by investment (physical capital) which allows a country
to follow a steady state growth path due to improvements in technology. When a country operates under autarky citizens
are exposed a low quality of life but this changes upon removing the boundaries created by the production frontiers,
(Adam Smith, 1776) and David Ricardo, 1951). The division of labor allowed producers to reduce production costs and
remain competitive.

The main theories of growth fail to agree on the drivers of economic growth. There is a shift in literature from the
standard models of growth due to the realization that institutional factors play a key role in driving economic growth,
(see Acemoglu and Johnson, 2005 and Dixit, 2004 for detailed survey). Institutions should be considered by looking at a
set of factors which are related to the way in which a society and an economy interact. The role of institutions is to
account for factors related to the protection of property rights, enforcement of contracts, perceptions on how legal
system can be predicted and be made effective, quality regulation, the transparency of governance and control of
corruption, Sala-i-Martin (2002). The quality of institutions facilitates the efficient allocation of resources and effective
decision making process which subsequently increase growth in the long term. The study gives an extensive discussion
of institutional factors and other determinants of growth in the subsequent section.

1.2.2Empirical Review

Significant strides have been made on the discussions on economic growth both in developed and developing nations
using time series and panel data as well as firm level and country level data. Determinants identified in literature
include: financial development, investment, inflation, trade openness, remittances, savings level, foreign direct
investment and institutions. This paper examines the role of institutions in driving growth in a regional block which is
not a new phenomenon though inconclusive. There are two strands of literature on institutions: the first advocates for
the fact that institutional quality promotes growth while the second argues that it retards economic growth in the long
term and discussions follow below.

Studies showed that good governance, institutional reforms and improvements in the educational system enhance levels
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in economic output and efficiency thus a country with better institutions experiences superior performance. A sound
institutional framework is vital for financial development to have greater effects on economic growth thus an economy
benefits more by developing stronger institutions. Good quality institutions should be supported by a large share of
human capital in research and development, (Tebaldi and Elmslie, 2008; Gylfason and Hochreiter, 2008; Hill and
Menon, 2013; Aron, 2000; Bhupatiraju and Verspagen, 2013). Poor countries are likely to suffer from low growth, even
though there is more financial base, due to weak institutions. The rate of growth is lower during periods in which there
are higher chances of government collapse, (Demetraides and Law, 2004 and Alesina et al, 1996). Some studies show
that human capital is the driver of growth and not institutions and that there is little evidence of a robust negative
connection between institutions and performance indicators, (Glaeser et al, 2004 and Commander and Nikoloski, 2010).

There are two schools of thought showing that corruption and economic growth have bidirectional causality and that
corruption can be harmful (by increasing uncertainty, levels of inefficiencies in government expenditure, reducing
investment in physical & human capital, increasing political instability and the cost of doing business) to growth. The
negative effect of corruption on growth can either be direct or indirect as it works through other variables but this can be
reduced in countries with low governance levels and high degrees of regulation, (Acemoglu and Verdier, 1998; Mo,
2001; Venard, 2013; Asiedu and Freeman, 2009; Farida and Ahmadi-Esfahani, 2006; Hodge et al, 2009; Mauro, 2004;
Aidt, 2009; Gyimah — Brempong, 2001). Some studies argue that corruption enhances growth through reducing
government consumption, facilitating efficient processing of projects and increasing trade openness. It is the most
significant determinant for investment growth in transition economies, (Goel, 2011; Heckelman and Powell, 2008 and
Podobnik et al, 2008). Generally there is no consensus on the effect of corruption on growth for example Drury et al
(2006) further showed that corruption has no significant effect on growth.

Growth is experienced where the voice of citizens positively influence the effectiveness of government, (Maria-Carmen,
2009 and Cooray, 2008). Papaconstantinou et al (2013) argues that bureaucracy together with corruption negatively
affects growth but the causal relationship moves from corruption and bureaucracy to economic growth.

The impact of political regimes (democracies) on economic growth varies across countries as they survive in developed
countries and they have no effect on investment and growth of total income. Evidence suggests that economic
development and democracy have bidirectional causality, democracy has no direct effect on economic growth which
differs among countries, (Robinson, 2006 and Narayan et al, 2007). There are studies showing that economic
democracy has an positive effect (reinforces) on growth in transition economies but there is no relationship between
political democracy and growth, it works indirectly through economic liberalization and improved democracy
constrains the actions of corrupt officials, (Sandalcilar, 2013; Fidrmuc, 2003; Almeida and Ferreira, 2002; Rivera-Batiz,
1999; Kurzman et al, 2002).

The investment profile improves growth by creating a good environment that enhances the level of Foreign Direct
Investment (FDI) flows to the host country. Countries with a greater scope of economic freedom register high growth in
Gross Domestic Product (GDP) but such findings are mixed, (Busse and Groizard, 2008; Prochniak and Witkowski,
2013; Julilian et al, 2007; Haidar, 2012). The quality of regulation should be supported by the improved liquidity of
financial markets, efficient regulatory policies and a greater scope of economic freedom.

Several studies support the view that the rule of law and strong legal systems are a pre-condition for growth in
developing economies and that legal obstacles impede growth, corruption renders the law ineffective and weakens
property rights which increases uncertainty, (Hasan, 2010 and Schmid and Higbee, 2004). However Wo-Cumings (2006)
argues that legal traditions and institutions cannot determine the nature of the state and its role in the economy. Hence
they do not determine the course of economic development, but this finding cannot be generalized as the study focused
only on East Asia.

The other factors driving growth include capital inflows, human capital, investment, foreign direct investment, trade or
economic openness, stock market liquidity, per Gross domestic product and good macroeconomic management, (Hill
and Menon, 2013; Le, 2008; Coutinho, 2012; Chumacero and Fuentes, 2005; Gutierrez, 2005; Ndambiri et al, 2012;
Tiwari and Mutascu, 2011; Rahman & Salahuddin, 2010; Caporale et al, 2004; Shahbaz et al, 2008). While factors that
retard growth include: remittances, high inflation, (Le, 2008; Coutinho, 2012; Rahman & Salahuddin, 2010). There are
studies which argue that remittances exert weak and positive impact on economic growth over the long term and they
affect growth indirectly through consumption levels, savings and investment expenditure, (Catrinescu et al, 2006;
Leon-Ledesma, 2004; Lucas, 2005). The long term impact is enhanced with the presence of credible economic policies
and institutions. Total factor productivity was explained by exogenous technological shocks, terms of trade, price of
investment goods relative to consumption and distortions as explained by the share of fiscal expenditures, the direction
of causality between investment and growth is bidirectional, and productivity improves as human development
(expenditure on health and education) improves, (Chumacero and Fuentes, 2005; Gutierrez, 2005; Ramirez et al, 1997).
However, Flier et al (1999) argues that causality moves from stock market development to economic growth in less
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development countries while Liang and Reichert (2006) show that it is the other way round.

Trade reduces the productivity gap between the less developed and advanced regions despite the existence of innovative
industries in the later. Productivity improves as a result of increased foreign competition and trade liberalization
improves social welfare, (Muendler, 2002; Manni and Afzal, 2012; Tan, 2012; Shaheen et al, 2013, Asiedu, 2013; Dava,
2012; Bajona et al, 2010). Evidence also shows that there may be no connection between real GDP and trade
liberalization and the connection can turn out to be negative if it exists. Growth rates may even slow down during
episodes with free trade than under autarky. Liberalization works well with improved institutions like good regulatory
policies on credit, labour and product markets, (Bajona et al, 2010; Biwott et al, 2013; Baliamoune-Luzt and
Ndikumana, 2007). FDI is another key determinant of economic growth as described in literature. It acts as an important
vehicle for the transfer of technology which contributes more to growth than domestic investment when working with a
minimum threshold of human capital. A more developed financial system positively contributes to the process of
technological diffusion associated with FDI, (Borensztein et al, 1998; Hermes and Lensink, 2003). This is however
dismissed by Carkovic and Levine (2002) who argued that the exogenous component of FDI does not exert a robust,
independent influence on growth.

The findings in literature are diverse and depend on the data and method of analysis used. There is no general consensus
on the effect of institutional variables on growth using country specific data. Findings show that the effect of
institutional variables can be positive, negative or there is no effect on growth. These findings suggest that more work
still needs to be done considering a regional block particularly in an African context. There is still limited discussion on
the SADC region on the role of institutions which leaves room for further analysis. This study contributes to the debate
by using panel data approach and country level data within a regional framework. These countries share common
principles and guidelines in their endeavor to attain growth. Thus the discussion on economic growth will be incomplete
without considering the role of institutions, and also their interaction with other important determinants of growth.

2. Methodological Issues: Data and Modeling
2.1 Description of Data

The study used annual panel data for the period 1996-2010 being obtained from the World development Indicators
(WDI) and international country risk guide (2014). The period is chosen based on data availability for 11 countries
while others were excluded for lack of data and due to instability. Dynamic model was utilized which gains support
from several studies, (Baltagi, 2005; Julilian et al, 2006; Catrinescu, 2006; Hsiao, 2003). Panel data analysis suggests
that countries are heterogeneous, controls for heterogeneity and collinearity, gives more data points, brings more
variability, gives more degrees of freedom, increases efficiency, allows study of speeds of adjustment to policy changes,
allows us to discover and quantify effects that may not be detected using time series or cross sectional data.

2.2Description of Variables
Economic growth (GDR,) = F(GDP,, ,, Trade Openness, Inflation, Credit to Private Sector, Gross Fixed Capital

Formation , Financial openness, Domestic Credit by Banking sector, Savings ratio, Remittances, Human capital, Quality
of institutions). These determinants of economic growth have been proved to be robust in literature and we discuss their

measurements and expected effect on economic growth is in parenthesis [ ] below:

Trade openness (TO) is the sum of imports and exports of goods and services divided by gross domestic product
[positive]; Inflation (IF) measures the annual percentage change in the cost to the average consumer of acquiring a
basket of goods and services [negative]; Credit to Private Sector (CPS) as percentage of GDP represents financial
resources provided to the private sector [positive]; Gross fixed capital formation (GFCF) consists of outlays in addition
to fixed assets of the economy plus changes in the level of inventories [positive]; Financial openness (FDI) is the
inflows of investment to acquire a lasting management interest in an economy other than that of the investor [positive];
Domestic credit by banking sector (DCB) represents credit provided by the banking sector to various sectors on a gross
basis except central government [positive]; Savings ratio (SR) is act as withdrawal from circular flow of income which
diminishes the rate of growth in the short term, it is the amount left after consumption expenditure. In the long term
savings will act as a vehicle for sustained growth as more fixed capital is acquired [positive]; Remittances (Rem) is
represented by current transfers by migrant employees and income earned by nonresident workers [ambiguous];
Investment in Human capital (HC) is given by the ratio of total enrolment to the population of the age group that
officially corresponds to level of education [positive].

The key explanatory variable is quality of institutions which has been broken into five variables. Values closer to one
are good as they mean good regulation quality, low corruption, strong law and order, more responsive government and
low level of bureaucracy: Regulatory quality (RQ) is a measure of the risk to investments and investor protection
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[positive]; Law and order (RL) measures the strength and impartiality of legal system [positive]; Democratic
accountability (VA) is a measure of how responsive the government is to its citizens[positive]; Corruption (CC) shows
the level of corruption in the country [ambiguous]; Government effectiveness is measured by the level of bureaucracy in
the government [positive].

2.3Dynamic model and Estimations
The study used a dynamic linear model specified as follows:
Yo =Y, + X 13V + L4

Where, Y, is represents economic growth, X'it is a vector of exogenous variables, 77;and Vv, represent country and
time specific effects respectively and 4, is the remainder of the error term. Firm effects are correlated with lagged

dependent variable (YiH) which is serially uncorrelated with the disturbances and correlated with error term. The

study employed Arellano and Bond (1991) GMM estimator which is better than Ordinary least squares (OLS) and
within estimators which are biased upwards and downwards respectively. The study also tests for validity of instruments
using Sargan tests and tests for autocorrelation. Estimations were conducted as follows: firstly, the basic model
excluded the institutional quality variables which were then introduced one at a time to check their effect on growth and

lastly a model with an interaction term was used to measure the indirect effect of institutional quality variables.
3.Presentation and Discussion of Findings

3.1Descriptive Statistics®

Pairwise correlation analysis suggests that there were significant positive and negative association among variables. The
growth in GDP had strong positive associations with trade openness and political stability & absence of violence whilst
it had negative association with domestic credit by banks and inflation. High correlation was recorded between
domestic credit by banks and credit to private sector as such we dropped the former to avoid the problem of
multicollinearity. The annual averages for determinants of growth were ranging between 0.6% (remittances) and 77%
(trade openness) per annum, while institutional quality variables showed mean values between 0.35 and 0.72. Inflation
rate (standard deviation of 77.50) was the most volatile in the region compared to remittances (standard deviation of
1.04). Price stability differed during the period as some member states experienced high inflation rates than others. The
receipts from migrant and non-resident employees were stable throughout the period. Most of the variables were
normally distributed except for human capital, savings ratio and three institutional variables which had values of
kurtosis of less than 3.

3.2 Regression Analysis

The study tested the null hypothesis that there is no auto correlation between our instruments and the error term. Table 1
shows that all the models used were correctly specified since there was no second order autocorrelation.

Table 1. Regression Results

Model 1 2 3 4 5 6 7 8

Variables

GD F’g ta  -95.34e-15 -3.34e-14  4.53e-14 3.58e-14 -8.36e-15  -4.30e-14  3e-14 2.94e-14
[0.180] [0.227] [0.054]**  [0.03]* [0.665] [0.327] [0.049]** [0.011]*

CPS 2.24e-15 7.37e-15 4.08e-15 3.16e-15 -7.04e-15  3.16e-16 3.84e-15 2.46e-15
(0.61) (1.09) (0.69) (1.11) (0.88) (0.03) (0.33) (0.50)

GCFC -2.41e-15 -5.14e-14  -6.20e-14  -3.22e-14  6.38e-16 2.07e-14 -6.31e-14 -8.83e-15
(0.38) (2.28)* (1.72)** (1.81)** (0.04) (0.70) (2.07)* (1.23)

IF -1.21e-15 1.90e-14 -1.59e-15  -3.61e-15 -7.31le-15  5.66e-16 4.09e-15 -1.07e-15
(0.92) (1.10) (0.15) (0.36) (0.85) (0.06) (1.05) (0.47)

TO 1.63e-14 -2.03e-14  -5.01le-15 -2.29e-14  5.28e-15 -4.74e-14  -2.60e-14 6.32e-15
(2.69)* (2.32)* (0.92) (2.27)* (0.49) (2.32)* (1.85)** (1.88)**

FDI -7.34e-15 4.87e-14 -1.02e-14  -3.70e-14  -2.66e-14  2.11e-15 -5.81e-14 -4.10e-16

'Results tables withheld, they can be provided by the author upon request
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(1.81)** (1.24) (0.42) (1.39) (1.38) (0.09) (1,67)** (0.02)
HC -1.33e-14 -1.98e-15 2.31e-14 1.96e-14 5.14e-14 4.39%-14 -1.84e-14 -6.01e-15

(1.88)** (0.09) (1.25) (1.29) (1.88)**  (1.90)**  (0.71) (1.01)
Rem -2.06e-14 -4.38e-13 9.34e-14 6.88e-14 5.35e-13 7.32e-13 -1.96e-13 6.77e-14

(0.17) (0.79) (0.21) (0.33) (1.56) (1.70)**  (0.54) (0.79)
SR 5.87e-15 -2.41e-14 -5.22e-14 -2.25e-14  -1.72e-14 -6.75e-14  -3.79e-14 -2.03e-14

(1.21) (1.58) (2.23)* (1.17) (0.97) (1.65)**  (1.76)** (2.14)*
Constant -9.86e-14 5.90e-12 2.38e-12 3.65e-12 3.33e-12 1.87e-12 2.74e-13 -4.18e-13

(0.32) (2.62)* (1.56) (2.88)* (1.35) (0.94) (0.18) (1.36)
VA 1.32e-13

(0.12)
PV 6.03e-12
(2.02)*
GE -2.38e-12
(2.17)*
RQ -3.45e-12
(1.48)
RL 1.88e-13
(0.06)
CC -2.28e-13
(0.21)
FDIPV -4.44e-14
(1.74)**

N 108 68 68 68 68 68 68 108
Auto
correlation
z-test 1 -1.9374 2.5329 -2.5419 0.7276 -4.5908 2.3901 -0.5324 -3.4257

[0.0527] [0.0113] [0.0110] [0.4669] [0.0000] [0.0168] [0.5944] [0.0006]
z-test 2 -1.2638 1.3336 0.5189 -0.0293 -1.5584 -0.1941 -1.3391 1.498

[0.2063] [0.1823]  [0.6039]  [0.9767]  [0.1191]  [0.8461]  [0.1805] [0.1314]
Notes: The figures in parenthesis () are the z-statistics for the model. * and ** represent significance at 5% and 10%
level respectively. Figures in [ ] are the probability values. Robust estimator was used after one step estimator and
autocorrelation tests were done.

The estimated speed of adjustment towards the target level of growth was near zero hence there was instant adjustment
to the desired level of growth. Model 1 shows that trade openness, financial openness and human capital were important
in explaining economic growth. The introduction of institutional variables, models 2 to 7, changed the results by
improving the significance levels of three more additional explanatory variables: gross fixed capital formation, savings
ratio and remittances. An interaction between financial openness and Political Violence was significant. Discussions for
significant variables are as follows:

3.2.1Institutional Variables

Political stability and the absence of violence had a significant positive effect on growth in SADC region while
government effectiveness had a negative effect on growth. Our findings were as hypothesized showing that more future
growth is expected as member states work towards internal and regional peace and stability. The absence of internal
conflicts, ethnic tensions in the region contributed positively to growth prospects. Bureaucracy was high in the region
which had an effect of retarding growth and our findings are consistent with studies by Papaconstantinou et al (2013)
and Catrinescu et al (2006). The other four institutional variables did not directly affect the rate of growth in the region.
An important observation in our findings is that voice and accountability was positive and insignificant (Sandalcilar
(2013)) but produced an adverse effect on growth by working indirectly through gross fixed capital formation and trade
openness which is consistent with Robinson (2006); Regulation Quality worked through human capital in enhancing
regional growth thus increased human capital flows are beneficial when supported by a better investment profile; Rule
of Law worked through savings ratio, and trade openness in reducing growth but enhanced growth by working
indirectly through human capital and remittances flowing to member states. Thus strong legal institutions enhance
growth through attracting more human capital and remittances as confidence levels increases in the recipient country.
The level of savings increases as such less funds will be available for spending which acts as a withdrawal from the
circular flow of income but this may be temporary. The effect, on growth, of legal systems through savings is dependent
upon the level of the marginal propensity to save (MPS). The smaller the MPS, then the smaller is the impact of savings
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ratio on growth. The level of corruption reduces growth as it works, negatively, through gross fixed capital formation,
trade openness, financial openness, remittances and savings. Thus corruption has a significant indirect negative effect
on growth by influencing more variables as expected, (Aidt, 2009 and Farida & Ahmadi-Esfahani, 2006). High
corruption levels are not favorable in the SADC region which supports views that it increases uncertainty and the cost
of doing business. Corruption had an effect of reducing both physical and human capital in the region. Findings suggest
that an important role was played by the quality of institutions in the SADC region to enhance or retard growth. Thus
more attention is needed in this aspect by all member states.

3.2.2Marginal effects of Institutions on Growth

The most notable result is that with the introduction of an interaction term between financial openness and political
violence (FDI*PV), the lagged variable for growth turned out to be positive and significant, trade openness now had a
positive effect as expected while savings ratio remained negative. The other variables were not significant though some
changed signs. The interaction term was significantly negative suggesting that the member states need to attain a certain
level of financial openness and low levels of political violence to boost growth. Thus good government stability, low
levels of internal and external conflict and ethnic tensions are vital to support growth through high levels of financial
openness. The low levels of political violence assist in transmitting gains from financial openness into growth potential
for the SADC region. If the region becomes unstable then growth will subside but if good institutions are put in place
then more flows of foreign investment are attracted which boost growth through the multiplier process. Member states
will experience growth due to FDI flows as they put in place good quality institutions. Political instability can be a
source of failure by SADC countries in attracting enough FDI flows to boost growth.

3.2.3Determinants of Economic Growth

The introduction of institutional quality variables resulted in gross fixed capital formation having a negative effect on
growth which is inconsistent with the expected positive behavior as in Shaheen et al (2013) and Asiedu (2013). The
explanation can be that the holding of stocks of goods by firms to meet temporary fluctuations in business had
detrimental effects as firms had more of their resources tied up in stock. The other explanation is that poor institutional
indicators rendered the buildup of fixed assets to be unfruitful. Thus good quality institutions are vital to enhance
growth as they support the increase in stocks of fixed assets otherwise their absence can be detrimental.

Consistent with studies, (see Asiedu, 2013; Mercan et al, 2013; and Tan, 2012), trade openness had a positive and
significant effect on growth before the inclusion of institutions in the model. This showed that as the countries in SADC
opened up their economies the rate of growth increased significantly. However, this result can be misleading without
considering the quality of institutions as the same variable turned out to be negative with their introduction. Findings
suggest that the impact of trade on growth can be fully understood by incorporating the quality of institutions. Thus
openness becomes less beneficial to growth the more governments becomes unstable coupled with conflicts, the more
bureaucratic the systems in member states becomes, the more democratic accountability and investment profile falls
within the region. Thus trade openness is very sensitive to the strength of institutions in the region.

Financial openness had a negative and significant effect on growth even without taking into consideration the effect of
institutions which is consistent with studies by Shaheen et al (2013) and Asiedu (2013). This means the FDI flows have
failed to boost growth within the region possibly due to the lack of an enabling environment like supporting institutions.
On the greater part the coefficient of FDI remained negative and insignificant with the introduction of institutions in the
model. The level of corruption had an effect of reinforcing the adverse effect of financial openness which supports the
assertion that poor quality of institutions retard growth as countries register low volumes of foreign investment. For
example findings suggest that the more democratic the governments are, and the more countries provide an environment
with rule of law then the more growth is supported by financial openness.

The more students are enrolled to secondary schools, a proxy for human capital, the lower is the rate of growth in the
region. This result is not supportive to our expectations but instead confirms the findings by Coutinho (2012) though
our study used a different measure of human capital. However, the provision of quality institutions resulted in growth
being enhanced by increases in human capital. Findings show that the absence of internal and external strife, existence
of government stability, improvements in bureaucratic quality, improved investment profiles and the existence of rule
law will help boost growth through the buildup of human capital in the regional block. Thus failure to create an
enabling environment by putting good quality institutions may defeat the purpose of investing in human capital to
enhance growth in the region.

The savings ratio as expected had a positive effect on growth, before introduction of institutions, though being
insignificant. The negative effect of savings on growth is revealed by introducing institutional quality. The more people
save in the short term then the less is spend on consumption which reduces the multiplier effect and hence the level of
growth falls. In the long term growth is expected to improve as the savings are converted into fixed capital.
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Alternatively, in the short term, if savings fall below investment, then aggregate demand increases which boost growth
but in the long term the reverse happens as growth will fall. Thus savings are beneficial to the economy in the future if
they end up being converted into increased investment expenditure. Findings show that institutions have an important
indirect effect on the contribution of savings to growth in the SADC region. In this study the effect of savings was
negative showing that institutions help create a better environment for savings to be converted into meaningful fixed
capital investments in the long term which helps in boosting growth in the region. Thus failure to provide supporting
institutions will result in little savings being converted into investment expenditure which retards growth and this
finding has huge policy implications.

4. Conclusions and Implications

The study mainly focuses on economic growth in SADC to examine the role of institutional variables; determine the
key drivers and to find out the strength of the marginal effects of institutional quality. This was motivated by failure in
literature to close the discussion on the determinants of growth in a regional bloc and the absence of sufficient evidence
to capture the contribution of the quality of institutional factors on growth. The study provides strong evidence that
institutional quality creates an enabling environment suitable for enhancing economic growth in the region. Improving
government effectiveness and reducing levels of political violence is more beneficial within the region. It is vital for
member states to reduce levels of bureaucracy and avoid the rise of internal conflicts which can hinder growth. The
stability of government, absence of conflicts in the region and improved government effectiveness have a direct effect
on growth. The study also suggests that good quality institutions have an indirect impact on economic growth as they
work through trade openness, gross fixed capital formation, financial openness, human capital and savings ratio. These
variables are effective if better institutions are provided by the member states otherwise growth is retarded once
institutions fail to offer the needed support. The increase in human capital, rise in savings accumulation and reduction in
corruption strongly support growth initiatives thus it is of paramount importance for member states to put in place
improvements in this area. The strength of corruption in reducing growth should not be underestimated as our findings
confirmed its indirect influence by working through most of the variables. Training of human capital alone cannot be
effective without putting in place a good environment for investors. Member states should create incentives for new
investors and create confidence in the environment. In the event that the rule of law is compromised the study has
shown that the level of savings would deteriorate which affects the capacity to generate fixed stocks of capital in the
future. Thus better quality institutions improve the positive effect of human capital accumulation and savings on
economic growth in the long term. Low levels of political violence are vital for the region to benefit from high inflows
of foreign investment otherwise these inflows will become ineffective. The study provides evidence that credit to
private sector, remittances (see Catrinescu et al (2006)) and inflationary pressures have no significant contribution to
growth even in the presence of good institutions. Findings in this study support the idea that failure by SADC states to
realize growth supported by trade openness, financial openness, increased investment in human capital and high savings
is their failure to put in place better quality institutions. Thus implications of this study are that any reforms meant to
boost growth should first and foremost focus on creating good quality institutions. Institutions have proved to have both
direct and indirect effect on growth and specifically growth using attraction of foreign investment cannot be realized
until the region is free from ethnic tensions, internal and external conflict and government instability. The use of the
generic determinants of the growth alone gives an incomplete story within the SADC region. These variables are
necessary but not sufficient to explain economic growth. The findings in this study warrant further research to examine
the role of institutions using country level data and regional data for both developing and developed countries to allow
for comparisons.
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