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ABSTRACT 
 

This study examined the impact of foreign direct investment and domestic investment on 
economic growth in Economic Community of West African States countries for the period 2000 to 
2013. Using the General Method of Moments technique, the empirical analysis revealed that FDI has 
a positive and statistically effect on economic growth in ECOWAS countries. In addition, domestic 
investment, human capital development and inflation, although insignificant, have positive impact 
on economic growth in the region while trade openness and USA dollar appreciation discourage 
economic growth in the region. Moreover, the monetary union of West African Economic & 
Monetary Union countries contributes negatively to their economic growth. Arising from the 
findings of this study, the paper concludes that foreign direct investment has a positive sign and 
statistically significant impact on economic growth and therefore recommends an intensified effort 
to design policies that attract foreign direct investment in the study countries.  

 
Keywords: FDI, Domestic investment, Economic growth, ECOWAS, Monetary Union,  
        WAEMU. 
 

Introduction 
 

The neoclassical theory emphasizes the role of capital accumulation on economic growth 
and the endogenous growth theory reignites the debate between economic growth and capital 
accumulation (Robert Solow 1956, Joseph Stiglit and Hirofumi 1969). Following this a significant 
number of empirical studies have attempted to highlight the causalities among foreign direct 
investment, domestic investment and the economic growth. Most of these studies support the 
positive impact of foreign direct investment and domestic investment on economic growth.  

On the contrary, some authors argue that the foreign direct investment inflow lead to 
crowding out domestic investment due the superior effect of multinational companies in terms of 
advanced technology (Buffie, 1993). On the other hand there are some studies which have found 
that there is no link between foreign direct investment and economic growth (Rupal and Vivek, 
2013; Jong Choe, 2003). However, this argument seems not to be true for developing countries, may 
be for developed countries or some emerging economies. This is because of the following reasons: 
First, FDI is the source of transferring advanced technology and resources to developing countries 
and to create employment opportunities (Odozi, 1995; Adil and Mohammad, 2014). Second, most of 
developing countries experience a shortage of capital which is reflected in their savings gap to 
finance their investment needs and the only way to bridge this gap is through an inflow of foreign 
capital (Muhammad et al., 2000).  

Globalization and economic integration, has facilitated mobility of factors of production 
(capital and labor) and capital market integration assists people to invest across countries in the 
world. If it is generally admitted that multinational company invest in those countries where they 
expect higher rates of return (Muhammad et al., 2009); then capital flows to countries that have low 
standard of living, the natural resources, huge market size and a stable economic environment.  
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ECOWAS since past decade has attempted to harmonize macro-economic policies and 
private sector promotion with a view to boost economic growth in the region through openness 
and investment program. This has led to the creation of ECOWAS Bank for Investment and 
Development (EBID) with objective to finance regional infrastructure project or other development 
project in public and private sector. According to United Nations Conference on Trade and 
Development (UNCTAD)’s yearly statistics, FDI in ECOWAS countries was 2095 million US Dollars 
in 2000 and have been increasing over the years to the tune of 18368 million in 2011, almost nine 
folders in twelve years.  In 2012, 2013 and 2014, it decreased respectively to 14933, 13083 and 
12271 million USD which may due to USA financial crisis.  

The economy growth rate in ECOWAS followed the same trend like the foreign direct 
investment. Before 2000, ECOWAS experienced low growth rate for a long time and even negative 
growth in some years. In the year 2000, the growth rate was 3.79 and rose to 4.37 in 2001 and 
14.86 in 2002; this was more than three folders in one year space. From 2001 to 2010, ECOWAS 
average growth rate was 7.2 (UNCTAD’s yearly statistics). Following this impressive economic 
growth, ECOWAS was considering to implement a single currency union in order to strengthen it 
economic growth through labor and capital mobility, price transparency, transaction and 
borrowing cost minimization. It is worth mentioning that removing currency barriers is now a main 
issue in the world and is considered as a tool to achieve desirable economic growth and stable 
development.  

While a large number of empirical work have investigated the link between foreign direct 
investment, domestic investment and economic growth; there is no consensus on the impact of 
foreign direct investment or domestic investment on economic growth and a limited number of 
studies have examined such relationship for regional economic integration such as ECOWAS. 

Hence, it is crucial that each region understands how its domestic investment and foreign 
direct investment impact its economic growth in view to find the right macroeconomic policy that 
can assist in attracting foreign direct inflow and domestic investment. It is for these reasons that 
this study was set out to investigate the impact of foreign direct investment and domestic 
investment on economic growth in ECOWAS countries. This study also examines the effect of 
monetary union of WAEMU for the countries which are member of ECOWAS, in view to support the 
single currency program which ECOWAS community was thinking to implement in order to 
strengthen its economic growth. In addition, this study investigates the effect of a USA dollar 
appreciation on the economic growth in the ECOWAS countries. 
The rest of the paper is organized as follow: Section II provide a literature review. Section III 
explains the model and framework of analysis used. Section IV describes data set, presents the 
estimation technique and interpretation of the results. Section V concludes the study and provides 
some policies implications. 
 

Literature review 
 

There are a significant number of empirical works on foreign direct investment, domestic 
investment and economic growth. These studies include those of Sajid  and Sizhong (2011) who 
examined the interrelationship among economic growth, the stock of foreign investment and the 
stock of domestic capital in Malaysia for the period 1970–2007. The authors employed the 
Generalized Method of Moments and the empirical result revealed that the level of financial 
development has contributed to the growth of the domestic capital stock in Malaysia but its impact 
on economic growth is statistically insignificant. The authors further showed that an increase in the 
stock of foreign investment in Malaysia has contributed to an increase in the stock of domestic 
capital and economic growth but the stock of foreign investment is affected significantly only by the 
level of openness of the economy and its real exchange rate. 

http://www.sciencedirect.com/science/article/pii/S104900781100025X
http://www.sciencedirect.com/science/article/pii/S104900781100025X
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Irfan Ullah et al. (2014) examined dynamic interaction between domestic investment, 
foreign direct investment, and economic growth in Pakistan for the period 1976–2010. The study 
employed Phillips and Perron (PP) procedure, Johansen cointegration approach and Toda-
Yamamoto causality framework. The empirical findings of this study revealed the existence of long 
run relationship between domestic investments, foreign direct investment, and economic growth. 
The study further supported Toda-Yamamoto causality and bidirectional causality between FDI and 
domestic investment implying that both domestic investment and FDI cause each other. 

Sumei Tang et al.(2008) investigated the causal link between foreign direct investment 
(FDI), domestic investment and economic growth in China for the period 1988-2003 using a 
multivariate VAR system with error correction model (ECM) and the innovation accounting 
(variance decomposition and impulse response function analysis) techniques. The study revealed 
that, while there is a bi-directional causality between domestic investment and economic growth, 
there is only a single-directional causality from FDI to domestic investment and to economic 
growth. Rather than crowding out domestic investment, FDI is found to be complementary with 
domestic investment. Thus, FDI has not only assisted in overcoming shortage of capital, it has also 
stimulated economic growth through complementing domestic investment in China. 

Jong Choe (2003) examined whether Foreign Direct Investment and Gross Domestic 
Investment Promote Economic Growth in 80 countries over the period 1971–1995. The study 
employed a panel VAR model and the results indicated that FDI Granger–causes economic growth, 
and vice versa; however, the effects are rather more apparent from growth to FDI than from foreign 
direct investment (FDI) to growth. In addition, the author showed that Gross domestic investment 
(GDI) does not Granger–cause economic growth, but economic growth robustly Granger–causes 
GDI. The study concluded that strong positive associations between economic growth and FDI 
inflows or GDI rates do not necessarily mean that high FDI inflows or GDI rates lead to rapid 
economic growth. 

Anis and Bassem  (2014) examined the link among foreign investment, domestic capital and 
economic growth for 13 MENA countries during the period 1990–2010. The study used ‘growth 
model’ framework, simultaneous-equation models and the generalized method of moments (GMM) 
for the estimation. The findings of the study showed that there is bi-directional causal relationship 
between foreign investment and economic growth, as well as domestic capital and economic 
growth, and there is unidirectional causal relationship from foreign direct investment to domestic 
capital for the region as a whole. 

David and Jung, (2003) examined whether FDI inflow crowd out domestic investment in 
Korea for the period 1985‐1999. The paper employed a vector autoregression model and the 
innovations accounting techniques to explore dynamic interactions between 
inward FDI, domestic investment and output. The empirical results revealed that FDI has some 
positive effects on economic growth, but its effects seem to be insignificant. On the other hand, 
economic growth is found to have statistically significant and highly persistent effects on the future 
level of FDI. The authors further argued that FDI shows strong dynamic endogeneity to domestic 
macroeconomic conditions, which has not been uncovered in previous works. Their finding does 
not support the crowding out view of FDI to domestic investment in Korea. 

Rupal and Vivek (2013) determined the causal relationship among Domestic Investment, 
Foreign Direct Investment and Economic Growth in India from the period of 1992 to 2012. The 
authors employed the Granger Causality test to analyze the data. The findings of the study revealed 
that the DI does Granger cause GDP and GDP does Granger cause DI. The study further found that 
FDI has no effect on domestic investment in India, which means increased in FDI does not affect 
domestic investment. Therefore FDI and economic growth have no causal relationship that is FDI 
does not accelerate economic growth in India.  

http://www.hindawi.com/21343726/
http://www.sciencedirect.com/science/article/pii/S1090944313000537
http://www.sciencedirect.com/science/article/pii/S1090944313000537
http://www.emeraldinsight.com/action/doSearch?ContribStored=Deok-Ki+Kim%2C+D
http://www.emeraldinsight.com/action/doSearch?ContribStored=Seo%2C+J
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Gaurav Agrawal (2015) examined the relationship between foreign direct investment (FDI) 
and economic growth in the five BRICS economies namely, Brazil, Russia, India, China and South 
Africa over the period 1989-2012. The study employed the panel co integration causality 
framework and the empirical results confirmed that foreign direct investment and economic 
growth are co integrated at the panel level, indicating the presence of long run equilibrium 
relationship between them. The causality tests indicated that there is long run causality running 
from foreign direct investment to economic growth in these economies.  

Leitão and Rasekhi (2013) investigated the link between economic growth and foreign 
direct investment for Portugal. Based on panel data approach, the results revealed that there is 
convergence among Portugal and her trading partners. Therefore foreign direct investment and 
bilateral trade promote economic growth in Portugal while inflation and the initial level of GDP per 
capita impact negatively the economic growth of the country. 

Nasfi Fkili Wahiba (2014) addressed the impact of Foreign Direct Investment on Economic 
Growth in Tunisia while focusing on the various integration procedures followed by the Tunisian 
economy. The empirical results showed the positive impact of foreign investment on the country's 
economic growth. 

Omankhanlen Alex Ehimare (2011) examined the effect of Foreign Direct Investment on the 
Nigerian Economy over the period 1980-2009. The empirical results showed that foreign direct 
investments have positive and significant impact on current account balance in Balance of payment. 
While inflation was seen not to have significant impact on foreign direct investment inflows. The 
exchange rate has positive effect on foreign direct investment. Therefore it is recommended that for 
Nigeria to attract the desired level of FDI, it must introduce sound economic policies and make the 
country investor friendly. There must be political stability, sound economic management and well 
developed infrastructure. 

Borensztein et al. (1997) investigated the impact of foreign direct investment on economic 
growth in a cross-country regression framework. The authors employed data on FDI flows from 
industrial countries to 69 developing countries over the last two decades. The empirical results 
showed that FDI is an important vehicle for the transfer of technology, contributing relatively more 
to growth than domestic investment. However, the higher productivity of FDI holds only when the 
host country has a minimum threshold stock of human capital. Thus, FDI contributes to economic 
growth only when a sufficient absorptive capability of the advanced technologies is available in the 
host economy. 

Mehdi Behname (2012) examined the influence of foreign direct investment (FDI) on 
economic growth in Southern Asia for the period 1977-2009. The study employed the Im, Pesaran 
and Shin (2003) unit root test which revealed that the variables are stationary in level and 
Hausman (1978) test support the random effects model. The author conclude that foreign direct 
investment (FDI) has positive and significant effect on economic growth and variables such as 
human capital, economic infrastructure and capital formation have positive effect on gross 
domestic product (GDP) while population, technology gap and inflation have negative effect on the 
economic growth. 

Daniel O Abala (2014) analysed the impact of Foreign Direct Investment on Economic 
Growth in Kenya. The study suggested that FDI is important for economic growth as it provides 
much needed capital, increases competition in host countries and helps local firms to become more 
productive by adopting more efficient technology. The study further indicated that FDIs in Kenya 
are mainly market-seeking and these require growing GDPs, political stability and good 
infrastructure, market size as well as reduction in corruption levels.  

OZTURK, Ilhan (2007) investigated the linkages between Foreign Direct Investment and 
Economic Growth and the author concluded that FDI tends to have significant effect on economic 
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growth through multiple channels such as capital formation, technology transfer and spillover, 
human capital (knowledge and skill) enhancement, and so on. 

Leonid Melnyk et al. (2014) investigated the impact of foreign direct investing on economic 
development of post Comecon transition economy countries. The authors employed neoclassical 
growth theory model to examine the effects of FDI on economic growth. The results indicated that 
FDI influence significantly economic growth of host countries.  
Derrick Tanggapan et al. (2011) analyse des relationship between foreign direct investment 
and economic growth in Malysia. The study aimed to identify which location advantage 
channels and its threshold value that can influence the inflow of foreign direct investment into 
Malaysia. The findings of the study supported that a certain value of location advantage 
channels are important as a precondition for foreign direct investment to have a positive effect 
on economic growth in Malaysia. 

 
This paper fills the existing gaps in the literature by using the general moment method 

(GMM) technique which was developed for growth model, control for the endogeneity of all 
explanatory variables and accounts for unobserved country-specific effects. The study further 
highlight the benefit of monetary union of eighteen western African countries which  are also 
member of ECOWAS since the ECOWAS leader are planning to establish a unique currency for all 
countries member of the organization. Beside, the study investigates the effect of USA dollar 
appreciation on economic growth in the countries under study. 

 

Methodology 
 

Here we present the method that enabled us to investigate the nature of relationship among 
domestic investment, foreign direct investment and economic growth in the Economic Community 
of West African States (ECOWAS). 

 

Model specification 
 

The econometric model for this empirical analysis is specified as follow: 

Ly it =  *Ly 1it + B 0  + B 1 LFdi it + B 2 DI it + B 3 Op it  + B 4 Inf it + B 5 Rex it + B 6 HD it  

 + B 6 dwi + e it   

Where:  

 Lyit   = Natural logarithm of GDP per capita, 

 itLFdi  = Natural logarithm of foreign direct investment net inflow, 

itDI   = Domestic investment as percentage of GDP, 

itInf  = inflation, consumer prices (as an annual percentage, 

Opit     = Openness measured as exports plus imports as a percentage of GDP, 

itHD   = Primary completion rate used as measure of human capital development, 

Rex it   = Real exchange rate (obtained by multiplying the nominal exchange rate with USA’s  
Consumer Price index and then divided by domestic consumer price index); 

dw it  = dummy variable for West African Economic & Monetary Union (WAEMU) countries, 

e it      = error term assumed to be normally distributed.   
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Theoretical Assumption 

In order to achieve the objective of the study, foreign direct investment, domestic 
investment and Primary completion rate are expected to have positive effect on economic growth 
in ECOWAS countries while inflation and Openness are expected to have a negative effect on 
economic growth in ECOWAS countries. Those countries may benefit from openness if only their 
open economy increase competitions which improve the quality and stabilize price of goods and 
services and promotes the domestic export but this is not the case in those countries understudy 
(Fantessi and Kiprop, 2015).   

The effect of USA dollar appreciation and a monetary union (dummy variable) on economic 
growth are expected to be ambiguous. Theoretically, exchange-rate volatility can have an impact on 
trade in either a positive or negative direction. The dollar appreciation may benefit for those 
countries under investigation if its appreciation promotes domestic export which may lead to trade 
imbalance improvement while most of the countries under investigation are importer of goods than 
exporter because of the underdeveloped infrastructure problem. Instead of improving trade 
imbalance, a dollar appreciation may deter the trade imbalance due to the incompressible issue of 
importation.  

The monetary union may benefit for member countries if those countries experience similar 
shock and have high factor mobility which allows them to adjust to shocks by choosing roughly the 
same monetary policy.  

 

Data, estimation technique and interpretation of the   results         
                                               
 Data 

The data for this study (Foreign direct investment, domestic investment and economic 
growth 

in Economic Community of West African States) have been collected from the World 
Development Indicators 2014 (World Bank), except of exchange rate between USA dollars and 
domestic currency which has been collected from UNCTAD data base. 
 Estimation Technique 
Since our model is growth model, an appropriate technique is to use a recently developed 
econometric technique known as the Generalized Moment Method (GMM) which has been suitable 
for dynamic panel data analysis. The General Moment Method technique controls for endogeneity 
of all explanatory variables, allows for the inclusion of lagged dependent variable as a regressor and 
account for unobserved country-specific effects. Since our panel data set has a short time dimension 
and a larger country dimension, we have used Arellano-Bond difference GMM estimator to control 
efficiently for country’s fixed effect and the correlation of the lagged dependent variable with the 
error term that may be significant for a short time dimension panel data set like this study. 
 
Empirical Result and Interpretation 
The empirical regression results obtained using GMM estimation is presented in Table 1 below. 
The results reveal that the initial levels of GDP, foreign direct investment, trade openness and real 
exchange rate (dollar appreciation) have statistically significant effect on economic growth.  
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Table 1. Regression Results for Equation (1) Using GMM 

VARIABLES 
Ly it  

  

L.Lyit  0.947*** 

 (0.0253) 

itLFdi  0.0184*** 

 (0.00414) 

itDI  0.000572 

 (0.00128) 

Opit  -0.000958* 

 (0.000535) 

itInf  0.000591 

 (0.00209) 

Rex it  -1.72e-05** 

 (7.54e-06) 

itHD  0.000372 

 (0.00110) 

dw it  -0.0462 

 (0.0344) 
Constant 0.145 
 (0.140) 
Observations 131 
Number of country 15 
F (8, 122) 427.92 
Prob > F 0.000 
Standard errors in parentheses  
*** p<0.01, ** p<0.05, * p<0.1  
Sargan test of overid. Restriction: Chi2(122) = 126.15;  Prob > chi2 = 0.380 
Arellano-Bond test for AR(1) first dif: Z= -2.91;  Prob = 0.004 
Arellano-Bond test for AR(2) first dif: Z= -0.83;  Prob = 0.405 
 

Note: Natural logarithm of real GDP per capita (Lyit ) is the dependent variable. 

 
The variable foreign direct investment has positive and statistically effect on economic growth at 
one percent (1%) level as expected. It means that foreign direct investment is one of the main factor 
which drives economic growth in ECOWAS countries. This finding is consistent with those of (Nasfi 
Fkili Wahiba, 2014; Borensztein et al., 1997). 
The variables domestic investment and human capital development proxy by primary completion 
rate have no statistically significant effect on economic growth although they have the expected 
positive sign. A possible explanation of the insignificance of domestic investment is due to lower 
income level per capita in those countries under investigation, which does not support domestic 
saving. The insignificance of human capital development may due to the proxy variable (primary 
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completion rate) which does not capture fully human capital development because of data 
unavailability.  
Inflation has positive sign but not significant. A possible explanation of the positive sign may due to 
the short run effect according to the time space of the study. This means that demand may exceed 
supply since the economy is going well (neoclassical growth theory). This will attract news firm to 
enter the market which leads to higher investment hence economic growth. The variables real 
exchange rate (dollar appreciation) and openness have negative sign as expected and statistically 
significant at 5 and 10 % level respectively. It means that dollar appreciation and openness deter 
economic growth in the countries under our study. An appreciation of dollar deters economic 
growth through trade imbalance due to high importation level in most of the countries under 
investigation because of underdeveloped infrastructure (industries). Similar consideration to 
openness that hurts economic growth through uncompetitiveness of our product in domestic 
market because of infrastructures problem that face most of African countries which translates high 
production costs hence high prices. Therefore, the best way for those countries is to exercise some 
degree of openness to minimize external shocks (Fantessi and Kiprop, 2015).  
The dummy variable for West African Economic & Monetary Union (WAEMU) countries has a 
negative sign although insignificant. This means that the WAEMU countries did not reap the full 
benefits of monetary union. A possible explanation of negative of the dummy variable is due to 
shortcoming from the base of success currency union among which we have the degree of similarity 
among members, the mobility of labor, capital and goods, the institutional structure which may 
promote financial stability and mutualise risks and pool fiscal resources (Mark Carney, 2014).  
 

Conclusion and recommendations 
 

This study investigated the impact of foreign direct investment and domestic investment on 
economic growth in Economic Community of West African States (ECOWAS) countries for the 
period 2000 to 20013. Using the General Moment Method (GMM), the study found a positively and 
statistically significant effect of foreign direct investment on economic growth in ECOWAS 
countries. The findings give a support to the view of Mehdi Behname (2012) and Leonid Melnyk et 
al. (2014). 

Furthermore, the variable domestic investment, human capital development proxy by 
primary completion rate and inflation contributed positively to economic growth in the region 
while openness and real exchange rate (a dollar appreciation) discourage economic growth in the 
region. The positive impact of education on economic growth has been support by Kidanemarian 
(2014) and Pelinescu (2015). The negative impact of openness and real exchange rate on economic 
growth has been found by Dhaneshwar and Thomas (1993) and Peter L.Rousseau et al. (2000). The 
relationship between inflation and economic growth is debatable since some authors support the 
positive effect of inflation in the short run again the negative impact in the long run. Other studies 
are talking about some threshold effect of inflation (Robert J. Barro, 2013; Manoel Bittencourty et 
al., 2014). 

Moreover, the WAEMU countries monetary union deters economic growth in the member 
country. The findings give a support to the view of Djeto et al. (2010) and the Greece crisis actually 
in European Economic and Monetary Union (EMU). 

The policy implications of the general results of this study point out that foreign direct 
investment appeared as the policy variable for accelerating economic growth in ECOWAS countries. 
In order to foster economic growth in ECOWAS countries, it is therefore imperative that Policy 
makers should pursue policies that may attract foreign direct investment through regional stability, 
infrastructural improvement and creditors’ right reinforcement. Target macroeconomic policies 
that control for inflation and openness are necessary. It is also important to introduce reforms in 
education sector which may lead to quantitative and qualitative human resources. Moreover, 
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ECOWAS countries should consider in their single currency program both the base of currency 
success and the cost of giving up an independent monetary policy (a flexible exchange rate) that can 
help absorb shocks when domestic wages and prices are sticky. 

In summary, these findings highlight the impact of foreign direct investment and domestic 
investment on economic growth in ECOWAS countries in panel view. The main weakness of the 
study is that the paper only highlights the impact of foreign direct investment and domestic 
investment on economic growth without taking into account the contribution of well developed 
financial sector which was an essential precondition to gains significantly from FDI inflow. This 
could serve as a potential area for further research in the future. 
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Appendix  
 

Table 2. List of ECOWAS Countries       
S/N Countries S/N Countries 

1 BENIN 9 LIBERIA 

2 BURKINA FASO 10 MALI 

3 CABO VERDE 11 NIGER 

4 COTE D’IVOIRE 12 NIGERIA 

5 GAMBIA 13 SENEGAL 

6 GHANA 14 SIERRA LEONE 

7 GUINEA 15 TOGO 

8 GUINEA BISSAU   

 
 
 

Table 3. List of WAEMU’s Countries 
 

S/N Countries S/N Countries 
1 BENIN 5 MALI 
2 BURKINA FASO 6 NIGER 
3 COTE D’IVOIRE 7 SENEGAL 
4 GUINEA BISSAU 8 TOGO 

 
  
 


