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Abstract

In line with neoclassical economic growth propasi§ that outward-orientation fosters
economic growth, since independence from Britainl@%4 the Government of Malawi has
placed international trade at the centre of itsneauic development agendén spite of this
theoretical affirmation of the trade-growth relaiship, some empirical studies that have been
done both in the country and abroad show contrasylts. This prompted this study to be
undertaken with the aim of assessing the impaexpbrts and imports on economic growth in
Malawi from 1970 to 2010.

This study has used a neoclassic economic growttlelnmontaining gross domestic product,
exports, imports, capital and labour force as Ve of analysis. After collecting annual time
series data on the variables for the period 197200 from the World Bank online statistical
data base, Ordinary Least Squares regression artlabeeconometric tests were run on the
model to ensure robust and accurate results. @tatisccuracy of the findings was further
cemented by use of the 5 percent level of signifiea Exports were found to have a positive
and statistically significant effect on the coufgryeconomic growth, while imports had a
negative and insignificant influence. Similarlyp@al and labour force showed a positive effect
on economic growth even though the capital’s efieas statistically insignificant. Nevertheless,

the study also strongly confirmed the presencelohg-run equilibrium among the variables.

The above results strongly suggest that Malawi khoantinue with its export-led economic
growth strategies such as the Economic Recovery H&P) and the Malawi Growth and
Development Strategy (MDGS). However, if the twomamic development plans are to bear
fruit this study strongly urges Malawi to considbversifying its economy away from primary
export production and instead embark on value-eniditFurthermore, the country should not
only reduce the importation of consumer goods wota of capital goods, but also improve the
quality of the labour force and capital formatioif, Malawi is to realise its economic

development and poverty alleviation aspirations.

Key words
Economic growth, exports, export-led growth, imppmnport-led growth, international trade,

Malawi, neoclassical economic growth theory, ardir@ary least squares regression.
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Chapter One: Introduction

1.1 Contextual Background

Economic growth, which generally refers to an iaseein the level of national output or income
over time, is a very important issue for every dopacross the globe. According to the World
Bank (2012:1-3) the sustainable expansion of then@wmy is a crucial factor not only in
improving people’s standard of living but also @ducing the level of poverty in a country. The
world economy is still suffering from the effectstbe global recession and economic growth
rates are still very low in most countries, espécide developed countries. The International
Monetary Fund (2013:4) observes that real globahemic output sharply declined from 4.1
percent in 2011 to 2.4 percent in April to 2013isT$hrinkage in national output has worsened
living standards especially among the poorest geaplthe world as poverty levels have also
deteriorated. The latest figures from the World &epment Indicators (2013:3) show that
worldwide there are 1.2 billion people living orssethan US$1.25 per day. Of these, more than
two-thirds (approximately 500 million) live in SuBaharan Africa and South Asia, with people
subsisting on an average daily income of 87 ceatscppita. These per capita average daily
income figures represent a significant decline frtme 94 cents recorded in 1981. Such
worsening poverty levels have driven many countigegigorously search for economic policies
aimed at boosting their gross domestic product (G[@Rels and thus achieving economic

growth.

Among the several alternative policies suggestetloarpursued with a view to achieving GDP
expansion is international trade (imports and etg)orThirlwall (2000:6) observes that the
benefits of buying and selling commodities amongoma (international trade) have been well
known in the developed countries since the day#&ddm Smith (1776) and David Ricardo
(1817). For Adam Smith, international trade-induesdnomic growth comes about because of
‘absolute advantage’ whereby a country increasesational income or output levels through
the production of commaodities at less input colsgtother rival countries. On the other hand,
David Ricardo attempted to expand and improve #esolute advantage’ principle by arguing
that growth in national output occurs because ofrfparative advantage’ whereby a country
produces commodities at less real cost (opportwasg) than other nations. According to these
classical economists international trade-inducednemic growth comes about because of
specialisation which generates surplus goods amdces and the need to exchange these

commodities for money or other commodities. Frorentlon, the selling of domestically
1



produced commodities (exports) and the buying odifm goods (imports) have been strongly
endorsed by standard economic theory as a cafalysconomic growth (Carbaugh, 2003:64).

Generally, both classical and neoclassical ecortsnaite broadly agreed on the fact that free
international trade (i.e. foreign trade without riexs) leads to GDP growth mainly through

increased specialization, efficient utilization faictor inputs, generation of foreign exchange,
acquisition of better foreign technology, creatmna market for surplus output, generation of
inter-industry production competition, creationerhployment, and increased national income.
In addition, there is a reasonable consensus aritadg economists on the fact that restricted
foreign trade may lead to the loss of these benffge, 1995:142-144).

For developing countries it was the spectaculanecoc development of the ‘Asian Tigers’
(South Korea, Taiwan, Singapore and Hong Kong)hia 1970s that provided arguably the
strongest empirical evidence in support of the tp@siimpact international trade has on GDP
growth. Through export-oriented (outward orientafigoolicies, these four ‘Asian Tigers’
meteorically rose from being LDCs to becoming medoicome or Newly Industrialising
Countries (NICs) in the 1970s. It is this succdsst thas largely inspired other developing
countries, especially those in the Sub-Sahararcéiriregion, to vigorously engage in foreign
trade as a credible tool for fostering economicwghoin their countries (Lall, 2000:5-9).
According to Hachicha (2003:17) the main reasohldgthmany LDCs to attempt to replicate the
Export-Led Growth (ELG) and Import-led Growth (IL®&j the Asian Tigers was the fact that
foreign trade not only encourages efficient allarabof factors due to foreign competition, but
also that the resources generated can be usedhtacé their industrialization which would lead
to economic growth and poverty reduction. Howeeger since the implementation of outward-
oriented trade policies, developing countries hdas very varying results, with some
experiencing rapid GDP growth while others havendeeir national output dwindling over the
years and thus having only mixed effects on thavepty reduction strategies (Edwards,
1998:383-398, and Rodriguez and Rodrik (2001:6B)s has cast a serious doubt on whether or
not international trade (both ELG and ILG) encoasagrowth in LDCs.

A similar situation has occurred in Malawi wherespige the government zealously
implementing outward-oriented trade policies sirnodependence in 1964, the country’s
economic growth rates have been very erratic. Midamconomy has been largely agro-based
since the imposition of British Colonial rule ihet late 18 century, with commodities such

tobacco, tea, sugar and cotton dominating hernatemal trading transactions ever since (Luka,
2010:5). Ngwira (2012:7) observes that due to thieeace of heavy industrialization, the country



has largely been a net importer of manufacturediyots, machinery and other technologies.
This implies that a significant percentage of MalawtDP has depended on the contribution of
foreign trade. Over the years the government'setaalicy (outward-orientation) has not been
matched by a similar increase in GDP figures. Adeag to the World Bank (2012:6), from a
high growth rate of more than 6 percent in the 3980d 1970s, GDP levels began to decline
rapidly from mid-1980 to mid-2000, so much so that2004 the growth rate was at 1.4 percent.
By the end of 2005, GDP growth rate had risen 2opgrcent and from that time on to 2010, the
national output level has been consistently aboyperéent. However, during all this time, the
volumes of exports and imports have consistentgnben the rise even though the gap between
exports and imports has also been widening. Thdd\Rank (2012:6) further notes that the total
value of exports was US$70.44 million in 1970 and 2910 it had expanded to US$1.586
billion. Similarly, the country’s imports were wbrtJS$113.76 million in 1970 and by 2010 had
shot up to US$2.426 billion.

1.2 An Overview of the Contribution of International Tr ade to Malawi's Economy and

some Recent Developments

As a low income, small land-locked country, theldontribution that international trade makes
to Malawi's economy is non-debatable. As of 2012pais and imports contributed
approximately 25 percent and 35 percent respegtitcethe country’s total GDP. The World
Bank (2012:2-3) estimates that primary export potslusuch as agricultural commodities
(tobacco, tea, cotton and sugar) and minerals ifuraand ores) not only generate 30 percent of
Malawi’'s total national output but also employ 7€rgent of the country’s 5.5 million small-
holder farmer labour force. Tobacco alone accofant§5 percent of her export receipts, making
it by far the country’s biggest export commodityo(®, 2013:74).

However, the above situation makes the economyhhiginsceptible to volatilities in weather
conditions and international commaodity prices.higrefore does not come as a surprise to learn
that, of late, Malawi has performed poorly in imaional trade relative to other developing
countries in the region. The main reason for tluergerformance has been the country’s over-
reliance on a limited number of primary export coodties, resulting in fewer export
destinations for her products (Banda, 2008:14)mkke matters worse, world tobacco demand
has been steadily sliding downwards since the afirthe 2£' century mainly because of the
current global anti-smoking campaign being speadkd by the World Health Organisation
(WHO) and other related influential internationadiies. The consequent fall in world tobacco



prices has negatively affected Malawi's export wodis and revenue since the country’s export

basket was heavily dominated by tobacco (Lea anuda, 2009:7).

Tobacco and the rest of Malawi’s primary export awodities which are primarily rainfall-
dependent have also suffered from the vagarieseaftiver fluctuations due to the effects of
global warming. This has reduced not only the deinfar tobacco, but also the export value,
since in most instances the commodity’s quality Ibesn greatly compromised by the climatic
changes thus shrinking the country’s foreign exgeamevenues even further (Chikhasu, 2007:4-
12).

With the country running a managed exchange rafieneefrom 2004 to 2012, imports increased
steadily since Malawians found it cheaper to bugifpn goods due to the overvalued domestic
currency, the Malawi Kwacha. This greatly reducegaets and encouraged imports of

manufactured products from abroad thus resultitgarhuge trade deficit which reached as high
as US$280 million in 2012. But it has also beewn $hat this trade deficit was greatly aided by
the rapid rise in GDP that the country experiendedng this period which encouraged import

demand. Malawi’'s GDP growth averaged between 6%pdrcent in the period 2005 to 2011,

thus leading to increased import expenditure ascppita incomes rose significantly (Ngwira,

2012:28-30).

The widening trade deficit together with a foreigd freeze due to the country’s poor human
rights record resulted in severe balance of payni®oP) problems starting from 2011. This
significant increase in the country’s foreign exop@ expenditure relative to its earning capacity
worsened in 2012 as exports declined by 27 pemstative to imports. The acute BoP deficit
has resulted in severe shortages of foreign exehaggperves, scarcity of fuel, essential drugs,
consumables and raw materials in Malawi. Inflasoared from 12 percent to 35 percent during
this period.Consequently, economic growth slowed down as éedibn real GDP shrinkage from
6.9 percent in 2010 to 4.3 per cent in 2011 angé&r8ent in 2012 (GoM, 2012:45). According to the
United Nations Development Programme (2013) theady decline in national output (GDP) is a
major contributor to Malawi’s current ranking ag thd" poorest country in the world and hence her
low Human Development Index value of 0.418 (UND@127).

In response to the above situation the Governmém¥aawi (GoM) launched the Economic

Recovery Plan (ERP) and the National Export Stsat@dES) in 2012 in order to revive the

country’s dwindling economic fortunes through eneming foreign trade with a view to raising

GDP growth rate in the medium term (3-5 years)sThiin addition to a series of macroeconomic

policy reforms implemented in 2012 such as a 4@querdevaluation of the domestic currency, in
4



order to revive exports, and a 35 percent incréaseterest rates in order to counter the resultant
run-away inflation rate of more than 25 percentalhivas the highest in the SADC region in January
2013 (IMF, 2013:6).

1.3 Statement of the Problem and Justification for theStudy

As already pointed out, ever since Adam Smith (}7@émonstrated the benefits of free
international trade, economists are broadly agmedhe fact that foreign trade has a positive
impact on the level of economic growth (CarbaugbD342). The main theoretical basis
underpinning this consensus is that since inteynatitrade encourages capital accumulation,
domestic industrial improvement, and technologiaall institutional upgrading, it therefore
increases the level of national output. Balas€811133) notes that the merits of the foreign
trade-growth nexus are mainly viewed in terms diagted capacity utilization, efficiency in
productivity, economies of scale and the inter-stdy competition that foreign demand
generates. More specifically, it is now generattgepted that a country that actively engages in
foreign markets by promoting exports opens its gtdes to foreign competition and hence
increases its productivity. In addition, countriggt actively import advanced capital and
intermediate goods they do not produce by themseldemestically increase their GDP levels
over time (Lee, 1995:143). Development economigi®e that countries that engage in free
international trade (open economies) are moreylikelexperience increased economic growth

rates than closed/autarkical economies that steay &om foreign trade (Kravis, 1970:857).

Although there seems to be a broad theoreticalezmus on the positive impact international
trade (exports and imports) has on the level ohenoc growth, empirical results from some
countries show a great deal of divergence and adiation, and therefore the exact nature of the
relationship between the above variables is stilldispute (United Nations Industry and
Development Organisation-UNIDO, 2009:2). Fosu (@3arried out a survey of 64 developing
nations, predominantly Sub-Saharan African, witle #im of establishing the relationship
between exports and economic growth. The study eHatlvat exports-led growth, especially
driven by primary commodities, not only negativelyects economic growth but also worsens
these countries’ terms of trade. On a similar ndeyega (1993) estimated the impact of
consumer imports such as food, beverages and topancthe level of GDP in Kenya for the
period 1964 to 1991. He found that consumer imptse a negative and statistically
insignificant impact of the level economic growtBmpirical findings of these and other studies
have created serious doubt about the validityathithe ELG and ILG hypotheses in many



countries around the world and therefore the qoestif whether or not international trade

accelerates economic growth especially in devetppountries is still far from being resolved.

Since independence in 1964 Malawi’s economic groavth development policies have largely
been based on international trade promotion. Exparmotion has been the dominant policy
strategy for achieving economic prosperity everugiothe country experimented with some
limited import substitution in the 1960s and eak870s (Ngwira, 2012:8). However, the rapid

annual rise in the levels of exports and importthancountry has not been matched by a similar
steady expansion in economic growth rates. Whiéewblume of international trade has to a
large extent been on an upward trajectory, GDPlddvave been very erratic, often characterized
by serious fluctuations (World Development Indicafo2008:11). It is, therefore, difficult to

pinpoint the trade-growth nexus in Malawi duringstperiod.

Development policies such the Malawi Growth and &epment Strategy (MGDS | and II)
implemented between 2005 and 2012 have also beggljldased on outward-orientation. One
fundamental pillar of the MGDS is ‘to transform thation from a being a net consumer and
importer to a net producer and exporter’ (GoM, 2688% Similarly, the implementation of the
Economic Recovery Plan (ERP) in mid-2012 in ordergjuvenate Malawi’'s ailing economy is
primarily an export-driven medium term economicwgtio agenda. Even though the MGDS |
programme was completed in 2010, so far no knovatuetion has been conducted to assess the
impact of this export-led development programmettan country’s GDP growth rate. But for
these development blueprints to have significaarihg on Malawi’'s economy and her people’s
standard of living there is an urgent need to ceh@uthorough analysis of the impact that
foreign trade has had on Malawi's economic growthirdy the time the above programmes were

in progress. Therefore this study offers such grodpnity, especially with regards to MGDS |.

A review of the empirical literature on the relatship between international trade and economic
growth reveals that there are very few studies @haii. The few studies that are available on
this topic do not focus on Malawi on its own but gnoups of countries in regional economic
blocs such as the Southern African Development Coniiyi (SADC) and Common Market for
Southern and Eastern Africa (COMESA). Among thesgalies is the one conducted by
Chanthunya (1991) who analysed the export-growkusién several SADC countries including
Malawi. He found that there is a positive but vergak relationship between exports and GDP.
On a similar note, Ahsan et al (2000) analysedithgact of foreign trade policy reform on
Malawi’'s productivity sector from 1971 to 1999. éde authors found no correlation between

international trade and GDP growth, thus indireatiplying that in Malawi exports and imports
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had no effect on economic growth through the mastufang sector. Njikam (2004) also tested

the trade-growth nexus for several Sub-Sahararc#idricountries including Malawi and found

not only a strong relationship between the varsilblet also that direction of Granger causation

runs from exports to economic growth in Malawi digrthe study period.

The contradicting results obtained in the abovelisticlearly show that there is a knowledge

gap in the relationship between international trégorts and imports) and economic growth in

Malawi. This study aims to contribute to bridgifgstempirical knowledge gap by analyzing the

impact of exports and imports on the economic gnoo¥ftMalawi in isolation, and not as part of

a bloc of Sub-Saharan African countries. Unlikevpmes empirical studies on the subject that

have mainly concentrated on exploring the existesfceorrelation between the two variables,

this study focuses on establishing the existenca lohg-run equilibrium relationship between

exports and economic growth. It is only the exiséeaf a long-run relationship between the two

variables that guarantees sustainable economidatewent.

1.4

Objectives of the Study

The overall aim of this study is to determine awdrtify the impact of exports and imports on

economic growth in Malawi from1970 to 2010.

141

Specific Objectives of the Study

In order to achieve the study’s main aims the feitg specific objectives will be analysed:

1.4.1.1

1.4.1.2

1.4.1.3

1.4.1.4

1.4.1.5

1.4.1.6
1.4.1.7

To provide the research with a solid and compreakiertheoretical framework that is
able to justify the impact of exports and importsexonomic growth in Malawi from
1970 to 2010;

To measure the percentage of change in economigtiyras a result of change in
exports;

To calculate the percentage of change in economuwty resulting from change in
imports;

To quantify the percentage of change in econonoevtir resulting from change in the
labour force;

To examine the percentage of change in economiethra result of change in capital;
To determine the long-run relationship between etspanports and economic growth;
To analyse the interrelationship between exportgorts, labour force, capital and

other factors in determining economic growth; and



1.4.1.8 To provide relevant conclusions and recommendatfonstakeholders in the export

and import sectors in Malawi.

1.4.2  Null Hypotheses of the Study

In fulfilling the main and specific objectives ofetlstudy the null hypotheses below were also

tested as is required in quantitative research:

» Exports have no effect on economic growth;

* Imports have no effect on economic growth;

» The labour force has no effect on economic growth;
» Capital has no effect on economic growth; and

» There is no long-run relationship between expamports and economic growth.

1.4.3 General Research Questions

In the context of the research problem identifidmbvee, the main purpose of this research
framework is to establish an interpretive theosdtand conceptual framework for an MA thesis

and provide answers to the general research guesisted below.

1.4.3.1 What are the factors that determine the level pbets and imports in Malawi?

1.4.3.2 Have exports and imports contributed to increasethe level of economic growth in
Malawi?

1.4.3.3 By how much have exports, imports and other factorgributed to economic growth
in Malawi?

1.4.3.4 Should the Government of Malawi pursue an expdrilean import-led economic
growth and development strategy?

1.4.3.5 What economic policies can be implemented by theegonent to improve the quality
and quantity of Malawi's exports and/or imports egsary to achieve economic

growth?

15 Significance of the Study

In light of Government of Malawi’'s implementationf dargely trade-driven economic
development policies since 1964 and more especkligr the adoption of the Structural
Adjustment Programmes (SAPs) in 1981, it is vitatta study be carried out to empirically
determine and quantify the impact that internatiorele has had on economic growth which is
a very important component of the economic deveknprocess. Particularly now that the
Government of Malawi (GoM) is urgently seeking aitgive ways of reviving the ailing
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economy after the macroeconomic crisis of 2010-2@12 essential that the final decision made
should be evidence-based. The study will therefimeof significant help to Malawi’s policy
makers in deciding whether or not the country sthqrsist with the trade-led economic growth
agenda or alternatively pursue a completely diffeeconomic development. This study will
also act as a vital reference for researchersardévelopment economics field pursuing further

research on the topic both in Malawi and beyond.

1.6 Delimitation and Scope of the Study

This study is a country-level analysis of the intpafcexports and imports on economic growth
in Malawi from 1970 to 2010. However, in pursuit this objective the contribution of other
important factors to the growth process, such gitalaand labour force, was also assessed.
Nevertheless, the scope of the study is restrittedjuantitative analysis of the aggregate
contribution of exports and imports, respectivetythe level of GDP. In addition, the study is
geographically confined to Malawi mainly becausetls# country’s long history of trade-led
economic growth and development policy. Couplech\iiis, the researcher’s familiarity with
Malawi’'s economy, economic development and tradkcips, socio-economic structure and
government machinery played a key role in choo#iregstudy area. Malawi is a small agro-
based economy in Southern Africa, heavily reliamtexports of primary commodities such as
tobacco, tea and cotton and also a net importenasfufactured products including machinery,

medicines and petroleum products.

1.7 Limitations of the Study

The main limitation that was encountered in thelgtwas the generation of an appropriate proxy
for labour force. In line with authoritative studidone on the subject by Feder (1982) and Ram
(1985, 1987 and 1990), the population of Malawiaged between 15 and 65 years was used as
a crude proxy measure of the country’s workforcewkver, population may not represent the
best proxy for labour force given the fact that thajority of labourers working in Malawi’'s
agriculture-dominated export sector are seasorthharsuch their figures fluctuate widely during
the course of the year, making it difficult to redtdhe exact annual figures. Therefore, using
annual population figures to approximate laboucdomay not be ideal. Nevertheless, given the
well-documented difficulties in obtaining officighbour force figures in many LDCs including
Malawi, while the above proxy may not be ideapnbvides a feasible measurement term for the

labour force.



1.8 Structure of the Mini Thesis

This study is arranged in the structure outlineldwe

Chapter One introduces the study by presenting its context@akhround and providing an
overview of the current international trade andreeoic growth situation in Malawi. From this
it builds up a research problem that translates iistresearch objectives, research questions and

hypotheses.

Chapter Two analyses the relationship between internationaletf@mports and exports) and
growth as discussed by some of the major economowtf theories and models. This is
followed by a critical analysis of both the Expartd Import Promotion Schools before finishing
with a review of previous empirical studies con@udlcto establish the validity of the ELG and

ILG hypotheses in various countries across thegginbluding Malawi.

Chapter Three aims togenerate a general theoretical and analytical fnariewithin which the
analysis of the trade-growth relationship in Malawill be conducted. Specifically, the
Neoclassical Economic Growth Model is developed tlas study’'s research framework.
Justification for its use is also given before $iedy’s working hypotheses are developed based

on it.

Chapter Four provides a detailed account of the research metbggdhat the study followed.
In particular, the discussion describes the studa,adata collection and analysis issues, and

finally an estimation of the study’s regression rldd outlined.

Chapter Five presents the research study’s findings and statishterpretation. The results of
both the diagnostic tests carried on the data smurenrobustness, and the estimated regression
model itself are explained in order to provideistatal meaning to the empirical findings and

hence answer the study’s research questions.

Chapter Six presents the main conclusions and policy recomatérss drawn from the study.
The discussion concludes by providing suggestionsame areas of the topic that the study did

not adequately cover due to its scope but caneciuanalysed by future research.

The next chapter presents a critical review of ttheoretical and empirical literature on the

relationship between international trade and ecoagnowth.

10



Chapter Two:

A Review of Theoretical and Empirical Literature

2.1 Introduction

This chapter begins with a brief background to degelopment of economic growth theory. It
continues with an analysis of the relationship leetminternational trade (imports and exports)
and growth as discussed by some of the major ecengrawth theories such as the Harrod-
Domar Model, Two-Gap Model, Neoclassical Growth dity¢Solow’s Growth Theory, and the
New Growth Theory. The main ideas and criticism$oth the Export and Import Promotion

School are then discussed before concluding withirgeal studies.

2.2 A Brief Background to the Theory of Economic Growth

Economic growth, which basically refers to an ias® in national output or income over time,
traces its conceptual foundation to Adam Smith’§@lBeminal publicatiorThe Wealth of
Nations Even though the book mainly concentrated ondifision of labour, productivity and
free markets, Smith managed to provide three negarces of growth in a dynamic economic
model namely: growth in labour force and capitaipiovements in productive efficiency, and
promotion of foreign trade. Thus for Smith, capiéalcumulation is the decisive catalyst for
economic growth (Harris, 1978:24-25).

David Ricardo (1817) improved on the above concept economic growth (wealth
accumulation) by adding technology to Smith’s pmthn function which contained land,
capital and labour force as the only sources oflypctvity growth. More importantly he argues
that economic growth also emanates from foreigdetravhen countries produce and export
goods and services, in which they have the bespacative advantage. However, the two differ
in their view on the pace of productivity growth timat Smith’s framework posits accelerated
growth while Ricardo postulates declining growtlepntime. Smith together with Ricardo and
Thomas Malthus (1798) are considered to be theepi@nof the classical economic growth
theory (lbid, pp.25-27).

Karl Marx (1872) looked at economic growth as entiagafrom the reinvestment of the
society’s surplus value into the economy whichhia énd reproduces even more surplus value.
The main inputs in this reproduction are labourygital capital and technological produce
(Sardadvar, 2011:10).
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During the Great Depression in the 1930s when tleeldveconomy was facing a severe
recession, John Maynard Keynes (1936) argued toaioenic growth could be achieved through
increasing money supply and expanding governmesridipg. Thus boosting aggregate demand

in the economy leads to economic growth and fulpleyment (lbid, pp.11-12).

However, it is Roy Harrod (1949) who is creditedhninfluencing 28 century economists to
seriously start thinking about economic growth. islavidely considered to be the ‘founder’ of

modern economic growth. His model is discussedvinelo

2.3 Some Major Economic Growth Theories and Their Relabnship with

International Trade

2.3.1. The Harrod-Domar Growth Model

Roy Harrod (1939) and Evsey Domar (1946) indepethglenmbined elements of both classical

and Keynesian economic growth (income determinatioeories such as investment, capital and
incomplete markets, to develop what later cameet&rtown as the Harrod-Domar growth model
(Baldwin, 1972:21). This model argues that a nasi@eonomic growth is dependent not only on
its saving rates but also the extent to whichiit wanimize its current consumption levels. In this

case economic growth is viewed as a direct conseguef a country’s ability to increase both

its savings and the ratio of capital to output @RG(Ray, 2003:34). An illustration of this is

shown in the equation below where Y representonatioutput (GDP)AY represents change

in GDP,sis savings ratio anklis capital-output ratio.

AY Y =slk

The fundamental idea behind this model is quite@is: the more the country saves and invests
a share of its GDP the more it grows and vice verd$ege experience of many developing
countries, such as Malawi, has rendered huge ccederthe applicability of this growth model.
According to Ghattak (1978:23), low saving rated &igh current consumption levels in these
LDCs have reduced GDP growth rates of these cashamd hence driven them to seek financial
loans and aid from abroad to cover for their acasource deficiency. However, with rampant
economic mismanagement prevailing in these cowmteternal debt has reached unsustainable

levels thus hindering growth and resulting delgpdrand vicious cycles of poverty.
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In response scholars such as Afxentiou (1993:28) idmatkate (1967:233) have argued that
foreign trade can play a significant role in addneg this problem by increasing its foreign

exchange revenue from exports. These scholarstpasisince a country’s ability to service debt

is directly proportional to its export levels amierest rates on external loans, export promotion
can help to narrow the gap between the interessrah foreign loans and foreign exchange
revenue, thus improving its debt servicing positibhis would accelerate long-run GDP growth

in LDCs where debt servicing is one of the majostables to economic growth. In this Harrod-

Domar model imports can also contribute to growtla icountry imports capital goods and

technology which can increase the country’s caitatk which results in growth in GDP over

time. These capital goods may be in the form ofdpative plant and machinery (Ghattak,

1978:23).

It is clear from the above growth model that foretgade could positively impact economic
growth through export revenue that complements ng@viin financing development.
Furthermore, the model also leaves room for impodsiced economic growth resulting from

importation of capital goods from abroad that inya® productivity and GDP.

2.3.2.  Two-Gap Economic Growth Model

The Two-Gap Economic Growth Model is a variantled Harrod-Domar model. It argues that

economic growth emanates from the filling of twggdhat exists in the economy, namely the
savings gap and the foreign exchange gap. In otbeds, for an economy to grow it needs to

generate not only sufficient savings for investmbuat also foreign exchange revenue from
international trade (Ghattak, 1978:74). According its founders, Chenery and Strout

(1966:684), the amount of exports and foreign ehghat flows in and out of the economy

constitute an economy’s total capacity to purchgseds and services from abroad i.e. to close

the foreign exchange gap. The gist of this thesmyiven in the equation below.

g =s/k + flk

In the above formulatioy represents GDP growtls, is the savings ratiof is the foreign
exchange requirement andis the level of capital stock which is assumedéogiven. The

theory basically argues that growthgmesults primarily from increases in the levels ahdf.

For many LDCs such as Malawi it is very difficutt &chieve economic growth because either
the savings and/or the foreign exchange gap is wetg. Therefore international trade (exports
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and imports) is advocated as the solution to @llthe foreign exchange gap. In fact export-
orientation generates the much needed resourcésatace a country’s development process,
repay external debt and build up a country’s faremurrency reserves, all of which are
conditions vital for economic growth. On the othend, imports can also help to offset the
savings gap by bringing in productive capital maehy and foreign capital which can not only
boost the country’s total capital stock, but alseréase productivity which is essential for
growth. Kruegar (1985:21), however, argues thatliese imports to be beneficial they have to
be productive capital goods and not consumptiordgedhich may even increase the gap.
Similarly, Ray (1998:54) observes that open ecoesrengaging in international trade are more
likely to reduce their savings gap from foreigniamfs of capital than those not involved in any
form of external trading activity. These countrieay also reduce their foreign exchange gap

through returns to capital on their foreign invesiits.

2.3.3. Traditional (Old) Neoclassical Growth Theoy

The traditional neoclassical model argues that eeon growth results from increases in the
guality and quantity of a country’s labour forcechnology and the total capital stock. As
Todaro (2009:74) puts it: “an expansion in anyha &bove factors due to increasing returns to
scale of inputs to outputs triggers an upsurg@é@enGDP levels over time”. Apart from the above
factors the theory also envisages that some otieors such as foreign trade (exports and
imports) have a significant role to play in growifhe model asserts that trade-induced GDP
growth results from inter-country movements of fgnecapital and investments from countries
where there are lower interest rates and highertiopsts to those with higher rates of return and
lower input costs. In this case these capital m@rémcan impact growth both from the export
and import sides. For example, exportation of ehmienerates returns on investment for the
exporting country while importing of foreign capit@ay increase the capital stock and boost
productivity in the importing countryceteris paribus Thus open economies involved in
international trade are more likely to experiencerengrowth than closed or autarkical

economies which have no external trading activifi&sattak, 1978:17).

2.3.3.1. Solow Neoclassical Growth Theory

This theory is one of many extensions of the tradél neoclassical growth theory. According to
Dasgupta (1998:51), Solow’'s model basically follothe neoclassical economic tradition by
analyzing economic growth (Y) as occurring throwgiproduction function containing factors
such as labour (L), capital (K), and the level @fhnology (A) is assumed to be given. More
importantly, Dasgupta notes that the model assutimegishing marginal returns of the inputs to
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output as shown by the elasticities of laboir §nd capital (13) with respect to output. This
function is depicted in the formulation below.

Y =K (AL) T

With constant elasticity economic growth (represdnby increase in productivity) is seen as
resulting from changes in the factors of productidawever, this productivity is also influenced
by other exogenous (external) factors such as gowemt policies, changes in technology,
market concentration and human capital (Ray, 2@0)3:®his is shown the equation below.

AYIY =8 (AKIK) + (1-B) (AAJA + AL/L)

According to this theory, foreign trade has a panplay in attaining economic growth. A couple
of arguments have been raised in support of bathetport-led growth (ELG) and import-led
growth (ILG) hypotheses. Two of the staunchest supps of the ELG, Kruegar (1978:33) and
Dollar (1990:126) state that exports boost thellef@ country’s GDP by increasing returns to
scale divisibilities and fostering competitive date production. In addition, foreign exchange
revenue realized from exports not only shores @pcthuntry’s foreign currency reserves which
creates stability in the value of the domestic enicly, but can also be used to service external
debt and import technologies that would furthesea&DP growth. From this Mwimba (2003:46)
concluded that open economies are more likely tefiefrom the ELG than closed economies
because through increased returns to scale, opmomtes converge at higher income levels
than closed economies. Coupled with this Ram (B#C0considers both exports and imports as
factors of production that, if efficiently utilizedtan generate increased rates of return for an
economy hence increasing productivity and econoofissale.

Foreign trade as characterized by the importatidioreign technology and skills transfers also
improves the effectiveness and efficiency of domdabour and capital which enables a country
to maximize its comparative advantage thereby afigwt to maximize its gains from trade
which in the end increases the level of GDP (Gunritaylor and Yeldan 2005:177-179).

2.3.4. Endogenous Growth / New Growth Theory

According to Dasgupta (1998:125) the new growtlotheor endogenous growth theory grew
out of frustration with earlier neoclassical groveproaches’ failure to pinpoint the causes of
the massive inequalities in the levels of natiomalbome between developing and developed
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nations as evidenced by the emergence of the latierican debt crisis in the early 1980s.
Dasgupta states that this growth model differsglidrom the neoclassical growth theory which
emphasizes the principle of diminishing margindaumes to scale of the inputs to the level of
output. Instead it argues that the factors of petidn show constant marginal returns to

productivity and capital formation.

This growth model views an increase in GDP as cgrfrimm internal production processes i.e. it
endogenises growth. In addition to this, Lal (1992:argues that unlike neoclassical economic
growth theories which assume technology to be armgiendogenous models argue that the level
of technology in the economy emanates from inténat capital transfers between developed
countries and LDCs (Todaro and Smith, 2009:147¢ré&fore it is through these international
capital movements that the role of internationaldé (imports and exports) becomes more
pronounced. In fact LDCs exchange their export potg] mainly primary commodities, for
capital injections such as foreign direct investtagmnd technology from rich nations. For
imports, the trade-growth transmission mechanismmimanvolves technology. Grossman and
Helpman (1991:147) clearly show in their analysiattimports contribute to economic growth
by acting as a conduit for technological spillovarsl knowledge transfers from developed to

developing countries which increase the level dpouin the former.

2.4 The Export Promotion School

According to Myint (1958:26-28) the birth of theiwdr for export promotion as a solution to
economic growth can be attributed td"ientury Europe where mercantilists and entrepmsneu
figured out that growth in trade with the outsiderld in minerals, agricultural commodities, and
manufactured goods contributes to the expansiomatbnal output. Given that most of these
commodities were produced in primary sectors witraaundance of factors of production such
as land and labour, food production boomed, thusessstating that the surplus be sold
somewhere outside the country. Over time proceedm fthe surplus and the domestic
production were seen to increase the national ousimad income. This was basically the
beginning of international trade. Two major explama given for international trade, more
especially export promotion, were absolute advantagl comparative advantage. Adam Smith
(1776) argued that a country gains absolute adgardser others when it produces commodities
at less input costs than rival countries. On theeiohand, David Ricardo (1817) improved on
Adam Smith’s definition by arguing that comparatagvantage occurs if a country can produce

commodities at less real or opportunity cost théreis (Sodersten and Reed, 1994:78-82).
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Many countries, particularly LDCs, were thereforsgired to engage in export orientation
because it encourages specialization which incseaggonal output and decreases the domestic
general price level (Lal, 1992:43). According to ikty(1958:113) the impact of exports in
fostering economic growth can be explained thraihgh'vent-for-surplus theory’. By this Myint
implies that export orientation facilitates thelimtition of idle resources in the economy to
produce goods and services, the surplus of whiohbeasold abroad in order to satisfy foreign
demand. This not only expands national output [aa generates foreign exchange revenue that
can be used to finance economic development.

Another point given in favour of the export pronaoti school is that outward-orientation
encourages domestic firms to absorb modern techpoidich could increase the rate of GDP
growth (Fischer, 1992:37). By engaging in interoadil trade a country exposes its domestic
export industry to some advanced foreign techreggkertise which in the long run improves its
productivity. In addition to this Balassa (1978:1&gues that for most LDCs it is revenue
realized from outward orientation that empowersséheountries to acquire the foreign
technology. Balassa also argues that export regealsd enable LDCs to invest in foreign
markets as was shown in the late 1970s when petrolexporting Middle-Eastern countries
invested the majority of their oil profits in Westecapital markets. The returns on this

investment increased these countries’ GDP levglsfsgantly during this period.

From the above analysis it is evident that expooimmwtion plays a crucial role in achieving
economic growth. However, as Balassa (1978:45)lglgmints out, the state needs to play a
very active role in this process. Neoclassical eann arguments calling for the removal of
government from this process limit the efficacytidé ELG hypothesis in many Third World

countries.

2.4.1. Criticisms of the Export Promotion School

In spite of the useful insights it has providedd&velopment economics and international trade,
the ELG hypothesis has come under fierce critidismm trade and globalisation pessimists and
Marxist economists who are mostly in favour of intpsubstitution. Carbaugh (2003, 66-67)

points out that the basis for their fight againgt@t promotion is condensed in three arguments.
To begin with, these trade pessimists argue that the years the global demand for primary
commodities produced in the LDCs has not grown éasiugh to outstrip supply and hence the

producer countries will continue to suffer lossasthe long run. Secondly, these anti-trade
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economists point out the fact that the price inftaxthe ratio of exports to imports (terms of
trade) has always been in favour of rich nations a# a result buy commodities from LDCs at a
very cheap price and then charge exorbitant pficesheir manufactured exports to the Third
World. These trade pessimists therefore argue thiat constitutes unequal exchange and
exploitation. Lastly, anti-trade advocates alsmpto the resurfacing of tariffs, quotas and other
trade barriers imposed against exports from LDCsdeyeloped countries, and also the
emergence of high quality manufactured productsnfeome LDCs as another reason for

campaigning for import-substitution as a replacermfi@nexport promotion in LDCs.

Others such as Sheehey (1980:23) note that trasngists are against export promotion and
globalization simply because they view it as onehef major determinants for reduced growth
rates experienced by some export-dependent LDG=ehyhargues that trade pessimists blame
the changes in technology for the economic collagiseertain countries for example copper-
dependent Zambia which faced economic turmoil @1880s as the world prices for copper fell
sharply due to the discovery of synthetic fibersiocvhwere seen as a cheaper alternative to
copper. The shift in technology from labour to italpintensive modes of production by some
multinational corporations (MNCs) operating in LDOsas also resulted in massive
unemployment in these labour-intensive economieshich the majority of the workers are in
the primary export production sectors and are masther non-skilled or semi-skilled. These

are some of the main reasons cited for the depresdioutput in these countries.

Sharmal and Dharkal (1994:21) also observe thatt@aate economists strongly believe that the
severe deterioration in the terms of trade betwd®reloped and developing countries can also
be blamed on competitive and anti-trading practamesng LDCs themselves and the developed
countries’ monopoly in technology and world comntpanarkets. The two authors argue that in
some instances LDCs, in competing for Western codityyonarkets, end up undercutting prices
to eliminate competition from fellow Third World gotries and this in the end reduces their
export revenues hence depressing growth. Furtherrttoe West's monopolization of productive
technology deprives LDCs of the chance to perfoatue-addition to their products and hence
these countries continue selling primary commosliié cheap prices, thus curtailing their own
economic growth potential. This situation therefgiees impetus to the need to implement
import-substitution industrialization and do awaiyhathe ELG hypothesis in LDCs.
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2.5 Import-Led Growth (llg) School

From a theoretical point of view, unlike the expgrbwth nexus, the relationship between
imports and economic growth is not so straightfedvaainly because imports are to a larger
extent considered as a leakage to the circular ftdwnational income i.e. most import

expenditure reduces national income resources §8ras and Helpman, 1991:40-44). However,
economists generally agreed that the impact of repon GDP emanates from the fact that
imports enable a country to acquire productivedigctt cannot produce by itself and within its
geographical boundaries due to the absence ofdbessary technology, manpower, skills etc.
Analyses of the impact of imports on economic growave by and large hinged on unlocking
answers to the question of whether or not inteonali trading in technological knowledge

promotes the attainment of higher national outpetiveen and within countries. Imports are
considered to be the main diffusion conduit in thigrnational trade of capital and technology
because not only does imported foreign technicg@ledise contain the potential to increase
domestic production levels, but also because impante a potent proxy for economic

interactions between a country’s citizens and tfeggign counterparts (Ram, 1990:46-48).

In tandem with the above analysis, Coe et al. (1997) observe several channels through which
imports impact on GDP growth. They note firstlytthiae importation of intermediate capital
goods may increase a country’s productive capttatkslevels which in the end would lead to
economic growth. Secondly, imports increase GDRelgewy enabling countries with low
technical expertise (i.e. inside a technologicahfier) such as developing countries, to adapt and
adopt advanced technological inventions from thes#éh higher technical know-how (i.e.
frontier nations) such as developed countries. diyirimports or international trade offers
countries the opportunity to learn from others meficient methods of resource allocation
which have a huge bearing on productivity and iaseel national income levels. Coupled with
this is the fact that imports can improve the dyadif indigenous or domestic technologies
through creation of competition which forces donwestdustries to improve their production
techniques. This improvement in the quality of detieeproduction energizes productivity and

hence leads to increases in the level of nationgud.

The level of goods and services imported is prilpadictated by both economic and non-
economic forces. Economic factors include the kvl economic activity, exchange rates,
relative factor and product prices, wage rates, Aoth domestic and foreign economic

conditions, while the internal and external poéticlimate would comprise some of the non-
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economic factors determining the level of importdccording to Rivera-Batiz (1985:26) an
upsurge in the level of both domestic and foreigonemic activity stimulates the demand for
imports because with real incomes also on thethsee is high consumption demand. High
consumption demand increases the level of an ecgsoaggregate demand and thus its
economic growth. This constitutes a direct linkagaveen imports and economic growth.

A clearer view of the import-economic growth redaship is provided by endogenous growth
models which consider growth as occurring from rimé factors. According to Grossman and
Helpman (1991:47) these economic growth modelseatigat imports provide a vital corridor for
the diffusion of advanced foreign technologies,itgh@nd knowledge into a domestic economy
which then improves productivity leading to growth output. These productivity-enhancing
imports mostly consists of intermediate capital dpsuch as plant and machinery, and even
technical skills, which increase a domestic coumtoykers’ level of effectiveness and efficiency
in production (Thangavelu and Rajaguru, 2004:10824). Serletis (1992:63) argues that the
impact of imports on GDP growth is more pronoundethe domestic country’s industrial
foundation is rooted in export-oriented manufactgmplants. In addition to this, the presence of
sufficient foreign exchange reserves in a domestionomy contributes significantly to
economic growth by enabling the importation of esisé capital goods which have the potential

to expand a nation’s production capabilities.

It should also be noted that since imports incrélasevariety of goods available in the economy,
they therefore encourage economic efficiency ofhbptoducers and consumers since their
consumption and production decisions are basedioimming cost and maximizing satisfaction
and profits, respectively. With this efficiency, esfalization would follow which leads to
increased national output and a fall in aggregaieeplevels (i.e. reduction in inflation)
(Carbaugh, 2003:67-69).

2.5.1. Criticisms of the Import-Led Growth (llg) Hypothesis

Arguments against the ILG hypothesis are mainlyaaded by anti-free foreign trade economists
who advocate the imposition of restrictions on gle®ds and services imported into a country.
Firstly, trade protectionists argue that importpase fragile and emerging domestic industries
(‘infant industries’) to unfair competition from mae foreign industries which have higher

capitalization levels, and more advanced technekgnd expertise. They argue that in the long

run this may hurt domestic production and hence GiiRvever, this infant industry protection
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does not hold in most LDCs, like Malawi, where th®ort tariffs have remained permanent

resulting in inefficiencies and higher prices fontestic consumers (Carbaugh, 2005:36).

Trade pessimists also criticize the ILG hypothdsisencouraging the dumping of surplus and
inferior products into LDCs by rich developed caied. These cheap products discourage local
production and also generate price distortions iasthbilities which reduce GDP and hence
discourage growth (Sodersten and Reed, 1994:44).

Furthermore, since imports constitute a leakagéheocircular flow of income, they reduce

aggregate demand, stifle domestic production and #hrink growth and employment levels.

Therefore the ILG hypothesis is seen as one ofrth@r causes of unemployment (Dornbusch,
2001:67). Similarly, Ghattak (1978:54) argues tinaports are the major cause of balance of
payment problems in developing countries such aawMaThis is so because foreign exchange
expenditure negatively affects a country’s curreatie account resulting in serious debt crises
and reduction in GDP. In this way the ILG hypotBesan be seen as a direct catalyst for

negative growth.

Some dependency theorists also blame ILG as otteeahajor causes of underdevelopment and
economic crises in some post-colonial states incAfand Asia. They argue that the massive
importation of capital and consumer goods by inddpat countries from their former colonial
masters in the 1970s has encouraged neocolonialésmultinationals have flourished at the
expense of domestic industries resulting in a redoicof economic growth rates over time
(Krugman, 1996:102-104).

2.6 Empirical Works on the Elg and llg Hypotheses

2.6.1 Some Empirical Studies on the Exports-GrowtNexus

Given the increasing importance and popularity loé tELG hypothesis in the fields of
development economics and trade, there is a landg bf empirical literature worldwide with
very mixed results and conclusions. Empirical asialpf the export-growth nexus has evolved
over the years from initial bi-variate analysesitov multivariate analyses, and cross-sectional to
now time series evaluations (Castro-Zuniga, 2004:d3ese studies have broadened and
enriched the knowledge base on this subject. F@ptirposes of this research, this study will
focus only on those influential analyses that Hadethe way as far as the survey of the export-

economic growth relationship is concerned.

21



One of the earliest studies on the ELG hypothesis @one by Balassa (1978) who sampled 11
developing countries that had instituted eitheroekprientation or import substitution from
1960 to 1973. He found that the ELG hypothesis vadisl in all the countries that had adopted
export promotion but did not hold for those purguimport substitution. But more importantly,

it was discovered that countries that had mainthieeport promotion throughout the sampled
period such as Brazil, India and Taiwan, grew fastan those who had switched from import

substitution to export promotion.

Two of the most quoted studies validating the ELy@dthesis are the ones done by Ram (1985
and 1987) who ran an OLS regression on annual semes data for several developed and
developing countries. He employed a production tionccomprised of GDP, exports, capital
and labour force to examine the export-growth nextise study found a strong positive

relationship between exports and economic growtllithese countries.

In a study targeting 16 rich countries of Westeundpe, Asia and North America for the period
1950 to 1980, Afxentiou and Serletis (1991) testedexport-economic growth hypothesis using
Vector Auto Regressive (VAR) models. The resulisvgdd support for the ELG hypothesis only
for the USA and Norway but for the rest exportsveéd negligible or no impact on the level of
GDP. Similarly, the direction of causality for théSA and Norway run from exports and

economic growth, but Granger causality tests ferrdst of countries were indeterminate.

In a similar study, Jin (1995) using a 5-variabl&R/model attempted to test the presence of the
ELG hypothesis in four ‘Asian Tigers’ (South Koregingapore, Taiwan and Hong Kong).
Several time series regression tests were condocidide quarterly data collected for the period
spanning from 1973 to 1976 and the study revedlatiéxports have a positive and significant
impact on the level of real GDP in all the four gd@d countries. However, results for Taiwan
showed that the direction for causality runs frasoremic growth while for the rest of countries

it was exports which Granger caused GDP growthiwitine sampled period.

For Costa Rica, Medina-Smith (2001) found evideoicthe ELG hypothesis by running an OLS
regression on annual time series data coveringehied 1950 to 1997. Apart from employing a
Cobb-Douglas production function containing expor@DP, gross domestic investment,
labourforce and gross capital formation, Medinat8nailso employed several regression tests

such as Granger Causality tests, Cointegratiors tstl the Durbin-Watson tests. The results
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showed strong evidence in support of the exponvtironexus but also that the direction of

causality run from exports to GDP growth.

An ELG hypothesis testing study targeting the faulf petroleum exporting countries of
Kuwait Oman, Saudi Arabia and United Arab Emiratess conducted by Al-Yousif (1997)
using time series data collected annually from 18¥3993. Al-Yousif also used production
functions and sectoral models to test for the erist of a long-run relationship i.e. cointegration
between exports and real GDP growth. Despite fmpaia evidence of cointegration in all the
sampled countries, the author found a positive statistically significant relationship between

the level of exports and economic countries iriredse Gulf countries.

In Botswana, Sentsho (2002) attempted to find exddeof the ELG hypothesis by using annual
time series data from the country’s mining sectorthe period 1976 to 1997. He used the OLS
method to run a regression on two neoclassicaleggge production function models (APFM)

containing exports, GDP, imports, labour, capitadl ather variables such as government and
the private sector. The conclusions that were driam the studies were that real exports have
a positive impact on economic growth and that iases in primary export revenues also results

in expansion of the GDP level and hence growttménlong-run.

Njikam (2003) tested the validity of the ELG hypes$is on 21 Sub-Saharan African countries
including Malawi. In all these countries exportsrgvdound to have a positive and significant
effect on economic growth. However, it was the @=rcausality tests that gave mixed results.
It was only three countries (Malawi, Cameroun araliMhat showed evidence of unidirectional
causation running from exports (manufactures) twnemic growth. The rest of the countries
showed evidence of either bi-directional causatiorwausation running from economic growth

to exports.

In a similar vein, Matemvu (1997) not only tried égamine the ELG hypothesis but also the
direction of causality between the two variablesMalawi and the SADC region. His study
found strong empirical evidence in support of th&Hhypothesis in Malawi and the majority of
the sampled countries except Botswana. Interegtinge discovered that the direction of

causation in Malawi and these countries (minus \Baits) runs from exports to GDP growth.
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In an attempt to validate the export-growth relasioip in Southern Africa, Chanthunya (1991)

sampled annual data from Malawi and nine other SAD€&nber states using the Two Stage
Least Square regression technique. His study folatdexports have a weak impact on the level
of economic growth in all these countries. Thisutes/as blamed on the fact that most of these
sampled countries were still net-exporters of primaommodities and that they had not fully

embraced outward orientation. Coupled with thisar@er causality tests from the study also
found bidirectional causation between exports abdP @ Malawi.

Even though the above empirical studies seemingbglaim the presence of overwhelming

support in favour of ELG hypothesis, there is aseizeable body of empirical literature that
strongly disputes the export-growth nexus. Onérstiedy was conducted by Jung and Marshal
(1985) using Engle-Granger tests and regressidmigees to ascertain the validity of ELG in

37 countries around the world. Results from thiglgtrevealed a notable lack of evidence in
favour of the ELG hypothesis.

On a similar note, Helleiner (1986) using a sangfl@annual time series data of selected Sub-
Sahara African countries from 1960 to 1980 foundt texport shares have a negative and
statistically insignificant effect on the level @DP. This result also showed a consistent

negative relationship between export share of the @nd the level of GDP expansion.

Another study that failed to verify the export-gtbwexus is the one conducted by Fosu (1990)
who sampled data from 64 LDCs from the period 1860980. Results from his neoclassical
economic framework showed that countries which Bagorts as one of the inputs in their
production process tended to grow slower than thdsieh did not, thus showing that exports
have a very weak effect on GDP. In addition to,tliie author concludes that ELG leads to

worsening terms of trade for most LDCs in favouthdir rich counterparts from the West.

2.6.2.  Some Empirical Studies on the Import—GrowtliNexus

In one of the studies aimed at establishing theohtabed Growth (ILG) hypothesis for Turkey,
Kotan and Saygili (1999) estimated the import dedriamction using two competing regression
techniques, Ordinary Least Squares (OLS) and Maxinhikelihood (ML) models. Results of
the study established that, holding all other thimgnstant deteris paribuy imports have a
positive and significant effect on the nationalam® level and hence economic growth in the
long run.

24



In the same vein an historical survey was conductdddia by Dutta and Ahmed (2004) with
the view to examining the behavioral patterns ajragate levels of importas a visthe GDP
growth rates for the period spanning from 19713851 This analysis made use of advanced
econometric techniques with the intention of esshibhg the import-growth nexus for India.
However, what emerged from this study was that the levels of real GDP that determine the

demand for imports and not vice versa.

A study by Humepage (2004) also found that impbage a positive and statistically significant
impact on the level of economic growth in the US%spite this being the case, the study failed
to establish the exact nature of direction of chiysaf relationship between exports and GDP
growth. In fact, what clearly emerged from the gtadfindings was that the direction of

causality between the two variables predominanttgucs from the side of income/output

(economic growth) to imports and not the other waynd. In concurrence with Humepage’s
findings, Hooper et al. (1998) using quarterly datant further to establish a positively elastic
relationship between economic growth and impods he established that in the USA, a unit

percentage increase in real GDP results in a Zpenscrease in the level of total exports.

Furthermore, Baharumshah and Rashid (1999) inagecklstudy for Malaysia that incorporated
exports as an additional input, found that theristexa constant positive relationship between
exports and imports and the level of national ougpowth in the long-run. Indeed this study
revealed that importation of foreign technologio@chinery and expertise was the significant

determinant of long term growth in the then boormand robust Malaysian economy.

Using co-integrated Vector Auto-Regressive (VAR)ddts, Awokuse (2007) attempted to find
empirical evidence in support of the positive intpafcexports and imports on economic growth
in a selected number of Eastern European coumaaely the Czech Republic, Bulgaria and
Poland. In this study, which employed a neoclasgicanomic growth model, it was found that
unlike previous studies which omitted the exporsiable in their analyses, inclusion of this
variable gives more realistic and accurate preuthsti Imports were found to have a positive and

significant influence on economic growth.

In Portugal Ramos (2001) sought to unearth the rtrgrowth nexus for the period from 1865 to
1998 by employing Granger-Causality tests and apdkports as another variable in his model.

Although the results of his study showed a posigffect of exports and imports on economic
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growth, it rejected the null hypothesis of a uredironal relationship between the variables i.e.
the notion that it is imports and exports that datee economic growth and not the other way
round. Thus the conclusion that came out of thdifigs was that of a bidirectional relationship
among the variables i.e. the notion that eitheraortgpcause economic growth or economic

growth causes imports.

In a study targeting four largely inward-orienteB@s: Nigeria, Papua New Guinea, Fiji and
India, Asafu-Adjaye and Chakraborty (1999) founddemce of a positive and statistically
significant relationship among exports, imports @mel level of economic growth. In fact, with
the use of Error Correction Methods (ECM), theyrdwevidence of a unidirectional relationship
between the three variables i.e. causality moviegnfexports to imports and finally to GDP

growth.

In a study that was primarily targeting the exmmawth nexus for 126 developing countries,
Riezman, Summers and Whiteman (1996) incorporatgubits as the principal conduit of this
ELG analysis. In their analysis which consistedfatcast error decomposition techniques, a
bidirectional relationship was found between levelsexports and import on one hand, and
economic growth on the other hand. In essence fibeyd that the direction of causality is
strongest when directly running from imports to estp and then economic growth. On the other
hand, the causality is weaker when moving from esgpto imports and economic growth.
However, the most important conclusion in this gtwehs the fact that imports have to be
included in any ELG analysis, otherwise their omoisswill more likely lead to spurious

regressions and analysis.

Another similar study targeting evidence of the stetice of ILG for India, Indonesia,

Philippines, Taiwan and Malaysia was conducted hgnbavelu and Rajaguru (2004). They
found a positive and significant relationship betwdevels of imports and national output for the
aforementioned Asian economies. There were alsingtindications of the presence of a
unidirectional relationship between this variables the direction of causality was running from

imports to economic growth.

On the same subject, Mahadevan and Suardi (2088)ified the predominant role imports play
in the economic growth of Japan. However, theyethilo provide any empirical support to the

import-led economic growth for South Korea.
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Awokose (2008) surveyed the import-led growth hijests in selected South American
countries including Argentina, Colombia and Peraspite the end results of the study showing
mixed and contradicting findings on the ILG, ELGdagrowth driven exports, it was confirmed
through Granger causality tests that imports eadedrger leverage on economic growth than
exports. This was also true of the opposite scenahere growth exerts lesser influence on

imports.

Using a sample of 40 developed nations and Newdystrialising Countries (NICs) Islam et al
(2011) found that the impact of imports in catatgseconomic growth is greater than that of

exports in increasing the levels of national incand output in the aforementioned countries.

In a similar study consisting of a number of Paeifiland Nations including Fiji, Papua New
Guinea, Tonga and Vanuatu, Mishra et al (2009) dotimat imports have a positive and
significant effect on economic growth. Howeverg gtudy also revealed that economic growth

also positively influences the level of imports tlee direction of causality is bidirectional.

In a study targeting seven poor Sub-Saharan Afrimamtries for the period 1966 to 1986,
Lopez and Thomas (1990) used the OLS method wrmdete an import demand function. This
model had export-debt ratio as a proxy for the llefe@xport capacity, real GDP, real exchange
rate, and import absorption rate as a percentageDdi?, as its five dependent variables. The
study results made it clear that in only five of feven sampled countries, real income or GDP

had a positive and significant effect on the lenfeotal import demand.

In the case of Kenya, Mwega (1993) used a sampéeddi27 covering the period 1964 to 1991
to estimate the total import elasticity of demarydemploying an ECM technique. The results of
this study confirmed that GDP had no significamgaun effect on the level of both consumer
and final goods imports in Kenya during the periodjuestion. These consumer goods imports
included food and beverages, while the final goodtuded petroleum products. He observed
that this could be so because of a high correldigtween the variables real income and relative
import prices. However, the situation was differfamtcapital goods as real income was found to

significantly determine capital goods such as pédt machinery.

27



For Nigeria Egwalkahinde (1999), in a quest to uetee the import-growth nexus, estimated an
import demand function with the help of an Englex@yer technique. His study which focused
on the period 1953 to 1989 contained industriapouts the GDP proxy and also as the main
explanatory variable. Results showed tlateris paribusindustrial output has a positive and
significant impact on the level of the imported ttas of production such as industrial raw

materials, in the short run at least.

Similarly, Solomon (2000) used not only the Englex@er Cointegration technique but also the
Johansen Cointegration method to empirically astessleterminants of the import demand for
Ethiopia from 1960 to 1995. His study uncovered thet that real GDP positively and
significantly influences both the short-run anddemn country’s aggregate levels of import
demand. However, what also came out clearly infihings was the fact that in the long-run
real income has a more significant effect on préslacapital goods imports, while in the short-

run real income has no significant influence onantg of consumables.

2.7 Conclusion

In summary, the above discussion has analysed ellagionship between international trade
(imports and exports) and economic growth from battiheoretical and an empirical point of
view. Even though these growth theories differhimit transmission mechanisms for the trade-
growth process, all of them support the ELG and hypotheses. A similar picture emerges
with empirical studies in which there is some dsigrin the findings and methodologies used.
However, apart from a few studies that have foundemidence or a negative relationship
between the variables, the majority of these emgistudies have found a positive relationship

between both exports and economic growth, and ita@ad GDP growth.

The presence of a considerable divergence in erapifindings for both the ELG and ILG

hypotheses in various countries presents food Hought to development economists in this
field. It is clear, however, that the divergencebigger when comparing studies of groups or
blocs of countries and those of individual coursttiean if the comparison is between individual
countries themselves. Therefore it may be prudentdevelopment economists to conduct
country-specific surveys, and not studies focusinga group of countries, in order to come up
with more accurate and plausible results for th&Eind ILG hypotheses. This is what this study
has attempted to do. The next chapter presenantigtical framework through which the study

was conducted.
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Chapter Three: Analytical Framework

3.1 Introduction

This chapter provides the general analytical fraoréwor analyzing the impact of international
trade on economic growth. The neoclassical econognawth model is discussed. After
analyzing its relationship with international tra@xports and imports) an analytical model will
be generated. Finally, empirical justification dietframework is presented, and the chapter

concludes with the study’s working hypotheses.

3.2 Neoclassical Economic Growth Theory

According to Todaro and Smith (2009:128-129), tleodlassical Growth Theory which is also
commonly known by its variant, the Solow NeoclagkiGrowth Theory, looks at economic
growth as occurring through an aggregate produdtiontion which looks at growth in national
output as emanating mainly from three factors oldpction: labour force; capital; and level of
technology. In this framework the level of techrglas assumed to be exogenously determined
i.e. independent of all the other variables initin@del. An increase in any of these three inputs,
labour force, quantity and quality (through popiiatboom and education), levels of a country’s
total capital stock and technological innovationil] Wing about an increase in national output
over time (economic growth). Traditionally, the 8mlneoclassical economic growth theory is

given by an aggregate production function as fodlow

WhereY represents total output produced in an economy,

A represents factor (s) that affects a country’slle¥ technology,

K represents a country’s available total capitatis{®oth physical and human)
L represents the total productive labour force engébonomy,

J represents elasticity of capital with respectational output,

o represents elasticity of labor with respect tooral output.

It should be noted that Solow’s model assumes dging returns to labour force and capital
stock separately, but constant returns to scal&abmur and capital jointly. This is shown by the
elasticities of labourp and capitala with respect to output. In fact, these returns to

scale/elasticities measure changes in output asudt Iof changes in the level of inputs. Constant
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returns to scale simply imply an x change in ougsua result of an x change in input or factor of
production. In this case, an x change in eitheolalforce or capital stock results in an x change
in national output (Mankiw, 2006:112-115). This stant returns to scale function is depicted in

the formulation below.

B+ta=1

With constant elasticity, economic growth (repreéedrby increase in productivity) is seen as

resulting from changes in the factors of productidrich is shown in the model as follows:

AYIY =8 (AKIK) + @ (AAJA +ALIL) oo oovoeeoeeoeee . )

However, this productivity is also influenced byhet exogenous (external) factors such as
government policies, changes in technology, madaicentration, international trade and
human capital (Ray, 2003:64).

3.2.1 Graphical lllustration of the Solow Neoclassical Madel
Below are Figures 3.1, 3.2 and 3.2 of a basic ftatran of the Solow Growth Model as
illustrated by Perkins et al (2006:22-28). Somé&®fmportant variables included in the diagram
below are as follows:

K is a country’s total capital stock,

d is the depreciation level of capital,

n is growth in population or labour force,

sis savings rate,

y represents total national output, and

A and B are the ‘steady state’ level.

But it should be noted that savings radei§ also equivalent to the capital share of incamihe
model.
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Solow growth model diagram

A

TR

Figure 3.1 Basic Solow’s Neoclassical Growth Motle
Source: Perkins et al. (2006:22)

In the above diagram, poirA represents the steady state where the outputilatzdio is
constant. Technically, the steady state can beheehafter a period of economic growth or
economic down-sizing where national output equadsrate of depreciation. From the graph, A
also represents the point of equality between revings(Sy) and the new capital required to
generate growth in labour force and the level girdeiation(n + d). Even though the economy
is in equilibrium at poin®, population is expanding at a given ratbut output (GDP) per unit

of capital (y) remains constant.

It is clear from the graph that points to the tdfpoint A, are characterized by excess savings per
worker rates, as such, the national capital to dab@tio expands. This is called capital
deepening and it increases output in the graph fmy;. This is due to the fact the quantities
of savings have increased even beyond the minimaquired to keep the economy in
equilibrium. But it is also worth noting from theagh that total national output)(expands in

proportion to the rate of population growth.
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On the other hand, to the right of point A, an apf@scenario occurs. Here national output per
worker is on a steady decline because savingsareufficient to induce the level of investment
necessary to increase capital. Now, the resul@htif capital per worker as is shown in the

graph by point kfails to match increases in population and the oftdepreciation (n+d).

Solow growth model and changes
A inthe saving rate (m+d)k
y =1k
T 3{' o
Yo sy
y sy
0 kn — kll }
k

Figure 3.2. Increase in the Savings rate in the S Neoclassical Growth Model
Source: Perkins et al. (2006:22)

With an increase in savings, the national savinggtion shifts upwards fromy to sy as is
shown in Figure 3.2, above. This signifies that werker saving rates have now outgrown the
summation of population and depreciation. As altethe national levels of capital stock have
increased fronk to k; thus shifting the economy’s equilibrium level frgmoint A to pointB.
Following from this, the output-labour ratio alsoeg up steadily fromgyto y; signifying the
point that the national output (GDP) initially grewat a very rapidly rate before stabilizing at the

equilibrium expansion rate which is indicated bynpo.

With a shift in the steady state from point A toradB, capital and productivity per worker keeps
on rising. However, the GDP growth remains on tame level as it were before the rate of

savings increased.
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Solow growth model and populafion
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Figure 3.3 Changes in the Population in the Soloa’Growth Model
Source: Perkins et al. (2006:22)

With an a increase in a country’s population deygiagh the graph as an upward movement from
(n + d)kto (n1 + dy)k, the equilibrium level or steady state moves frarhigher point A to a

lower point B. This downward shift in the steadgtstreduces both the national output and the
amount of capital per worker. As shown in Figurg &ove, GDP decline is depicted by a shift

in output fromy, toy; and capital reduction is given by a shift frégto k;.

An important prediction of the above growth modethat LDCs will eventually catch up with
developed nations in the long run, provided theyehlavels of savings, depreciation rates and
population growth rates similar to the developetioms. This is called unconditional income
convergence. However, empirical evidence from tlagonity of LDCs point to the contrary i.e.
over the years developed countries have grown rritten developing countries. What is now
clear is that for income convergence to occur betweountries, it is not enough for countries
only to have similar savings and population growdtes. LDCs also need to have in place
similar institutional arrangements, free domestiarkets, international trade policies and
education policies to those of the richer natidrtheir incomes are to converge in the long run.

This is called conditional convergence (Easter§QR52-54).
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3.2.2 Strengths of Solow’s Neoclassical Growth Model

One of the major advantages of the above modelh& it constitutes a considerable
improvement over other one-sector growth model$ siscthe Harrod-Domar Model that try to
explain GDP growth through only a fixed capital fficgent. This is so because the Solow’s
neoclassical model incorporates other factors ashabour, technology and other important

exogenous factors such as international trade (boaled Smith, 2009:129).

Furthermore, since the model uses an aggregateigirod function, it allows for substitution
between the factors, unlike in other economic ghombdels. With this comes the concept of
returns to productivity which are not present irrliea growth theories. Many prominent
development economists find it theoretically moreugpded than most of contemporary

economic growth theories (Mankiw, 1995:124).

Solow’s neoclassical economic growth model alseersffclear insights into the interactions
between economic growth on one hand and the roléedinology, innovation, and other

exogenous factors such as international tradeh@wother hand (Jones, 2002:74).

3.2.3 Criticisms of Solow’s Neoclassical Growth Model

The main criticism leveled against the neoclassigaivth model is that it just states that the
determinants of the steady state such as savings, riechnical change, human capital, and
population growth rates are given in the model. Ewsv, it fails to clearly explain how these

factors emerge and change during the course afrthveth process (Perkins et al., 2006:43).

But despite the above criticisms Solow’s modelils\gery crucial in economic growth, so much
so that many of the later economic growth modedsdaveloped largely based on it. In other

words, it constitutes the building blocks of ecomogrowth theory (Easterly, 2001:52).

3.3 Neoclassical Growth Theory and International Trade

As already mentioned, in the neoclassical growdmework, apart from the changes in the
factor inputs such as labour, capital, and techgyleconomic growth can also result from other
exogenous factors such as international trade. lifkage between the neoclassical growth
theory and international trade is best explainedtiry David Ricardo (1817) principle of

‘comparative advantage’. By comparative advantagenemists mean a situation where a

country produces one or more commodities at leg®rpnity cost relative to other countries.
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As observed by Sodersten and Reed (1994:126) dtoisr® under the neoclassical trade regime
where economies are assumed to produce their G@® ¢hanges in capital and labour after
employing equal quantities of technology. Moreovirese economies are assumed to be
perfectly competitive with factor mobility and caast returns to scale, just like in the Solow
Growth Model discussed earlier on. With comparathdyantage, the Hecksher-Ohlin Model
observes that a country will enjoy increased prauliilg as long as its Terms of Trade (ratio of
exports to imports) is different from its relatifector prices. Thus a different Terms of Trade
will enable a country to export the factor abundaammodity and import those it cannot
produce locally such as advanced technology, inciee of many LDCs (Appleyard et al.,
2001:87-89).

As clearly demonstrated in the studies by FedeBZ1%nd Ram (1985, 1987, and 1990),
neoclassical trade theory argues that internatitnaale has a positive effect on the level of
economic growth. These studies argue that theteffeinternational trade on economic growth
can be easily analysed using neoclassical produfitiaction in which exports and imports enter
as additional factors of production. In other wonakstional output results from a combination of
the factors of production (labour and capital) amernational trade. This can be shown in the

aggregate production function below.

Y = (L K, EXP, IMP). vt ©)

Where Y is the level of GDP, K is total capital&tpL is labour force, EXP is exports, and IMP
is imports.

Due to the vital role labour and capital play i ghroductive process, neoclassical economic
theory argues that these factors should have pesfifects on level of output i.AY/AL > 0O,

and AY/AK > 0. Similarly, Lipsey and Chrystal (2005:77) aegthat, holding everything else
constant, basic macroeconomic theory views intemnal trade as having positive externalities
on the level of GDP and therefore both imports exybrt variables should have a positive effect
on growth i.e AY/AEXP > 0, and\Y/AIMP > 0.

But in practice there are some other unobservabjmitant factors apart from labour, capital
and international trade that affect economic growth already indicated, some of these factors
may include government policies, or internationaopgplitical factors which the above

neoclassical growth model has not captured. Thexeéo random ternu will be added to
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equation (3) in order to capture these factors mmutease the above neoclassical growth

functions analytical and predictive power as sha&low.

Y = (L K EXP, IMP) + H v, ()

Therefore, this “Analysis of the impact of expaatsd imports on economic growth in Malawi”

will use an aggregate neoclassical production fanas shown by equati@n) given above.

3.4 Some Empirical Studies that have used Neoclassidalowth Theory in Analysing

the Relationship Between International Trade and Eenomic Growth

International trade-growth literature contains numae studies that have employed neoclassical
growth equations based on aggregate productiontifunscin analyzing the ELG and ILG

hypothesis. For the purposes of this study, howerdy influential ones are cited below.

Two of the most quoted studies validating the ELy@dthesis are the ones done by Ram (1985
and 1987) who run an OLS regression on annual semes data for several developed and
developing countries. He employed a production tionccomprising GDP, exports, capital and
labour force to examine the export-growth nexuse $tudy found a strong positive relationship

between exports and economic growth in all thesmirs.

In an analysis of the export-growth nexus for sateeeloping countries, Feder (1982) used a
neoclassical growth model with capital, labour expand real GDP as its main variables. Using
OLS regression he confirmed the ELG hypothesisated found that the export-growth nexus

stimulated efficiency and productivity in the saetbcountries.

For Tunisia, Hachicha (2003) used time series fiatthe period spanning from 1961 t01995 to
establish the export and economic growth relatigmskhlachicha used neoclassical Cobb-
Douglas growth models to estimate export demandsapgly functions in relation to real GDP.
The results of the study showed equivocal supmortife export-growth nexus for the country

during this period.

Sentsho (2002) used neoclassical aggregated griowmtiions to establish the export-growth
nexus for Botswana from 1976 to 1997, with speemaphasis on mineral exports. Apart from
labour, capital, exports and imports, these growtbdels also contained inputs from other

exogenous variables such as government, privattorsand world GDP. OLS regression
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equations were run on the data. In the end theagtinfirmed the ELG hypothesis and that this

economic growth was heavily influenced by primaipenal exports.

Using a neoclassical Cobb-Douglas growth model Medmith (2001) attempted to find the
export-growth nexus for Costa Rica for the peri®8@to 1997. The neoclassical growth model
had real GDP, gross capital formation, real expadal domestic income and labour force as
some of it variables. After running an OLS regresshe found strong support for the ELG

hypothesis during both the short and long run pistio

Similarly, Siddique and Selvanathan (1999) emplogeateoclassical growth model comprising
total real exports, manufacturing exports and oed@put to validate the export-growth nexus for
Malaysia. Several econometric diagnostic tests sashAugumented Dickey-Fuller, Engle-
Granger and Wald were run on the data collecteth fi®66 to 1996. However, the above

scholars did not find any evidence of causalityMeetn the variables during this period.

In a study targeting four Middle Eastern countnasnely Oman, Kuwait, United Arab Emirates
and Saudi Arabia, Al-Yousif (1997) used neocladgicaduction/growth functions to establish
the ELG hypothesis. The functions had exports &sadrithe inputs and real GDP as the output.
Using time series annual data from 1973 to 1993Y@usif found a positive and significant

relationship between exports and growth.

As for the ILG hypothesis, Awokuse (2007:389-39%9d to validate the import-growth nexus
for three Eastern European countries: Czech Repubdiland and Bulgaria using VAR models.
He employed a neoclassical economic growth modeh viinports, exports, GDP, and
technology as some of the factors. He found thabms have a positive effect on GDP growth

and that exclusion of the import variable leadsgarious regression results.

In a similar vein, Lopez and Thomas (1990) testedualidity of the imports-growth nexus on
data from the period 1966 to 1986 for seven SulafehAfrican countries using the OLS
regression technique. Their model used a neockdsgiowth function which had export-debt
ratio, import capacity, GDP absorption percentagel exchange rate and real GDP as the
variables. They found that imports have a posiéind significant effect on economic growth in
only five of the countries.
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Gulati (1978:519-522) tried to validate the ILG bipesis in several developing countries using
a neoclassical production function and time sedi#s. The neoclassical function had savings,
capital, imports, exports and GDP as some of thaas. He found that capital imports have a
positive and significant effect on GDP growth ahdttthe precise effect of the ILG depends on

the availability of capital.

3.5 Chapter Summary

The chapter sought to generate an analytical frasrletiirough which the impact of exports and
imports on economic growth in Malawi will be anags Owing to its strong theoretical and
empirical grounding, the neoclassical economic @inomodel was chosen as the framework of
analysis. But in order to precisely capture thpant of trade (exports and imports) on the level
of GDP, a modified version of the model was adogiaded on two pioneering studies on the
trade-growth nexus conducted by Feder (1982) and R#®#85, 1987 and 1990). In addition,
several empirical studies that have employed treelassical growth framework in analyzing
both the ILG and ELG hypothesis across the worldevedso cited in defence of the study’s use
of this model. The next chapter presents a detaitedunt of the research methodology used in

this study.
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Chapter Four: Research Methodology

4.1 Introduction

This chapter describes in detail the research ndetbgy followed in the study. It presents the
step by step process through which this study \eased out. In particular, it discusses issues of
research design, data collection methodology, sagpgechniques, model specification, data
analysis, and the estimation of the model.

4.2 Description of the Study Area

The study location for this research is Malawi. & data used in this research originate from
this country. Malawi is a small, landlocked counkogated in the southeast of Africa. It lies
between latitudes 9° and 18° south of the equatat Bngitudes 33° and 36° east of the
Greenwich Meridian. The country forms part of thesteAfrica’s Great Rift Valley and is
bordered by Tanzania to the north and northeash, ¥ambia to the west and Mozambique to
the south and east. It covers a total land mads.4485 kri while 20 percent (approximately,
370 knf) of the land is covered by Lake Malawi (Malawi &sment Promotion Agency,
2010:3). See Appendices B and C for details.

Socially, the country has a population of 15.1 imil) mostly Bantu peoples, with a minority of

Asian and European communities. The majority of plopulation (65 percent) lives in rural

areas while the rest is spread among the smallupesin and urban sectors of the country.
Recent social indicators indicate that the counth§& expectancy is at 54.6 years while the HIV
prevalence rate sits at 9.1 percent. The literaty is at 72. 8 percent and infant mortality per
1000 live births is 86.1. Nevertheless Malawi 1s tcack to achieve four of the eight United

Nations Millennium Development Goals by 2015 (VddBank, 2012:2).

Economically Malawi is an agro-based developingnecay with agriculture contributing about
40 percent to the total annual GDP while the sensgector, wholesale and retail trade,
contributes 27 percent to the national output. Maconomic indicators show that at present the
inflation rate is at 29.7 percent, while the unemgptent rate is 40 percent, and the exchange rate
value of the Kwacha against the US Dollar is aroliid 330.00. With regard to living
standards, the country’s annual GDP per capitecfiasing power parity) is currently at US$900
while the poverty head count ratio for the courgmtral and urban areas are 57 and 17 percent
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respectively. In addition, the Gini coefficient quality measure is 0.45 and the aid dependency
per capita is at US$68.6 (GoM, 2013:4-8).

4.3 Research Design

Before conducting any study it is necessary to cam&vith a plan of the study’s methodology
and how that plan fits with the study’s purposeedé plans direct decisions on when, how,
where and how often to collect and analyse datés iBhwhat is basically known as a research
design. More generally, there are four main typesesearch designs, namely cross-sectional,
time series, case studies and experimental. Inegwdvering a long span or period of time, time
series research designs are generally preferréeetother types of research designs because it is
easier to collect data on their variables sincedtita are often readily available and they are also

easy to analyse and interpret (Bhattacherjee, 29121).

Therefore, in analysing the impact of exports angadrts on economic growth in Malawi from
1970 to 2010 a time series research design widrbployed. According to Bryman (2000:71) a
time series research design involves measurementalection of data on the same variable at
different points in time mainly in order to studydaanalyse socio-economic trends. This stands
in sharp contrast with cross-sectional designs hiclvdata collection is done once. Generally,
time series data refers to data gathered periddisath as annually, monthly or weekly. This

study collected annual time series data from 18720t.0.

4.4 Research Methodology

According to Cresswell (1994:76-81) a research odilogy basically refers to a structured
process of collecting, analyzing and interpretiragadfor the purpose of answering research
guestions. He further notes that there are thieestpf research methodology namely qualitative,
guantitative and mixed approaches. Quantitativeeareh methodologies primarily employ
numerical and statistical tools in order to testotties and generalisations and hence answer
research questions. On the other hand, qualitatethodologies aim at getting deeper meaning
from social phenomena by directly observing theaesh subjects in their natural environment.
They do not use numerical figures but look at theanings people attach to them. In contrast,
mixed approaches combine aspects of both quawmétand qualitative methodologies in solving
research problems (Rubin and Babbie, 2011:453-454).

Since the nature of this study involves compariatadn a systematic way, testing theory and

making generalisations on the whole population, ghantitative research methodology offers
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the best option compared to the other two researethodologies. Therefore, a quantitative
research methodology is employed involving in-degtitistical analyses on the collected time
series data from 1970 to 2010.

4.5 Data Collection: Sources and Techniques

This study used secondary annual time series adiiected for the period 1970 to 201Dhis
secondary annual time series data was collecteGDR, exports, imports, labour force and
capital (Gross Capital Formation) from the WorldnBaMalawi Country Office records. The
World Bank Malawi Country Office Online Library washosen not only because of its
credibility but also because of its comprehensitagistics record keeping of these variables.
Annual time series data has been chosen becaustalawi data on the above variables is
normally compiled annually. It is therefore easiercollect annual rather than monthly or
quarterly time series. Furthermore, since the WoBdnk Malawi Country Office
Library/Archive is free and open to the public iasveasy to access the data as there was no
requirement to seek prior permission. Nevertheléssill has to be stated that the data obtained
from the Country Office Library were used for acauie research purposes only and full

acknowledgement has been given to the sources.

4.6 Sample Size and Sampling Technique

The credibility of any research study is judged mhaby the precision of the results generated
and the validity of the inferences that can be drénm them. Both of these factors depend on
the sampling techniques and the sample size gexder&enerally, the higher the sample size the
more accurate are the results because sampletissatteme closer to the actual population
parameter (Bhattacherjee, 2012:46-49). This stuayi@yed simple random sampling in coming
up with a sample of 40 annual observations colteébe the period 1970 to 2010. The sample
size of 40 is adequate for the power of probabifityd consequently to make the desired
statistical inferences. The data were collecteMicrosoft Excel format before being imported

into Stata Software Version 12.0 for analysis artdrpretation.

4.7 Model Specification and Variable Description

As mentioned in the previous chapter, this studgsua neoclassical growth model as its
theoretical and analytical framework. Basically,|d8ds neoclassical growth theory looks at
economic growth as occurring through a Cobb-Douglggregate production function which
looks at growth in national output as emanatingifseveral factors such as labour force, capital,

41



level of technology and other exogenous factord ascgovernment policy, international trade
and market concentration. Studies by Ram (19857 1&& 1990) and Feder (1982) clearly
demonstrated how international trade impacts on lthel of economic growth in the

neoclassical framework. Ram and Feder did thisn@prporating exports and imports in the

neoclassical growth function as follows:

Y = (L, K, EXP, IMP) + Heoeeeeeoiee e, (i)

Where Y is the aggregate level of output, K is ltapital stock, L is labour force, EXP is
exports, and IMP is imports. However, the modeuasss that the level of technology (A) is

endogenous i.e. determined from within the modejigen.

Since a typical neoclassical growth model assum€slzb-Douglas production function with

exponential form, therefore equatiphwill be given as below.

Y=A L)M (K)PAEXP)PUMP) P44 e (ii)

But in order to make equation (ii) linear we caketdogarithms on both sides of equation and

this will generate a growth equation of the form:

LOG(Y) =4.LOG (L) + p,LOG (K) +p:LOG (EXP) + ,LOG (IMP) + [............. (iii)

Since some of the variables in the model such lasulaforce, output and capital, cannot be
easily observed there is a need to generate soméeprthat can easily be quantified. Thus
labour force will be approximated by the countiytgpulation between 15 and 65 years, given as
‘POP’. On the other hand, capital will be approxieshby gross capital formation (‘GCF’) and
‘GDP’ will approximate economic growth. Technicafohitions of the aforementioned proxies

are given below.

‘EXP’ approximates the total value of goods and/ises made in Malawi but sold abroad. In

this study exports are measured in millions of UsHdbs.

‘IMP’ gives the total value of goods and servicesghased from abroad by Malawians. In this

study imports are also measured in millions of Usidbs.
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‘GCF’ represents the estimated additions to fixesess and inventories in the economy. In this
study the GCF is measured in millions of US Dolldrs fact, studies by Ram (1987) and
Medina-Smith (2001) showed that gross capital feionasatisfactorily approximates capital
growth rate. In simple terms, total capital forroatirefers to the net increase or growth in the
level of a country’s physical capital stock (FisGHE93:84).

‘GDP’ is used as a proxy of the total market valfigg@ods and services produced within
Malawi’'s geographical boundaries regardless ofndaeonality of the producers. It approximates
economic growth. In strict economic terms, econogrmwth implies the sustained increase in
the rate of growth of national income/output (G@WEr time (Todaro and Smith, 2009:74). In
this study GDP is also measured in millions of USI&s.

‘POP’ will approximate the country’s labour forde) petween the ages 15 to 65. Although this
approximation is somewhat unsatisfactory, it offéaes best proxy available considering the fact
that it is generally very difficult to get usablené-series data on labour force in many Least
Developed Countries due to data collection probl@res and Ranis, 1964:57). Secondly, since
the majority of these exports are primary commeditvhich are seasonally produced, using the
population of the labour force between 15 and Gry/és a better proxy than the aggregate/total
labour force (Ram, 1985:116). In this study labimuce in measured in millions.

With the incorporation of the above proxies, equaii) changes as below.

LOG (GDP) =1 LOG (POP) +,LOG (GCF) + f5(EXP) + ,LOG (IMP) + ... (iv)

The above equatiofiv) was therefore used to estimate the total impaekpbrts and imports on
economic growth in Malawi from 1970 to 2010. Thedabwas also sufficient for capturing not
only the individual impacts of the ELG and ILG hypeses but also the influences of other
important factors that determine the GDP such a#tataand labour force. In addition, some
other exogenous factors that also significantlyaotpn the level of GDP in Malawi but cannot
be determined by the model were captured by theéorandisturbance terifu). It is, therefore,
safe to conclude that the abofre) regression model provides the best measuremehfdoo
analyzing the study.
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4.8 Procedure for the Estimation for the Neoclassical édwth Model

In estimating the above equatidiv) the OLS regression methadlas used. The concept of
regression refers to the study of dependence oakliips between variables. In essence, this
involves statistically predicting the mean value afvariable Y based on the fixed value of
another variable(s) X. In this case the variables ¥alled the regressand or dependent variable
while X is the regressor or explanatory variabtesHould be noted, however, that regression
involves analyzing the dependence among statistvaalables which contain probability
distribution properties i.e. they are stochasticrandom variables. Normally such random

variables have a whole set of values, positive@mitgative (Gujarati and Porter, 2010:31-34).

According to Guijarati (2003:18) a regression analysvolving the study of one dependent
variable on another explanatory variable is cadlimple or two-variable regression analysis. On
the other hand, a multiple regression obtains & #malysis involves finding the value of a
dependent variable based on the values of two oe mgplanatory variables. There are two
common methods of estimating regression equatiodstteese are OLS method and Maximum
Likelihood (ML) method. However, because of its hahatical simplicity and intuitiveness,
most scholars prefer the OLS method to the ML nektitowever, it should be pointed out that
both these methods give the same results aftena#din. For the reasons given above this study
will therefore employ the OLS method in analyzirige timpact of exports and imports on

economic growth in Malawi.

Despite the OLS linear regression shedding soma lagn the linear relationship between
variables, this does not automatically imply theg estimates are reliable. The OLS method only
gives reliable results if it satisfies BLUE (Besinkéar Unbiased Estimators) conditions
(Salvatore and Reagle, 2001:130).

Salvatore and Reagle observe that in a single-blarlamear regression, the OLS method seeks to

find the values of intercepbd) and gradient/slopeb{) of a straight line equation given by:
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Y =y + bsX + u. The OLS formulae for the single-variable equate given below.

b = 2Y, -bZX,
0 n

_ n2XY, -2X.2Y,

% nZX?-(zX; )?

With a multiple regression model containing thregressorsy; = by + b1 X + boXyi + 4, the OLS
estimation procedure differs slightly from thattbé two-variable regression equation. The OLS

formulae for multiple regression equation can hesgias follows:

pq = EyxD(Ex22i) — (Zyix2i) (Rxix2)
T (Ex2i)(Zx22i) — (xix2i)?

_ Qlyix21)(¥x2i) — Qyixi) (X xix2)
O (Ox2D(Ix221) — (Xxix2i)?

b2

From h and b, bycan be derived as follows:

bo=Yi- by X1 - b X2

Under the multiple regression framework, for example, gives the effect of;X¥n the mean
value of Y holding the value of Xconstant. Similarly, bgives the net effect of 2o0n the mean
value of regressand; When the value of;is fixed. Thus sinceiband b measure the impact of
a unit change an explanatory has on a dependeiabieaholding another explanatory variable
constant, therefore they can also be called pagtadient coefficients. As in the single-variable
regression, dis still the intercept term i.e. the value of tlegmessors when the regressand is
equal to zero (Gujarati, 2003:208).

Therefore the study’s main regression mddglneeds to be transformed into a multiple linear

regression equation for easy estimation using th® Regression Method by adding a y-
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intercept term fy) as follows:

LOG (GDP) =, + #:LOG (POP) +8,LOG (GCF) + ;LOG (EXP) + £, LOG (IMP) +

4.9 Expected Signs for the Exports and Imports Coeffi@nts

Theoretically, the regression coefficient for labdoerce, capital, exports, and imports is
expected to have positive signs i8, (82, B3, and B4 > 0). In practice, however, the above
variables may have a positive or negative or evao effect on the level of GDP (economic
growth). But in this research the emphasis was yaim the exports coefficienpf) and import

coefficient(f,) which were expected to exhibit either of the absigas as follows:

p:>0 implying that exports increase GDP

p<0 implying that exports decrease GDP

p=0 implying that exports have no effect on GDP
Fa>0 implying that imports increase GDP

pa<0 implying that imports reduce GDP

Ps=0 implying that imports have no effect on GDP

410 A Summary of the Diagnostic Tests for Ols Regressio

In order for the results of the above OLS regressstimation technique to be reliable, the
assumptions of the BLUE (Best Linear Unbiased Est@%) must hold. Violation of these
properties leads to spurious regression and hemm®rect conclusions (Gujarati and Porter,
2010:74). Therefore to ensure the adherence tBLE properties the following diagnostic

tests were conducted on the time series beforeL&régression could be run.

4.10.1 Test for Linearity

Before a successful OLS regression can be runné#taere of the time series needs to be
examined. In particular, the data set needs talgleaxhibit some linear patterns. This reduces
the chances of running a spurious regression onctilected times series data (Gujarati,
2003:100-101). As a result, the study employediecdtagrams in order to show linear patterns
between each of the four explanatory variables rés=sprs) and the dependent variable

(regressand).
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4.10.2 Test for Serial Correlation

Kirchgassner and Wolters (2007:52-53) argue thealseorrelation occurs when error terms
from previous periods affect future time periodsithAserial correlation even though OLS
estimators are still linear and unbiased, theyinefficient (i.e. they do not have minimum
variance). As a result the estimators are not BLUdtest for serial correlation of the residuals,
the Breusch-Godfrey test, also known as the Lagravgitiplier test, was used. This is a test of
the null hypothesis that there is no serial coti@teup to lag ordep. In the STATA, the Obs*R-
squared statistic is the Breusch-Godfrey LM teatigic, which is computed as the number of

observations multiplied by the (uncentr&d)from the test regression.

4.10.3 Test for Heteroscedasticity

Basically, heteroscedasticity refers to a situatiotime series data where the error terms have
different scatterplots irrespective of the valualre explanatory variable (X). In the presence of
heteroscedasticity OLS estimates are consistentthmit standard errors are not valid. The

Breusch-Pagan test, which involves the auxiliargression of the squared residuals on the
original regressors and all their squares, was tseest for heteroscedasticity. This test simply

determines whether or not the estimated variantleeoérror (residual) terms is dependent on the
values of the regressors/explanatory variablestvgia 1990:43-45).

4.10.4 Test for Multicollinearity of the Regressors

Multicollinearity simply refers to the existence afvery high degree of correlation between
variables. In fact, regression in the presenceedfiept or near perfect linear relationship among
some or all explanatory variables in an OLS regoesmodel creates problems in accurately
estimating the regression coefficients and theandard errors. Paradoxically though,

multicollinearity is not a serious problem sincer\n the presence of multicollinearity the OLS
estimators are still BLUE. Nevertheless, it becormggoblem when the value of the pair wise
correlations between the explanatory variables edsd.80 (Gujarati, 2003:341). To test the
presence of multicollinearity in the equation theplanatory Variables Correlation Matrix was

used.

4.10.5 Test for Correct Model Specification

In order to test for the likelihood of incorrect deb specification, that is, whether the model has

omitted certain variables, has incorrect functiomatm, or there is correlation between
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explanatory variables and the residuals, the RanBegression Error Specification Test
(RESET) was used.

4.10.6 Test for Normality of the Random Error Terms

One important assumption that underpins classioahi regression is that of normality in the
residual terms. As with other parametric teststatigics and econometric tests, the collected
data are assumed to be normally distributed i.d-shaped, symmetric density curved and
single-peaked. For OLS regression models normeltgnds to the random disturbance terms.
Indeed, these error terms are expected to be nigrrdedtributed around a zero mean and
constant variance. Violation of this assumption lisgpthat even though OLS estimators will still
exhibit BLUE properties, their statistical reliahjil cannot be easily ascertained by statistical
significance tests (Gujarati, 2003:147-148). Thelgttherefore employed the Shapiro-Wilk (W)
test to test the normality of residuals not onlgdaese of its good predictive statistical powers but

also because of its specialization in testing sarsjes below 50 (Razali and Wah, 2011:5).
4.10.7 Test for Cointegration

In order to avoid running a spurious regressiometiiea need to establish a long-run association
or equilibrium between variables i.e. cointegratibhe advantage of cointegration is that it can
establish the long-run linear combination betweeth Istationary and non-stationary time series
(Kirchgassner and Wolters, 2007:204). In underigkims endeavor, this study employed one of

the most common and powerful tests of cointegratiom Johansen Test.

411  Chapter Summary

Based not only on the theoretical and analyticainiwork but also on literature reviewed in the
previous chapters, the above study used a timesseesearch design to collect and analyse
guantitative annual time series data. In additaongoclassical economic growth framework was
used to generate and specify an empirical modéetemployed in capturing the trade-growth
nexus. Sampling and other data collection, oparatipation and measurement issues were also
discussed. The OLS regression method was endosstxd dest method to be used in empirical
estimation. The chapter finished by discussing saféhe diagnostic tests that were to be
performed on the time series data before OLS regmesis run in order to come up with
accurate, efficient and unbiased results. The oleapter provides a comprehensive account of

the research findings, and discussion on the foglin
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Chapter Five: Research Findings and Discussion

(Estimation of the Model and Interpretation of Reslits)

51 Introduction

This chapter presents the findings of the study thed interpretation based on the regression
model that was estimated using the OLS method biaSt2:0 Statistical Software. However,
before the regression was run and interpretaticedemseveral time series diagnostic states were
conducted on the data and the model to ensureothestness of the results. These include test
for linearity, multicollinearity, autocorrelation,heteroskedasticity and correct model
specification. Thereafter, the regression model @sisnated using the OLS method and results

interpreted as is shown below.

5.2 Testing for Linearity of the Time Series Data

In order to avoid conducting spurious regressiorthencollected data there is need to test for
linearity of the data i.e. the presence of a linedationship between the variables. Scatterplots
offer the easiest way to test for linearity betweka dependent variable and its explanatory
variable (Bhattacherjee, 2012:88). This study tloeeeplotted scatter diagrams using Stata on

the time series data as shown below.

Scaiterplot for loggdp and logpop Scatterplot for loggdp and loggef

Ioggdp
Ioggdp

T T T T T T T T
15 2 25 3 4 5 6 1
logpop loggef
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Scatterplot for loggdp and logexpo Scatterplotforlloggapiandlogimpo

6 6
logexpo logimpo

Figure 5.1 Scatterplots of the dependent variabled the explanatory variables

Source: author’s secondary data analysis using Stat

From the above scatter diagrams it is clear thexetls a linear relationship between the
dependent variable, the GDP and its explanatonaligs (GCF, population, import and exports)

as depicted by linear patterns of the scatterstefbiee OLS regression can be run on the data.

5.3 Diagnostic Tests

In order for the results of OLS method of estimatio be reliable, its assumptions must hold. To
ensure this, the study employed the Breusch-Godéstyfor serial correlation of the residuals,
the Breusch-Pagan test for heteroscedasticityCibreelation Matrix for multicollinearity, and
the Ramsey RESET test to test for correct modelipation.

5.3.1 Test for Serial Correlation

In the presence of autocorrelation, OLS estimatoeslinear and unbiased but not efficient (i.e.
they do not have minimum variance). As a resu#t,@ktimators are not BLUE. To test for serial
correlation of the residuals, the Breusch-Godfrest,talso known as the Lagrange Multiplier
(LM) test, was used. The results are summarizedppendix D. This is a test of the null
hypothesis that there is no serial correlation agag orderp. (Kirchgassner and Wolters,
2007:523-53).

From the Stata results depicted in Table 5.1 belwvp-value for this test is 0.4310, which is
greater than the 5 percent level of significanc®FP This leads to the decision of failing to
reject the null hypothesis of no serial correlatidherefore, there is no serial correlation in the

regression model.
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Table 5.1 Breusch Godfrey Test for serial correlabn/auto-correlation

Null hypothesis Lags (p)| Chi2 DF Prob > Chi2

Ho: no serial correlation| 1 0.620 1 0.4310

Source: author’s secondary data analysis using Stat

5.3.2 Test for Multicollinearity among the Explanatory Variables

As already alluded to, multicollinearity which beeliy refers to very strong correlation between
explanatory variables, only causes efficiency peoid in estimation, if and only if, the value of
the pair-wise correlations between the regressarsegls 0.8 (Gujarati, 2003:359-362). From the
simple correlation matrix obtained from Stata anckig by Table 5.2. below, it is clear that the
collected time series have no serious multicollimgaproblems, since all the pair-wise
correlation coefficients are below 0.8. This implidat the regression estimates of the model
will be efficient.

Table 5.2. Correlation matrix of coefficients of rgression model

e (V) logpop loggcf logexpo logimpo constant
logpop 1.0000

loggcf 0.5880 1.0000

logexpo -0.2953 -0.1155 1.0000

logimpo -0.6747 -0.7464 -0.3838 1.0000

constant 0.6623 0.3041 -0.3118 -0.4435 1.0000

Source: author’s secondary data analysis using Stat

5.3.3 Test for Correct Model Specification

In order to test for the likelihood of incorrect de specification, that is whether the model has
omitted certain variables, has incorrect functiofatm, or there is correlation between

explanatory variables and the residuals, the RarREeESET (Regression Error Specification

Test) was used. This is a test of the null hypashiesit the model is correctly specified. If the F-
Statistic is greater than the p-value at a 5 pertarel of significance we accept the null

hypothesis of correct model specified, and vicsadGujarati, 2003:521-523).

In Table 5.3 the p-value of the F- statistic frdmsttest was 0.1170, which is greater than the 5
percent level of significance (0.05). This implieglure to reject the null hypothesis that the
model is correctly specified at 5 percent levesighificance.
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Table 5.3 Ramsey RESET test using powers of thetétl values of loggdp

Null hypothesis F (3, 33) Prob > F

Ho: model has no omitted variableg 2.12 0.1170

Source: author’s secondary data analysis using Stat

5.3.4 Test for Heteroskedasticity

As discussed earlier on, the classical OLS regvassiethod assumes that the random error
terms or disturbance terms contained in the regnessodel exhibit constant and equal variance,
in other words homoscedasticity. However, failuveneet the above assumption results in a
condition of heteroscedasticity in which even thotige OLS estimates are consistent, the error
terms are invalid thus violating the property ofsBd.inear Unbiased Estimator (BLUE).
Therefore in order to test for the presence of rostedasticity in the regression model a
Breusch-Pagan/Cook-Weisberg Heteroscedasticity Wastconducted on the data using Stata.
Basically, the above test aims at accepting orctiejg the null hypothesis of homoscedasticity
(constant variance) by comparing the computed Gbase probability value i.e. Chi2(1) and
the p-value at a given level of significance. I€t€hi2 (1) value is greater than p-value then
there is no heteroscedasticity and vice versa (Miaddnd Kajal, 2009: 56). The results of this

test are shown below.

Table 5.4 Breusch-Pagan / Cook-Weisberg test foekeroskedasticity

Null hypothesis Variables chi2(1) Prob > chi2

Ho: constant variance Fitted values of loggdp 0.08 7792

Source: author’s secondary data analysis using data

As can be seen from the above results, the modehics no heteroscedasticity i.e. the null
hypothesis of homoscedasticity is accepted bectheseomputed Chi-value (0.08) is greater
than the critical value (0.05) and therefore sti@adly insignificant at 95 percent level of

confidence.

5.3.5 Test for Normality of the Residuals

OLS assumes that the random variable or error temormally distributed around a zero mean
and constant variance. The absence of this conditiplies that OLS estimators are still BLUE
but we cannot assess their statistical reliabbigyclassical tests of significance. The Shapiro-
Wilks (W) Test was therefore employed to test thé hnypothesis of normality in the residuals.
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It is a parametric test that investigates the presef a normal distribution in residuals with a

sample size (n) of less than 50. Basically the abm@st confirms normality only when the
Shapiro-Wilk (W) value is greater than the p-va(0ed5) (Mendes and Pala, 2003:126). The
table below shows computed results of the test.

Table 5.5 Shapiro-Wilk (W) Test for Normal data

Variable

Observations| W V Z Prob>z

Rvar

41 0.97944 0.828 -0.397 0.65430

Source: author’s secondary data analysis using Stat

From the above table it is clear that the residasésnormally distributed because the Shapiro-
Wilks probability value (0.65430) is greater thdue ftcritical p-value (0.05). Therefore the null
hypothesis of residual normality with 95 perceneleof confidence is accepted. Graphically, the

above normality of the residuals is also shownhayhistogram below.

T T T T

Residuals

Figure 5.2 Histogram for normality of residuals.
Source: author’s secondary data analysis using stat

The confirmation of residual normality as shownMgure 5.2 above implies that the estimated

regression model has credible predictive powerssuch valid conclusions can be drawn from

its results.
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5.3.6 Johansen Test for Cointegration

Guijarati (2003:822-826) observes that it is prudendetermine the existence of cointegration
(i.e. long-run relationship among variables) befang meaningful OLS regression can be run on
the time series data. The concept of cointegrasohased on the findings that even though
individually variables may not be stationary, thiirear combination may be. By stationary,
econometricians simply refer to a condition whexedom variables exhibit constant mean and
variance in the long run, independent of spacetame. Estimating cointegrating variables in
levels might still be meaningful despite individwariables being non-stationary. Cointegration
is preferred to differencing because a cointeggateguation retains important long-run
information which would otherwise be lost if aneaftative method of differencing were used. In
testing for cointegration the study used the Jodrad®st. It basically, rejects the null hypothesis
of no cointegration if the trace statistic (Johan$gatistic) is greater than the critical valueaat
given level of significance and vice versa (Maddatd Kajal, 2009:117). Table 5.6 below gives

the results of the cointegration test as obtainewh fStata.

Table 5.6 Johansen Cointegration Test

Rank Eigen value Trace statistic Critical value
0 106.7821 68.52

1 0.73001 55.7163 47.21

2 0.53210 26.0956* 29.68

3 0.38528 7.1188* 1541

4 0.14399 1.0555* 3.76

5 0.02670

Source: author’s secondary data analysis using Stat

* indicates the presence of cointegrating equatibbpar cent level of significance

From the above table it can be seen that the statistic (26.0956) is less than the critical value
(29.68) at rank 2. Therefore from the above restiltsan be concluded that there are three
cointegrating equations between the variables amd¢dthe null hypothesis of no cointegration
is rejected with 95 percent level of confidenceerBfiore the regression estimated will be real

and meaningful and not spurious.

The confirmation of cointegration gives the stuthehce to not only estimate the regression

model but also answers the research question tfusted there is a long-run equilibrium
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relationship between the four explanatory varialflexPO, GCF, POP, and IMPO) and the
dependent variable (GDP).

5.4 Estimation of the Regression Equation and Interpreation Of Results

After conducting diagnostics tests it is clear thiere is no evidence of non-linearity,
multicollinearity, autocorrelation, heteroscedastic or incorrect model specification. This
therefore shows that the regression results wiNddel and robust. Therefore, after establishing
that there is a long run relationship between em the study proceeds with estimation of the
regression equation. Table 5.7 below provides ssgva results for the relationship between
gross domestic product, exports, imports, poputafiabour force) and gross capital formation

(capital). From the regression results the follapimthe estimated form of the model:

loggdp= 1.79631 + 0.4889741logpop + 0.1889956loggy€k6157923logexpo -
0.423872logimpo + u

Table 5.7 OLS Regression Results

Explanatory | Variable Standard Prob>t | Prob>F | R- Number
Variables Coefficient | Error.t Squared | of
(regressors) observations
logpop 0.4889741| 0.2332324 2.1( 0.043

loggcf 0.1889956 | 0.10316811.83 0.07b

logexpo 0.6157923| 0.124762 4.94 0.000

logimpo -0.0423872 0.1847291-0.23 0.8200.0000 | 0.9683 41

Constant 1.79631 0.2372569 7.57  0.0Q0

Source: author’s secondary data analysis using Stat
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5.5 Discussion on the Estimated Regression Results

The discussion below gives an interpretation ofrégression estimates that transpired from the
OLS estimation as is given in the table above. Mgpecifically, the following discussion
presents an interpretation of OLS regression vhsahs obtained from Stata results such as

F-Statistic, R-Squared, regressor coefficients,taedconstant term.

5.5.1 F-Statistic

From the above table, since the F-Statistic haobability of 0.0000 which is less than the p-
value (0.05) this shows that the regression madstatistically significant at a 5 percent level of
significance. Davidson and McKinnon (1999:48) ardhbat the above statistically significant
result shows that the regression model is truedmed not occur randomly.

5.5.2 R-Squared (R2)

Basically the Ris a measure of goodness of fit of the regressiodel. It explains how best the
model fits the data (Maddala and Kajal, 2009:63pnfthe table above, the’ Ralue (0.9683)
shows that 96.83 percent of the variations in tegrassand/dependent variable (GDP) is
explained by the regressors (exports, imports,taapnd labour force). This implies that the
remaining 3.17 percent or 0.0317 of the change¢lerGDP are not explained by the regressors
of this model but by other factors outside the nhoBat on the whole, the above’ Bhows that

the regression model has a very high explanatomepo

5.5.3 Population (Labour Force) Coefficient

The above regression results indicate that laboucef (population) has a coefficient of
0.4889741 which is also statistically significarttaa5 percent level of significance i.e. the
computed test statistic (0.043) is less than thellef significance (0.05). This implies that a 1
percent increase in labour force leads to a 0.48B%&rcent increase in the level of GDP or

economic growth, and that this relationship is true

The explanation of the above result lies in the that since Malawi is largely an agro-based
economy heavily reliant on a large labour forceswfallholder farmers, therefore GDP will be
obviously influenced by labour productivity. Maldsviagricultural sector, which contributes
between 45 and 55 percent of her GDP, is charaeteby very low levels of mechanization
(World Bank, 2012:15). This therefore implies tlaé majority of the country’s agricultural

produce is generated by manual labour. From tlgantbe seen thateteris paribusthe higher

the labour force the higher the agricultural outgnd hence more GDP as well.
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Theoretically, the neoclassical economic growth eh@iso confirms this fact by arguing that an
increase in the labour input has a positive eftactthe national output and hence economic
growth. Empirical studies by Mkandawire and Chipg@&804) and Durevall and Mussa (2010)
also found that labour force has a positive andissitzally significant effect on the GDP in

Malawi.

5.5.4 Gross Capital Formation (Capital) Coefficient

The aforementioned regression model has a GrosgaC&prmation coefficient of 0.1889956
which is statistically insignificant at a 95 pertéevel of confidence i.e. its p-value (0.075) is
greater than the critical value (0.05). From thisan be deduced that a unit percentage increase
in capital leads to a 0.1889956 increase in the Gldvever, this relationship between the two

variables might be a result of chance and may eoeplicated in repeated sampling.

The positive relationship between the capital sttt GDP growth is also supported by general
macroeconomic and economic growth theory. Macroeeucs theory argues that an increase in
the level of capital stock results in an increaseinvestment which in turn results in an
expansion of aggregate demand and hence the GDRk{iMa2013:46). On the other hand,
economic growth theories such as Solow’s neoclalsgrowth theory, the Harrod-Domar Model
and the Two-Gap Model, posit that an increase goantry’s capital stock, mainly through
savings increases the total level of a country’'$pwuand thus leads to economic growth
(Ghattak, 1978:31-33).

The statistical insignificance of the capital vailnehe model can be attributed to the fact that
domestic savings rates in Malawi are very low, aacimso that they have a very negligible
impact on the country’s GDP levels. Now since sgsidetermine the level of capital formation
therefore a reduction in their levels will depr&BP. In line with this, a study by Chipeta and
Mkandawire (1989) found that in Malawi domestic isgg rates are very low and in some
instances negative. This finding can be attributethe fact that most Malawians do not have a
savings culture and access to financial institwisnch as banks and other financial institutions
is limited to a small minority of the population imban areas while the overwhelming majority

of the nation’s population remains unbanked (W@&dahk, 2012:2).

5.5.5 Export Coefficient

The above OLS regression results from Stata sheivdhkports have a 0.6157923 coefficient
which is also statistically significant at a 5 partlevel of significance i.e. it has a smaller p-
value (0.000) relative to the critical value (0.0B)om this it is clear that a 1 percent expansion
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in the level of exports triggers a 0.6157923 pergeowth in GDP or national output. The strong
statistical significance and strongly positive dmefnt shows that export-led growth (ELG)
hypothesis truly holds in Malawi.

The positive relationship between exports and GD&so supported by macroeconomic theory
which argues that exports are an injection or afitiah to the circular flow of income, and an
increase in their level results in the expansionth&f aggregate demand and hence national
output. Similarly, as already alluded to, the twapgconomic growth model argues that since
exports together with savings are the main detamsin GDP expansion in the economy,

therefore an increase in either of these two faatesults in economic growth (Ray, 2003:76).

Empirically, studies conducted by Chanthunya (198Btemvu (1997) and Njikam (2004) also
confirm the fact that exports are one the majoremheinants of GDP increase and hence

economic growth in Malawi.

5.5.6 Import Coefficient

The import coefficient was found to be not only atdge (-0.0423872) but also statistically
insignificant at 95 percent level of confidence.dther words, a unit increase in the level of
imports causes a 0.0423872 percent decrease i@t level. However, the strong statistical
insignificance shows that this negative relatiopghetween imports and GDP might be due to
chance. This implies that the import-led growth ¢étyyesis (ILG) does not hold.

The main explanation that can be given for thig& in Malawi, most of import expenditure is

on consumption goods and not on machinery and ptiv@ucapital or technologies. This can be
seen in her import bill which is heavily dominateyg food items and medicines. Even the huge
fertilizer and petroleum imports are to a largeeekxtused for consumption purposes i.e. for
subsistence agricultural production and persoradsportation respectively (Banda, 2008:16).
Therefore this increased expenditure on importeasemables reduces the country’s capital
stock which depresses Malawi’s national productapacity and thus reduces GDP in the long

run.

Over and above this, the above indicated negatiaionship between imports and GDP is
supported by standard macroeconomics theory. Inrddaonomics, imports are considered as a
leakage to the circular flow of national income egpenditure on imports reduces spending on
domestic goods and services and thus total aggredgnhand in the economy. Now, with a
reduction in aggregate demand national productaas glown and hence economic growth slows

down as well (Mohr and Fourie, 2006:445).
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5.5.7 The Constant Term

The above results show that the constant term Ipasitive value and is statistically significant

at a 5 percent level of significance i.e. its pea{0.000) is less than the critical value (0.05).

This implies that when the values of the explanat@riables (exports, gross capital formation,
population and imports) are equal to zero, the GilPbe equal to 1.79631. In other words the
value of the constant term gives the y-intercefpievaf the estimated regression model.

5.6 Chapter Summary

Chapter 5 sought to estimate the regression maodkeirgerpret the results that emerged from the
study. After conducting several time series diagndssts on the data, there was no evidence of
non-linearity, multicollinearity, heteroskedastyit autocorrelation or incorrect model
specification. This therefore eliminated any podisjtof conducting spurious regression and the
validity and robustness of the regression modelkewsrsured. After running regression on the
data using the OLS method, it was found that esparapital and labour force have had a
positive effect on GDP (economic growth) in Malawam 1970 to 2010. However, out of the
three variables only exports and labour force tesukre statistically significant at a 5 percent
level of significance. On the other hand, imporesevfound to have a negative and insignificant
effect on the economic growth of the country at aescent level of confidence during the
aforementioned period. Therefore the study confitrtiee validity of the ELG hypothesis but

strongly rejected the idea of import-led growtiMalawi.

Despite the majority of the study’s findings beimgagreement with tha priori theoretical
assumptions, some did not hold. For example, ggative sign for the imports variable was
against the theoretical expectation of the modeis Therefore shows the limited applicability of
most economic growth theories to developing coastriGiven that most of these theories are
generated in developed countries by people wititdanknowledge of the LDCs, their validity is
often questionable. This therefore implies thateligping countries need to exercise great
caution when applying them. A long term solutiorthis would be for developing countries such
as Malawi to invest heavily in improving the capgpcof its researchers in order for these
economists to generate and harness indigenous &dge/lwith which they can come up with
growth models that are responsive to the socio@oin and political conditions and
characteristics of these LDCs i.e. devise ‘indigeneconomic solutions to indigenous economic
problems’. Alternatively, there is need for greatetlaboration between researchers not only

from developed and developing countries but alsorgmLDCs themselves (the South-South
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Cooperation) in order to generate economic groWwdotties that can be perfectly applicable to
both of these countries. The next chapter prederaisconclusions and policy recommendations

that have been drawn from the study.
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Chapter Six: Conclusion and Policy Recommendations

6.1 Summary and Conclusion

There is a reasonable consensus among developowmmireists that theoretically international
trade (export and import promotion) leads to ecaoognowth. As a result, Malawi and many
other developing countries have implemented tradedconomic growth policies in order to
achieve economic development and poverty allenattowever, empirical studies conducted in
several different countries give very conflictingsults, a situation which has generated serious
doubts about the validity of the export and imged-growth consensus. To date no known
research on this topic has been done that spdbifieagets Malawi. This is the sole reason that
motivated the undertaking of this study in orderfited out whether or not the trade-led

hypothesis holds for Malawi.

The study specifically aimed at empirically invgsting the impact of exports and imports on
economic growth in Malawi during the period spagnirom 1970 to 2010. In fulfillment of the
above objective, specific null hypotheses wereetestvestigating whether or not exports and
imports, in combination with other factors suchasour and capital contribute to the rise in the
level of GDP. In addition, the structure of inteioaal trade in Malawi was analysed through
reviewing past and present Government of Malawicpes on exports and imports. The study
then went on to review both theoretical and emailricerature on the nature of the relationship
between exports, imports and economic growth throsgme of the main economic growth
theories and empirical studies on the topic.

A neoclassical economic growth framework largelysdsh on econometric studies by Feder
(1982) and Ram (1985, 1987, and 1990) was adoptatyzng the relationship between the
aforementioned variables. A time series researckigdewas generally employed in the
collection of annual data for the study period &lsb in addressing other methodological issues.
Coupled with this, the OLS regression method wasdusot only in conducting time series

diagnostic tests on the data but also in the aetstahation and interpretation on the results.

The study revealed that during this period, whitpats contributed significantly to economic

growth, imports reduced GDP growth. The study fotivad a 1 percent increase in exports leads

to an approximately 0.616 percent expansion in GIDE that this result was statistically

significant at 95 percent level confidence. On thieer hand, a 1 percent increase in imports
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reduced GDP by approximately 0.042 percent anditidéng was statistically insignificant at 95

level of confidence. Moreover, the study also conéid the existence of a long-run relationship
(cointegration) between exports and GDP, implyimat indeed ELG is truly a sustainable way
of achieving economic development in Malawi in tbag run. Laborforce and capital were

found to be the other factors that increase GD®roAccording to the study a unit percentage
increase in laborforce (population) expands GDPapgroximately 0.489 percent and this is
statistically significant at 95 percent level oinidence. Similarly, a 1 percent increase capital
(gross capital formation) was found to increaselélel of GDP by approximately 0.189 percent

and this result is statistically insignificant & Percent level of confidence.

From the above findings therefore, it was concluidhed since it is exports that lead to economic
growth in Malawi, policies attempting to achieveogth through imports should be abandoned
in favour of export policies. In other words, thady not only confirmed the validity of the ELG
hypothesis but also rejected the notion of importkiced economic growth in Malawi.
Moreover, the study showed that the Government afali will achieve economic growth if
exports are promoted in combination with increag®estments in capital formation and
improvements in her labour force quality since ¢heso factors also positively contribute to
GDP growth.

6.2 Policy Implications and Recommendations

The study’s findings have serious implications flee country’s socio-economic development
policy. In this study, the resultant policy implimms from the findings were categorized based
on the determining variable such as exports, insparépital and labour force. From these

implications important policy recommendations walso drawn as outlined below.

6.2.1 Exports-Related Policy Implications and Recommendabns

As was shown in the study, the positive and stediby significant result for exports has

important policy implications for the country’s emmic growth and development agenda.
Firstly, it shows that the ELG hypothesis strongblds as was alluded to earlier on. Therefore,
the Government of Malawi should continue with exged economic growth and development
strategies such as the Economic Recovery Plan (BR#P}he Malawi Growth and Development
Strategy Il (MGDS II) since there is strong emmfi@vidence in support of the export-led

development agenda. The government should alsohgadain implementing the recently
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launched National Export Strategy (NES) to achisustainable socio-economic development

through export promotion as prescribed by the texetbpment plans (MGDS and ERP).

More importantly, Malawi needs to diversify her exjpbasket if the export-led growth agenda is
to be sustained. As pointed out earlier on, Mal@an$ to maximize export revenues and suffers
from export price volatilities because its expoasket is still undiversified as shown by the
country’s over-reliance on tobacco exports. Butthwibbacco production currently facing a
strong global anti-smoking lobby led by the Worlddith Organisation, reliance on it for export
in order to achieve economic growth is surely kyridecision for the country. Malawi needs to
quickly find a viable alternative to tobacco andeed diversify her export composition. One
possible option is to venture into mining, as tlardry is currently doing with the recent
opening up of several uranium and niobium ventwitls foreign companies. In a similar vein,
the government needs to continue awarding licetwesineral exploration companies as it has
been doing with petroleum exploration companiesake Malawi. If successful, minerals could
not only significantly diversify the country’s exgiobaskets, but also boost export revenue
because on average minerals fetch higher prices #gricultural commodities on the

international market.

Malawi also needs to embark on value-addition & BELG agenda is to bear meaningful fruit.
The government needs to invest in technologies daathelp in processing its primary export
commodities in order to boost its export qualityl dhe revenues they can fetch. Alternatively,
this can be done in partnership with foreign ingestThus Malawi needs to create a conducive
investment climate for foreign direct investmenthie export sector. As observed by the World
Bank (2007:16) one major disincentive for foreigrastment in Malawi is erratic power supply,
and the government needs to invest heavily in thergy sector since value-addition is also

hugely dependent on a reliable energy supply system

Another policy option government should considemigintaining a lower domestic currency
value relative to foreign currencies. This promateports because the undervalued domestic
currency makes it cheaper for foreigners to buyaM@k exports while making it expensive for
Malawians to purchase foreign goods. In terms gioeixpromotion, Malawi did well to devalue
her currency in 2012 as this will increase her expolumes and revenues in the long run,
ceteris paribusHowever, for devaluation to bear fruit Malawi dedo contain its resultant high
inflation rate of more than 25 percent which is thghest in the whole SADC region. High
inflation rates discourage exports by making thespeasive relative to imports. On the other

hand, inflation encourages imports because foresgare attracted to sell to a country with high
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prices (Sodersten and Reed, 1994:143). Therefergqaiernment needs to employ appropriate
fiscal and monetary polies aimed at curbing inflatin order to avoid the possibility of wiping

out the export revenue gains from devaluation.

As a way of promoting exports, the Government oflaMa should also consider providing

subsidies to export-oriented producers especiatiglibolder farmers and small and medium
scale enterprises (SMEs) who drive the economydufition, export producer prices should be
increased on the country’'s major export commodisesh as tobacco and cotton. These
subsidies and high producer prices will incentiveémeallholder farmers to continue with export

production and consequently lead to more exposreg for the country.

The continued success of Malawi's export-led dgwelent agenda is also dependent on the
urgent resolution of supply-side challenges whialiehfor a long time undermined the country’s
competitiveness. These include volatile macroeconoand trade conditions, production
bottlenecks, poor physical and technical infrastme; and inefficient trade institutions
(Chikhasu, 2007:8-10). To begin with, Malawi’'s eoowy is currently undergoing a turbulent
period as exhibited by the extreme volatility «f ibterest rates, exchange rates, inflation rates
and other fundamental macroeconomic variables. Hsbility has been present since 2010
when the country’s major international donors framest of their foreign aid due to the
country’s poor human rights record. This resulteghortages of foreign currency and essentials
such as fuel and medicine, thus worsening the reaoremic instability as interest rates and
inflation rates have increased significantly, up3t® percent and 25 percent respectively. The
World Bank (2012:3) identifies the above macroecnicoinstability as the major factor that
discourages not only exports but also foreign dirdgestment and economic growth in Malawi.
Therefore the government needs to implement prufiecél and monetary policies that can
bring the economy back into equilibrium and henoeoerage exports-led growth.

Malawi also lacks adequate productive capacityaietfull advantage of the multitude of
international trading opportunities available irolghl markets. The deficiency in productive
knowledge is exhibited through the presence ofregkilled labour force, insufficient technology
and poor access to financial capital. This rediMakwi’'s export volumes through inefficient
utilization of the country’s productive resourcesldhus leads to high opportunity cost in terms
of export revenue (GoM, 2012:4-6). Therefore thezegpment needs to invest heavily in
acquiring modern technology and in skills developtma the labour force. In addition to this,
the state needs to provide easy access to finacamtal to export-oriented industries more
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especially small and medium scale enterprises (SM&site-owned development banks can

easily facilitate funding for export-oriented induss.

The country should also urgently address the lacknstitutional capacity to comply with
international export quality assurance standardsiwteduces Malawi’'s export revenue through
exportation of unprocessed and substandard pradiakwi should invest in physical and
institutional infrastructure that can ably testcradlit, and certify its export commodities in line
with the technical standards of the internatiomatling system. This can be done by either
upgrading the facilities of the already existing|d4a Bureau of Standards, or creating a new

statutory body to perform the above export quaggurance functions.

Most importantly, the shortage of an adequate partsinfrastructure is a barrier to export
promotion and international trade in general. Th&D& (2005:74) observed that the poor
transport infrastructural system in Malawi incluglinoads, railways, air services and water
transport, greatly reduces the country’s exportnms by increasing the domestic production
costs by about 55 percent. This makes foreign gobdaper relative to Malawi’s domestically
produced goods, a situation that greatly depredéaiswi’'s export revenue. As a way of
facilitating export-led growth, the government #fere needs to substantially invest in both
physical infrastructure, for example roads and, raild soft infrastructure such as finance,
information technology (ICT) and logistics. Thislwgreatly reduce production costs and hence

help to make Malawi’'s exports internationally cortfpee.

Export promotion in Malawi is also hindered by paostitutional bureaucratic tendencies of
state-owned trade-related organisations. Ineffmes in institutions dealing with customs
clearing, export licensing, and other trade-relatedumentation and registration issues greatly
increases transactionary costs for Malawi’'s expsrand thus negatively affects the general
competitiveness of the country’s export productsese inefficiencies are normally in the form
of huge delays and corruption (Chikhasu, 2007 Thgrefore the Government of Malawi should
streamline the functions of these trade institigiand also move towards simplifying some of its
export requirements. This will reduce delays antitha transactionary costs. In addition, the
introduction of more transparent export-relatedcpdures could curb institutional corruption

and boost Malawi’'s export promotion drive.

Malawi’s institutions dealing with exports are h#awcharacterized by weak capacity in the
form of very low levels of trade-related knowledged technical expertise, the absence of

support for private sector development and inabitd attract domestic and foreign direct
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investment. This situation puts Malawian exportatsa huge disadvantage relative to their
foreign counterparts when it comes to the util@atof international export opportunities since
the latter have better international market infdrora than Malawi (WTO, 2010:7-9). As a
result, Malawi is robbed of precious export revenvdch could have been used to finance
economic development. The government must theréfgpeove the capacity of its trade support
institutions by organizing capacity building prognaes for officers of these institutions in
collaboration with regional and international tratedies such as COMESA and WTO
respectively. This will enable Malawi to effectiyestay updated on recent developments in

international export markets.

6.2.2 Import-Related Policy Implications and Recommendatns

The negative and statistically insignificant redaship between imports and the GDP level
implies that the Import-led Growth Hypothesis does hold for Malawi. From this it is clear
that the government should abandon policies prorgatnports in favour of alternative ways of

achieving economic growth, such as export-driveanemic policies.

Several economic and trade policies aimed at o#istgi imports while still promoting economic
growth should be urgently implemented by the gowesnt. However, as shown by the statistical
insignificance, it is quite clear that these polagtions should be applied cautiously in order not
to prevent the country from acquiring productiveefgn technology which is essential in
achieving economic growth especially for technologficient economies like Malawi. One of
these can be the imposition of import quotas otagenon-essential imports like luxuries. This
will enable the country to allow in only growth-eariting imports and also make a saving on its

foreign exchange expenses on non-essential fope@iucts.

Furthermore, a restriction on non-productive impotan be achieved through the prudent
increasing of import tariffs. This basically invely systematic imposition of some form of tax on
goods and services purchased from abroad. If tperintariff is carefully implemented and high
enough, it will not only discourage importation mdn-essential foreign products but will also
avoid retaliation (i.e. tariff war) from the couiets from which the imports originate (Sodersten
and Reed, 1994:113).

Government, through the Reserve Bank of Malawi, alao implement some exchange control
policies aimed at restricting foreign exchange aton to only importation of growth-
enhancing products. In the long run this will dis@ge the importation of non-essentials since

importers of these commodities would find it diffit to access foreign currencies that would
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enable them to undertake such transactions. Sipikwen if the importers would try to access
foreign currency illegally through ‘black marketshe high foreign exchange prices on the

‘black markets’ due to restrictions on the offiamarkets would also act as a further deterrent.

Lastly, government can significantly reduce impatetmand for non-productive foreign goods by
implementing deflationary monetary and fiscal pekc These could involve policy instruments
that reduce government spending and reduce morgptysto reduce inflation rates. With low

domestic inflation rates foreigners find it unptakile to sell commodities to a country whose

general price level is lower than theirs. This vebrdduce the supply of imports into Malawi.

6.2.3 Labour-Related Policy Implications and Recommendatins

The positive and statistically significant relatstip between labour force and economic growth
in Malawi, implies that the country should also towne with its labor-intensive economic

growth strategies. The majority of Malawi’s popidat range between 15 and 35 years old
which implies that the country is a labour-surpkonomy. It is therefore prudent for the
government to achieve economic growth through laeloaensive industrialization through the

export sector. The country’s agricultural sectasvaies a good platform for launching such a
labour-driven GDP growth agenda.

In addition, there is need for the government tprione the quality of its labour force if it is to
increase its GDP growth rate and achieve its l@mg tdevelopment aspirations. This can be
done by improving the technical skill levels of werkforce through engaging them in technical
and vocational training programmes in public ingittns of higher learning. But for this to
happen, the state needs to significantly and hadity revamp its technical and engineering
colleges and empower the Technical and Vocationdlicktion and Training Authority
(TEVETA) both financially and technically. This Wwienable workers to translate the skills

gained from the training programmes into incredsedls of productivity.

Another way of improving the quality of the labdorce is to improve the health status of the
workforce. Over the past two decades Malawi hasdasizeable proportion of its workforce to
HIV/AIDS and tuberculosis pandemics thus negativafiecting its GDP growth rate. The
government needs to move in quickly to offer woskéee or subsidized medication and to
conduct sensitization campaigns on these two diseadhere is also a need for the state in
Malawi to enact and enforce labour laws that champvorkers’ safety and other employment

rights in order for the country to achieve susthiedabour-driven growth. This will reduce
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incidences of child labour and wage exploitatiomiany labour-intensive primary export sectors

such as tobacco farming and thus lead to the aement of ‘clean’ growth.

6.2.4 Capital-Related Policy Implications and Recommendabns

From the study’s regression results it is cleat dapital has a positive effect on economic
growth in Malawi and this has important policy ingaltions for the country’s economy. This
means that the government should continue with gudicies aimed at promoting domestic
investment and attracting foreign investors in ordeachieve economic growth. However, the
statistical insignificance of the result does aisply that there are several challenges in the
capital formation process in the country. FirsMalawi’'s economy has been quite unstable over
the years as shown by volatile macroeconomic vesaBuch exchange rate, interest rates,
inflation rates, and GDP growth rates, just to rienbut a few. This macroeconomic instability
has discouraged foreign investment and crowdeddoumtestic investment resulting in low
capital formation and reduced growth rates (Ngwi@12:17-19). The government needs to
implement appropriate fiscal and monetary policies order to contain the economic
disequilibrium. In particular, the government neddsbring down interest rates which are
currently above 35 percent in order to bring bawlestor confidence in the economy. Moreover,
the value of the Malawi Kwacha has to stabilizeirgtamajor foreign currencies. This will

bring certainty to the economy which will then iease capital formation and GDP growth.

In addition, the country’s poor infrastructure, esplly energy problems in the form of
intermittent power cuts and unstable fuel supphes, hindered foreign investment (World Bank,
2012:2-3). Therefore, the country needs to inviggtificantly in its infrastructure especially the
transport and energy sectors (electricity and fuelprder to attract foreign direct investment

which leads to capital formation and economic ghowt

As already indicated, the statistical insignificaraf the capital-economic growth nexus can also
be a result of Malawi’'s low domestic savings ratdsch retard capital formation. The country

needs to cultivate a culture of saving among itizems. But for this to happen, government in
collaboration with the financial sector, should devpolicies that increase the rate of return on
domestic savings in order to attract more savewni@ercial banks also need to extend their
services to rural parts of the economy which hdnee dountry’s largest unbanked population.
The state and private employers should also engeysansion funds and contributory pension

schemes for their employees in order to boost gavamong workers.
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6.3 Areas For Further Research

In conclusion therefore, having analysed the impé&&xports and imports on economic growth
in Malawi in detail, the study noted the need ttedaine the direction of causation between the
aforementioned variables in order to enhance ecelased decision making as regards to the
adoption of trade-driven economic development pegicFuture studies may therefore use other
more advanced econometric measures such as Gr@aymsality test in probing the above

subject matter even further.
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Appendix A: Data Used in the Study

B

B

4

Year | Population | GCF GDP Exports | Imports
1970 453128 | 74.76003290.5201| 70.44003] 113.76
1971 4.667889| 70.04504365.3896| 85.69083| 129.6194
1972 4.814073| 99.0571 406.08494.56584| 154.075
1973 4.969175| 99.47976444.3022| 122.7934| 166.9795
1974 5.132087| 149.9043548.6188| 153.7084| 213.7414
1975 5.301861| 206.7528613.1969| 178.6224 281.42
1976 5.481074| 176.0109670.3093] 204.05 | 260.566]
1977 5.670199| 199.0192806.2658| 241.8797| 279.2027
1978 5.863933| 364.8021948.9833| 220.0902| 390.1652
1979 6.055046| 319.99891058.298| 245.4467| 432.1331
1980 6.239898| 306.24471237.662| 307.4761| 480.239
1981 6.409111| 218.13941237.687| 317.6592| 389.8139
1982 6.567327| 252.57951180.094| 265.4643| 340.4045
1983 6.741249| 278.86471223.225| 253.8384| 346.4528
1984 6.967388| 155.58451208.026| 342.7245| 319.2347
1985 7.268257| 210.28491131.35| 273.6903338.2591
1986 7.661008| 147.608 1183.6[7271.1876| 296.4956
1987 8.12834 | 204.32441183.071] 301.1216| 329.0108
1988 8.616602| 295.55291379.924| 321.8287| 449.0687
1989 9.051225| 390.50211590.202| 298.6384| 548.899
1990 0.380892| 433.34141880.784| 447.2895| 628.5725
1991 0.583696| 445.90112203.536| 512.7977| 645.7971
1992 9.681728| 358.72921799.529| 417.6028| 764.0052
1993 9.72162 | 314.14262070.647| 334.0016| 667.2033
1994 0.772164| 343.88291181.802| 350.2013| 729.7052
1995 9.88335 | 243.04721397.454| 424.3856| 672.0136
1996 10.07061| 281.18572281.039| 520.6643| 727.1193
1997 10.31913| 308.90412663.239| 568.7749| 894.4596
1998 10.61235| 235.71671750.585| 573.6696| 667.0608
1999 10.92227| 260.17241775.92| 497.6533768.8614
2000 11.22876| 236.50141743.506| 446.4013| 616.0677
2001 11.52934| 255.69921716.502] 480.47 | 671.618¢
2002 11.8331 | 352.494/62665.159| 554.4241| 910.2606
2003 12.14495| 414.69952424.657| 647.3037| 984.3155
2004 12.47279| 478.15882625.127| 655.228 | 1133.91
2005 12.82259| 624.96592754.996] 662.49 | 1437.74]
2006 13.19533| 800.16523116.79| 705.0041 1468.318
2007 13.5894 | 965.567/63647.817| 1033.382| 1468.753
2008 14.00511| 1097.8554276.77 | 1205.5692091.637
2009 14.44229| 1286.5265030.64 | 1239.999 1959.765
2010 14.90084| 1402.9425398.617| 1585.9 | 2426.16¢

B

Source: World Bank Online database
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Appendix B: Malawi and Neighbouring Countries
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Appendix C: Location of Malawi on the Map of Africa
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Source: Department of Surveys (2012:14)
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Appendix D: Graphs Showing Trends of Exports, Impats,
and Gdp Growth for Malawi from 1970 to 2010

Trend of Exports Growth in Malawi from 1970-2010

n 4
(r -
T T T T T
1970 1980 1990 2000 2010
Year
Source: The author’s secondary data analysis \Gtimtz
Trend of Imports Growth in Malawi from 1970-2010
00 -
N~ 4
é o |
n -
< -
T T T T T
1970 1980 1990 2000 2010

Year

83



Source: The author’s secondary data analysis \Gtitz

Trend of GDP Growth in Malawi from 1970-2010
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Source: Author’s secondary data analysis usingStat
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