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Abstract

The study adds to the discussion on the necessity for Sub-Sahara African (SSA) countries to eradicate
poverty, as outlined in SDG | and Africa’s Agenda 2063. This contribution was successful in achieving some
key objectives. First, we examine the impact of Chinese FDI and institutional quality on the eradication of
poverty in SSA. Second, we test empirically whether institutional quality can help Chinese FDI to reduce
poverty in SSA. Using an annual dataset for 36 SSA countries for a 20-year period ending in 2020, our pooled
OLS results showed that Chinese FDI does not reduce poverty unless there are strong institutions and
good governance. Also, the results showed that strong institutions and good governance reduce poverty in
SSA. As a result, we recommend that governments establish policies to develop systems and structures that
encourage industrialization and attract foreign investors for SSA to reap the full benefits of Chinese FDI.
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Introduction

There is a rising concern about the concept of Sustainable Development Goals (SDGs) and how
these goals may be met. In 2015, 17 SDGs and 169 targets were set by the United Nations (UN)
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General Assembly where they are expected to be achieved in 2030. Most of these goals are inter-
related. For instance, achieving SDG 1 (eradication of poverty) is connected with other SDGs such
as access to clean energy (SDG 6), health (SDG 3), water and sanitation (SDG 6), environment
(SDG 13), economic progress (SDG 8), among others. Therefore, when economies are able to
achieve some of the goals such as poverty alleviation, it may help in the achievement of the other
goals. The objective to eradicate extreme poverty by 2030 can be ascribed to the fact that 736 mil-
lion people lived on less than $ 1.90/day in 2015. However, despite efforts to eradicate poverty
globally, Africa’s effort to eradicate poverty keeps on declining (Christiaensen and Hill, 2019). For
example, although some countries in Africa have experienced growth in their gross domestic prod-
uct (GDP), poverty continues to increase (World Bank, 2020). This is evident in Figure 1 as most
countries of the African sample cannot meet the poverty line of US$ 1.90/day. Comparatively,
Africa [mostly Sub-Sahara Africa (SSA)] is unable to reduce the number of people who live under
US$ 3.20/day (see Figure 1).

Unlike other regions that seem to be consistently reducing poverty at appreciable rates, the
SSA region’s poverty reduction can be bettered. This leaves much to be desired, since efforts to
eradicate poverty by African economies and their development partners have been heightened
(Asongu and Odhiambo, 2019; Tchamyou, 2021). World Bank (2020) and International Labour
Organization (ILO, 2020) projects that about 23 million people will live in extreme poverty as
a result of the COVID-19 pandemic. This could prevent SSA from achieving UN Agenda 2030
and Africa’s Agenda 2063." Despite this, since SSA is a great recipient of foreign direct invest-
ment (FDI), the benefits accrued from these inflows can be harnessed to boost its development
quest and escape from extreme poverty. For instance, the UN Conference on Trade and
Development (UNCTAD, 2021) report shows significant FDI inflows to Africa as compared to
other regions. FDI inflows have the potential to eradicate poverty through industrialization,
global value addition, and job creation among other benefits (Opoku et al., 2019; Xu et al.,
2021). Thus, the benefits that are occasioned by FDI can be exploited by African leaders to
fight against poverty.
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FDI to SSA comes from different economies, such as the United States, China, and Brazil among
others, but China’s FDI inflows to Africa have been at an increasing rate (Atitianti and Dai, 2021;
Cornia and Martorano, 2012; UNCTAD, 2021). China has become an attractive option for African
nations seeking to improve their infrastructure, stimulate economic growth, and enhance global
competitiveness (Zhang, 2022). In light of the conditions that often come with Western FDI, some
African countries may even consider replacing it entirely with Chinese investment (Dollar, 2016).
As an emerging market, Africa has progressively become China’s third-largest investment destina-
tion, offering a plethora of exceptional business prospects (Sylvaire et al., 2022). Since 2000,
China’s FDI has made significant contributions to hydrocarbons, precious metals, education, com-
munications, and manufacturing which tends to boost development in SSA (Atitianti and Dai, 2021;
Cornia and Martorano, 2012). China’s FDI in the African continent (including SSA) has experi-
enced a significant surge, soaring from $200 million in 2000 to approximately $2.9 billion in 2011
(UNCTAD, 2013). This remarkable increase positioned China to be the second-largest country, after
the United States, in terms of FDI flows into the African continent in 2013 (UNCTAD, 2013).

Although oil and extractives remain a significant portion of Chinese FDI in SSA, the finance,
construction, and manufacturing sectors now contribute to 50% of the overall FDI (Pigato and
Tang, 2015; Renard, 2011). Furthermore, Chinese banks have played a vital role in supporting
substantial investments in African continent (including SSA) infrastructure (Renard, 2011; Sylvaire
et al., 2022). As 0of 2013, over 2,200 Chinese firms, predominantly private, are operational in vari-
ous African continent (including SSA) nations (Pigato and Tang, 2015). For example, in Nigeria,
Yuemei Group, a Chinese company, invested U$1.2 million in 2006 to establish a manufacturing
subsidy and $50 million in 2007 to create a textile industrial park with a complete production
chain. By 2009, the park hosted five textile companies and employed 1,000 local workers (Pigato
and Tang, 2015). Presently, the group operates ten factories globally, with sales offices in various
countries, and has established a new factory in Senegal. Chinese investment in Tanzania totaled
$541 million by 2012, with most private companies focusing on low-tech, labor-intensive indus-
tries catering to the local market. These companies have created between 80,000 and 150,000 jobs
and offer valuable training opportunities. Many local entrepreneurs in Tanzania have started their
businesses after working for Chinese firms. Huajin Group invested $10 million to establish a shoe
factory in Ethiopia, and trained 90 Ethiopians in China before starting operations. The factory
became operational in 2012, profitable in the first year, with 3,500 workers producing 2 million
pairs of shoes in 2013 (Pigato and Tang, 2015). According to a survey conducted by Sautman and
Yan (2015), out of 400 Chinese companies operating in more than 40 African countries, over 80%
of their workforce is composed of local employees. While Chinese nationals still hold the manage-
ment and senior technical positions, some companies have even managed to localize up to 99% of
their workforce. This notable increase highlights the significant growth and expansion of Chinese
FDI over the years. Thus, the present study empirically tests if the momentous increase in Chinese
FDI could probably enhance poverty eradication in SSA.

Despite the significant role that FDI plays in poverty reduction in Africa, the present paper
argues that the presence of quality institutions has the potential to ensure efficient allocation of
spillovers from FDI. For instance, effective economic governance ensures venture risk reduction,
while solid legal atmosphere shields and secures profit from speculation (Acemoglu and Robinson,
2008). Thus, the present study seeks to explore the linkages between Chinese FDI inflows and
poverty alleviation in the presence of strong institutions and governance in SSA. This is attributed
to the fact that high-quality institutions and management are excellent at promoting deliberation
and reallocation of resources (Acemoglu et al., 2004; Acemoglu and Robinson, 2008). Furthermore,
findings from previous studies on the co-movement of FDI inflows and poverty reduction in Africa
have been inconclusive. While Ato-Mensah and Long (2021), Ahmad et al. (2019), Fowowe and
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Shuaibu (2014), Gohou and Soumaré (2012), and Soumaré (2015) established a positive relation-
ship, a negative relationship was established by Bharadwaj (2014), Ali et al. (2010), and Huang
etal. (2010). In addition, extant literature on this relationship in Africa (including SSA) has focused
on the effect of general FDI inflows on poverty reduction (Akobeng, 2017; Bharadwaj, 2014;
Huang et al., 2010). The present study is novel in the sense that its focus is not only on the co-
movement of Chinese FDI inflows and poverty reduction in SSA but it also explores the moderat-
ing role of quality institutions and governance on this relationship. The relevance of the present
study is its potential to aid policy-makers to formulate policies that would channel Chinese FDI to
relevant sectors, which would help to achieve poverty eradication by 2030.

The rest of the paper is organized as follows: “Reviewed literature” section presents the reviewed
literature, while the method and data are presented in the “Data and method” section. The results
are discussed in the “Results and discussions™ section, while the conclusion and practical implica-
tions are provided in the “Conclusion and policy implication” section.

Reviewed literature

Theoretical literature review

Theoretically, FDI inflows can have an impact on poverty through three major channels, which
include capital stock development, forward and backward connections, and spillover effect (Calvo
and Hernandez, 2006; Klein et al., 2001). The first channel is associated with capital stock which
seeks to alleviate poverty when Multinational Corporations (MNCs) establish subsidiaries in the
host country (Quinonez et al., 2018). When a citizen is poor, the presence of MNCs can provide
jobs for such citizens to migrate from poverty. However, if the poor is focused on small and medium
enterprises (SMEs), business-to-business interactions with the freshly established firm (MNCs)
may be beneficial. This will lead to the creation of employment and increase government revenue
which in the long run tends to reduce poverty. Nonetheless, these subsidiaries can crowd out local
firms since these MNCs are more capital-intensive which grants them competitive power (Agosin
and Machado, 2005).

The next channel is the backward and (or) forward linkages which can reduce poverty (Calvo
and Hernandez, 2006). Backward linkage places a greater emphasis on enhancing production effi-
ciency and expanding manufacturing capabilities, primarily driven by the auxiliary’s strong incli-
nation towards acquiring transitional goods, while forward linkage focuses on less expensive
sources of information and merchandise that MNCs can accommodate both homegrown firms and
shoppers (Gorg and Greenaway, 2004; Liu et al., 2009). Backlinks are more useful in alleviating
poverty since high levels of FDI inflow are expected to increase the efficiency of domestic firms
and wages in the host country (Calvo and Hernandez, 2006). The last channel may be attributed to
the transfer of information and new developments from MNCs to domestic enterprises and laborers
(spillover effect). This may be performed through direct or indirect techniques such as imitation by
indigenous enterprises, training of neighborhood specialists, board skills, and improved social and
environmental standards (Calvo and Hernandez, 2006; Klein et al., 2001).

According to the neo-institutional theory proposed by North (1990), institutional quality
improves the effectiveness of economic activities and enhances higher economic returns. In the
context of FDI, institutions can act as a catalyst or a barrier to growth depending on their quality
(Acemoglu and Robinson, 2012). Institutional quality refers to the extent to which institutions
provide a stable, transparent, and predictable environment for businesses to operate in (Acemoglu
and Robinson, 2012; World Bank, 2013). One possible channel through which institutions can
influence the link between FDI and growth is by affecting the level of investor confidence in a host



Iddrisu et al. 5

country (De Soto, 2000; Henisz, 2000b; Ozturk, 2007; Staats and Biglaiser, 2012). High-quality
institutions can create an enabling environment that encourages foreign investors to enter a country
and undertake long-term investments, which can contribute to economic growth (Henisz, 2000a;
Nunnenkamp, 2004). On the other hand, low-quality institutions may create uncertainty and unpre-
dictability, leading to a decline in investor confidence and a reduction in FDI inflows. Another
channel is through the impact of institutions on the spillover effects of FDI. Institutions can affect
the extent to which FDI can contribute to knowledge and technology transfer, innovation, and
human capital development (Acemoglu and Robinson, 2012; Staats and Biglaiser, 2012; World
Bank, 2013). Institutions that support innovation and knowledge-sharing can enhance the spillover
effects of FDI, leading to increased productivity and economic growth (Acemoglu and Robinson,
2012; World Bank, 2013). Since foreign investors consider various factors before investing in a
country, such as political stability, the rule of law, contract enforcement, and a predictable business
environment, it will be needful for host countries to improve upon the quality level of institutions
(Akobeng, 2017; De Soto, 2000; Henisz, 2000b; Staats and Biglaiser, 2012). Therefore, it is imper-
ative to examine empirically if changes in the quality of institutions will aid Chinese FDI to pro-
mote poverty reduction in SSA.

Empirical literature review

Although FDI inflow is estimated to indirectly induce poverty eradication through growth (see
Feeny et al., 2014; Hsiao and Hsiao, 2006; Topalli et al., 2021), it can, however, directly influence
poverty alleviation (see Ahmad et al., 2019; Ato-Mensah and Long, 2021; Bilal Khan et al., 2019;
Dada and Akinlo, 2021; Gohou and Soumaré, 2012; Israel, 2014; Shamim et al., 2014; Ucal, 2014;
Zaman et al., 2012), albeit the inconclusive results for the direct nexus. The positive effect suggests
that FDI inflow increases poverty eradication through capital stock and technology transfer or
spillover effect. For example, empirical studies in Pakistan show that FDI inflow reduces poverty
(see Shamim et al., 2014; Zaman et al., 2012). Similarly, in Africa, studies show positive co-
movement of FDI inflow and poverty reduction (see, Ato-Mensah and Long, 2021; Bilal Khan
et al., 2019; Dada and Akinlo, 2021; Fowowe and Shuaibu, 2014; Gohou and Soumaré¢, 2012;
Soumar¢, 2015). These studies with positive relationships were corroborated by Ucal (2014) who
found that developing countries’ poverty can be reduced by attracting sufficient FDI. Awad (2021)
found that FDI has a dual effect on poverty in Africa. On the one hand, FDI has a direct positive
impact on reducing poverty. Based on the empirical findings of Do et al. (2021) using a spatial
econometric model, it is demonstrated that FDI has a poverty-reducing effect in provinces.

In contrast to these results, Huang et al. (2010) showed that in both East Asian and Latin
American countries, attracting more FDI inflow increases poverty. This is supported by Ali et al.
(2010) who also found that in Pakistan, FDI increases the poverty level. Bharadwaj (2014) simi-
larly found FDI inflow to increase poverty in 35 developing countries. Lazreg and Zouari (2018)
also realized that in Tunisia, FDI inflow hampers poverty eradication. These studies contradict the
theoretical linkage between FDI inflow and poverty reduction and rather argue that weak institu-
tions, low human capital, low infrastructure, and less developed financial system discourage FDI
inflow from alleviating poverty. Other studies also argue that the proxy of poverty alleviation can
have an influence on the relationship between poverty reduction and FDI. For example, Magombeyi
and Odhiambo (2018) found that FDI increases poverty when poverty eradication was proxied
with the poverty gap. Similarly, Nguea et al. (2020) also found that in Cameroon, FDI was observed
to have a positive impact on poverty reduction when measured with infant mortality. However,
there was no evidence to suggest that FDI contributed to poverty reduction when proxied with life
expectancy and per capita household income.
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Furthermore, there exist a strand of literature that established no relationship between FDI
inflow and poverty alleviation. Tsai and Huang (2007), for instance, did not find any significant
impact of FDI inflow on poverty eradication in Taiwan. Quinonez et al. (2018) used 13 countries
in Latin America and found that FDI does not affect poverty reduction significantly.

In addition, another strand of literature establishes the importance of governance in the quest for
an economy to reduce its poverty levels. Using the 2-stage least squares (2SLS) approach, Akanbi
(2015) found that governance reduces poverty levels in SSA. This therefore suggests that regard-
less of the efforts invested to attract foreign capital to reduce poverty, when institutions and gov-
ernance are weak, poverty will persist. For instance, Ayodeji and Adebayo (2015) established that
weak institutions and governance positively influenced the poverty level. On the other hand,
Oyinlola and Adedeji (2017), Akobeng (2017), and among others show that strong governance
plays a critical role in reducing poverty. Although these studies applied diverse estimation tech-
nique, including GMM, 2SLS, fixed, and random effect, the conclusions of good governance lead-
ing to higher economic growth and poverty reduction was unanimous. As a result, to reap the full
benefits of Chinese FDI inflow in the SSA region, particularly in its quest to reduce poverty, it is
necessary to assess the role that governance plays in this relationship. The present study adds to the
literature by examining the influence of Chinese FDI inflows on poverty reduction in SSA, particu-
larly due to the higher levels of FDI inflows from China as compared to other sources in the SSA
region. Furthermore, due to the potential of weak institutions limiting the spillover effect of
Chinese FDI inflows on poverty reduction, the present study further examines the moderating role
of institutions in the Chinese FDI inflows-poverty reduction nexus.

Data and method

Data

We employed macro data of 20 years spanning 2000-2020 for 36 SSA countries” due to the avail-
ability of data (see Note 3). It is important to note that many indicators such as the poverty gap and
poverty headcount have been used as proxies for poverty reduction. Unlike Human Development
Index (HDI) which accounts for poverty beyond just income by capturing life expectancy and
education, the other proxies do not capture human development (Uttama, 2015). Furthermore,
compared to HDI statistics, current data on Africa’s poverty gap and poverty headcount are insuf-
ficient with a lot of gaps (see Figure 3). Using HDI as a measure of poverty reduction is crucial
because it goes beyond measuring income poverty alone (Baumann, 2021). HDI also includes life
expectancy, which reflects improvements in healthcare and living conditions (Baumann, 2021).
HDI captures education, which provides individuals with skills to secure better-paying jobs and
empowers them to participate in decision-making processes (Baumann, 2021). Finally, HDI con-
siders income distribution, which is essential for assessing the impact of policies aimed at reducing
poverty and inequality (Baumann, 2021; Haughton and Khandker, 2009). Thus, this study utilized
the HDI as a proxy for poverty reduction. We proceeded to use poverty gap at US$ 1.90/day as a
proxy for poverty, and this was used as robustness checks. While we sourced HDI from Human
Development Report Office (HDRO), data for poverty gap is obtained from World Development
Indicators (WDI) of The World Bank.

As indicated in Table 1, we sourced Chinese FDI inflows from China’s Ministry of Commerce
database. We employed Chinese FDI inflows due to their significant contribution to overall FDI
inflows to SSA. As shown in Table 1, we examined an index of institutions and governance that is
the average of six measures of institutions and governance which includes the rule of law, regula-
tory quality, government effectiveness, corruption control, voice and accountability, and political
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Table I. Summary of variable description.

Variable Measurement Source
Poverty reduction Human Development Index HDRO
Poverty gap at US$ 1.90/day WDI
Chinese FDI China outward FDI to Africa (US$) CMC
Institutional quality index Average of all the 6 indicators of institutions and Authors’

Control of corruption

governance
Estimate of control of corruption

computation
WGI

Political stability and Political Stability and absence of violence, estimate WGI
absence of violence

Rule of law Estimate of rule of law WGI
Government effectiveness Government Effectiveness, estimate WGI
Regulatory quality Estimate of regulatory quality WGI
Voice and accountability Estimate of voice and accountability WGI
GDP per capita Real GDP per capita PPP (constant 2017, US$) WDI
Population growth Population growth (annual %) WDI
Private credit Domestic credit to private sector (% GDP) WDI
Labor force Labor force participation rate (% population) WDI
Domestic capital Gross fixed capital formation (% GDP) WDI
Trade openness Export + import (% GDP) WDI
Inflation Inflation, consumer prices (annual %) WDI
Cfdi X INSQi The interactive term of the Chinese FDI and Authors’

various measure of institutions and governance computation

CMC: China’s Ministry of Commerce; FDI: foreign direct investment; GDP: gross domestic product; HDRO: Human
Development Report Office; INSQ: institutional quality index; WDI: world development indicator; WGI: world gover-
nance indicator.

stability and lack of violence. We as well used individual indicators in a separate regression to
assess their influence on poverty reduction. We included governance and institutions as an addi-
tional variable of interest since it captures the implications of frameworks and designs in increas-
ing, supporting, driving, and sharing Chinese FDI inflows. The institution variables were sourced
from World Governance Indicator (WGI).

There are various control variables that influence poverty reduction (see, Anetor et al., 2020;
Uttama, 2015; Zaghdoudi, 2018). However, the present study used GDP per capita, trade openness,
inflation, population, domestic capital, private credit, and government expenditure as control varia-
bles due to the availability of data, characteristics of the area of study (Africa), and their link with
poverty reduction. GDP per capita is used because an increase in the income level of a nation, given
its population reduces the poverty level (Anetor et al., 2020; Fosu, 2015). It is important to know that
all the control variables were sourced from WDI. As African economies have collectively agreed to
use trade to modernize the rural and urban sectors of their economies, we used trade transparency or
openness (economic regulation) due to its potential to improve forward and backward linkages, coop-
eration in global value chains, and familiarity. As asserted by Anyanwu (2016), Obeng et al. (2022),
and Xu et al. (2021), trade liberalization aid in the creation of nontrade, social, and sustainable eco-
nomic development. A vector of net trade as a percentage of GDP is used as a proxy for trade open-
ness. As shown in Table 1, we used consumer price index (annual %) as a proxy for inflation which
captures macroeconomic (in)stability. The use of inflation is necessary because price is a key predic-
tor of demand (Wodon and Zaman, 2010). Gross capital formation as a percentage of GDP is used as
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a proxy for domestic capital and its choice is due to its direct effect on standard of living of citizens
which is a component of HDI (Mustafa et al., 2017; Zaghdoudi, 2018).

As shown in Table 1, domestic credit to private sector as a percentage of GDP is used as a proxy
for private credit (Ibrahim and Alagidede, 2017; Levine et al., 2000). Due to the significant role
that SMEs plays in African economies, particularly in the area of revenue mobilization and employ-
ment, when credits are advanced to this sector, it has the potential to ensure faster economic growth
and development. We additionally controlled for government consumption (% GDP) based on the
assumption that schooling and human resource spending tends to improve the quality of work,
prospects, and life expectancy, thereby reducing poverty (Haque and Khan, 2019; Razmi et al.,
2012). The labor force participation (% population) is included because it is a significant predictor
of poverty reduction (McCullough, 2017). Furthermore, with growing population pressures, pov-
erty remains a key concern in least-developed economies (Timothy et al., 2015). Therefore, we
controlled for population growth (annual%) to investigate how it influences poverty in Africa.
Finally, the present study included the interaction term which is the multiplication of Chinese FDI
inflows, and institutions, and governance, to ascertain the moderating role of the latter on the
Chinese FDI inflows-poverty reduction nexus in Africa.

Empirical model

We follow empirical literature on FDI inflows and poverty reduction in SSA to examine the influ-
ence of Chinese FDI inflows on poverty reduction in the presence of institutional quality. Following
Zaghdoudi (2018), Anetor et al. (2020), and Uttama (2015), the present study’s models are speci-
fied as follows:

HDI, =&, +©,Cfdi, +3,INSQi, +J,GDPC,, + 3 ,PG,
+@LF, + B DC, +D.TO, + B, Inf, +e, (M

HDI, = a, + a,Cfdi, +a,INSQi, + a,GDPC,

2
+a,PG, +a;LF,+a,DC, +a,TO, + a.Inf, +a, (Cfdii, x INSQ:i, ) +g, @
where HDI, is the human development index of the country i at the time ¢ which captures pov-
erty reduction, and Cfdi, denotes the Chinese outflow of FDI to Africa for each country over time.
INSQi, represent the institutions and governance of country i at time ¢ which entails the index
of institutions and governance and the individual indicator of institutions and governance.
Population growth for country is denoted by PG, while LF represents the labor force. DC refers to
domestic capital and trade openness is represented by 70. The interaction term of Chinese FDI
inflows and institutional quality is captured by (Cfdi, x INSQi, ) , while &, denotes the error term.
Equation (2) is partially differentiated with respect to Chinese FDI inflows which gives rise to
equation (3). This differentiation enables the present study to ascertain the net effect of Chinese
FDI on poverty reduction.

OHDI,
oCfdi,

=a, +a,INSQi, 3)

where 0 is the difference operator; HDI, is the human development index, Cfdi, is the Chinese
FDI inflows, and INSQ:i is the average value of institutional quality.
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Table 2. Descriptive statistics.

Variables Obs. Mean Std. Dev. Min. Max.
Human development index 756 50.106 10.714 26.2 80.7
Chinese FDI inflows 756 54.759 213.82 -814.91 4807.86
Institutional quality index 756 -0.61 0.6 -1.929 0.88
Rule of law 756 -0.653 0.622 -2.009 1.077
Government effectiveness 756 -0.686 0.604 -1.884 1.057
Regulatory quality 756 -0.612 0.593 -2.236 1.127
Voice and accountability 756 -0.549 0.703 -2 0.983
Political stability 756 -0.515 0.881 -2.665 1.282
Control of corruption 756 —-0.646 0.609 -1.816 1.23
Government expenditure 714 13.652 6.629 -19.897 39.451
GDP per capita 756 8.108 0.929 6.447 10.627
Trade openness 714 70.588 34.603 0.785 225.023
Inflation 756 10.693 35.431 -27.66 557.202
Labor force 735 67.506 11.728 44.298 88.35
Population 756 2,612 0.844 -2.629 5.605
Domestic capital 714 23.297 11.434 -22.786 97.128
Private credit 756 20.171 23.992 -10.134 142.422

FDI: foreign direct investment; GDP: gross domestic product; Max: maximum; Min: minimum; Obs.: observation; Std.
Dev: standard deviation.
Source. Authors’ computation 2022.

The present study used the pooled ordinary least squares (OLS) estimation technique due to its
ability to yield the best linear unbiased estimates (BLUE). To overcome the issue of heteroskedas-
ticity and autocorrelation, we use the “robust” option (Hamiye Beyaztas and Bandyopadhyay,
2020). This is because heteroskedasticity in OLS results is a serious problem that makes results
inconsistent, thus the need to correct it. We also estimate our regression with fixed effect as robust-
ness checks. However, to overcome the heteroskedasticity and autocorrelation, we include “vce
(cluster id) " option (Hamiye Beyaztas and Bandyopadhyay, 2020).

Results and discussions

Descriptive and correlation matrix

Table 2 presents the summary statistics of the dataset used for the present study. For the sample
used, the mean value of the HDI is approximately 50%. The average value of Chinese FDI inflows
is US$ 54.759 million, indicating that Africa is unquestionably a benefactor of Chinese FDI.
Despite these inflows, Figure 2 shows that few African economies are extraordinary beneficiaries
of FDI inflows from China (see Angola, Congo Demographic Republic of Congo, Ethiopia, Ghana,
Kenya, Nigeria, South Africa, Zambia, and Zimbabwe).

The mean value of the overall governance indicator is —0.61 which falls within the low institu-
tions range, indicating that the selected countries under study have weak institutions. With regard
to the individual governance indicators, the mean values of political stability, voice and accounta-
bility, corruption control, government effectiveness, rule of law, and regulatory quality are —0.515,
—0.549, —0.646, —0.686, —0.653, and —0.653, respectively. Notwithstanding the poor outcome of
the governance indicators for the full sample, South Africa, Mauritius and Botswana at the country
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Figure 2. Average within country Chinese FDI (US$ 2017), 2000-2020.

Source. Computation from the Data of China’s Ministry of Commerce.

level consistently performed at appreciable levels (see Figure 4). The mean value of the log of GDP
per capita is 8.108, with minimum and maximum values of 6.447 and 10.627, respectively. For
domestic capital, the lowest and highest log values over the study period are —22.786 and 97.128,
respectively, with a mean value of 23.297. The labor force has a minimum of 44.298%, a maximum
of 88.35%, and an average of 67.506%. While trade openness has a mean value of approximately
71%, its maximum value is 225%, whereas the minimum value is 0.785%, which reflects acute
disparity in the liberalization of trade on the African continent. The inflation rate among the African
sample is highly volatile, comparing the mean of 10.693% to the standard deviation of 35.431%.
On average, domestic credit to the private sector is 23.297%, suggesting the dire need for foreign
investors to support the private sector of African economies to develop. The average population
growth is 2.612%, with a maximum rate of 5.605% and a minimum rate of —2.629%. Finally, the
average, maximum, and minimum values of the log of government expenditure are 13.652, 39.451,
and —19.897, respectively.

Our correlation matrix (see Table 5) suggests that there is no presence of a high correlation
between the predictors except the individual indicators of institutional quality. The present study
did not, however, include all the individual indicators of institutional quality in a single regression.
As shown in Table 6, multicollinearity tests were further conducted using the variance inflation
factor (VIF). In all models, the VIF of the individual variable was less than 5, with the average VIF
of all models being less than 10. These results resultantly imply that all variables can be used for
regression (see Table 6).
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The main results for Chinese FDI, institutional quality, and poverty reduction

Tables 3 and 4 present the results of the pooled OLS which was used to estimate the present study’s
models. We first discuss the effect of the control variables on the dependent variable. We followed
it up with a discussion on the effect of Chinese FDI inflows and institutional quality on poverty
reduction. Finally, we discuss the moderating role of institutional quality on the Chinese FDI
inflows-poverty reduction nexus.

The study finds that the log of GDP per capita has a significant positive effect on HDI. This
implies that economic growth contributes to reducing poverty in the countries under study. An
increase in GDP per capita implies that income levels of individuals have risen, meaning an
improvement in their access to the basic necessities of life at the minimum, which would likely
lead to a reduction in poverty levels. Our results corroborate the findings of Dhahri and Omri
(2020) and Anetor et al. (2020) that argue that an increase in economic growth leads to poverty
reduction in developing countries. Thus, African economies should strive to attain higher eco-
nomic growth due to its tendency to reduce poverty. Furthermore, we find a negative co-movement
of trade openness and poverty reduction. This could be due to the fact that trade liberalization is not
a sufficient condition for poverty reduction, and may depend on the absorptive capacity and insti-
tutional quality of the host economy. Since the African region is characterized by poor trade regula-
tions and institutions, external trade rather exposes these economies to disruptions such as collapse
of domestic firms due to competition, and capital flight. Our results corroborate the findings of
Huang and Singh (2011), Jeanneney and Kpodar (2011), and Le Goff and Singh (2014) that found
external trade to worsen poverty. Nonetheless, our findings contradict Anetor et al. (2020), who
demonstrated that Africa’s participation in external trade reduces poverty.

Our empirical findings suggest that poverty reduction is associated with high labor force. This
implies that when an economy is endowed with more working-age population, poverty can be
reduced. We found an increase in population growth to hamper poverty reduction, which implies that
when population growth increase, it exerts pressure on public goods and services which deter some
citizens from benefiting from the national cake. In tandem with this, Timothy et al. (2015) showed
that an increase in population puts pressure on food due to an increase in household size which causes
poverty in developing countries. Our findings support Amila and Luka (2020) and Kabuya (2015)
observations that one of the major causes of poverty in Africa is population increase. Furthermore,
our results demonstrate that domestic capital stock influences poverty reduction in the SSA region.

Our empirical findings from Table 3 suggest while Chinese FDI do not significantly promote pov-
erty reduction, both the overall governance (institutional quality index) and individual indicators of
institutions contribute to the reduction of poverty. This suggests that when institutions are strength-
ened, it can boost investors’ confidence, which would likely lead to an efficient allocation of resources
and the enhancement of the absorptive capacity of economic agents. This is corroborated by the find-
ings of Kunawotor et al. (2020) that posits that, the embodiment of strong administration and establish-
ments curtail the abuse of African resources that usually are defiled and redirected away from social
value projects which have the tendency to create frameworks for alleviating socioeconomic problems.
Our result is akin to Akanbi (2015) and Ahmad et al. (2019) that conclude that in SSA, strong govern-
ance and institutions contribute to poverty reduction. Our results, however, show that Chinese FDI
inflows do not significantly induce poverty reduction, although it has a positive effect on poverty
reduction. This can be attributed to poor governance and institutions which do not help the SSA region
to absorb the spillovers from FDI inflows (Ayodeji and Adebayo, 2015).

Table 4 presents the results of the estimation of the effect of institutional quality on the relation-
ship between Chinese FDI inflows and poverty reduction. Strikingly, the results of the estimation
of equation (2) which includes the interaction term show that Chinese FDI inflows significantly
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contribute to poverty reduction, except in columns 4 and 6 of Table 4. This implies that, in the pres-
ence of strong institutions, Chinese FDI inflows have the potential to increase income levels which
would ultimately lead to poverty reduction. Due to the absence of strong institutions, the SSA
region has not enjoyed the full benefits of Chinese FDI inflows, despite its significant contribution
to Africa’s commodities widening push (World Bank, 2013).

Resultantly, the consolidated effects of Chinese FDI inflows and institutional quality are funda-
mental to poverty alleviation in the SSA region. To assess the magnitude of this effect, we calculate
the net impact of Chinese FDI inflows on poverty reduction as described in equation (3). First, we
compute the net effect of Chinese FDI when the institutional quality index was used as moderation
variable and, subsequently, when individual institutional indicators were used as moderation varia-
bles. However, since the unconditional coefficient for Chinese FDI inflows is statistically insignifi-
cant when political stability and rule of law were used as the moderation variables (see columns 4
and 6 of Table 4), we failed to compute the net effect for columns 4 and 6. Starting with net effect
for Chinese FDI when institutional quality index was used as moderation variable, we find our net
effect to be 0.0070 as shown below:

OHDI,
oCtdi,

=a, +a,INSQ, =0.0027 +(~0.0070x ~0.61) = 0.0070

Similar computation was used for the individual indicators of institutional quality and presented
in Table 4 as the net effect. The result of 0.0070 suggests that in the presence of institutional quality,
a 1-unit increase in Chinese FDI inflow would reduce poverty by 0.0070 unit. Similarly, the results
of 0.0086 (control of corruption), 0.0072 (government effectiveness), 0.0078 (regulatory quality),
and 0.0059 (voice and accountability) imply that, in the presence of these four individual institutional
indicators, Chinese FDI inflows would lead to poverty reduction in the SSA region. The present
study’s results support the theoretical linkage which suggests that FDI inflows can only reduce pov-
erty when there is the existence of quality institutions. Quality institutions are key determinants of the
attraction of foreign investments due to the confidence that economies with strong institutions offer
to potential foreign investors. Furthermore, the beneficial multiplier effects of Chinese FDI inflows
can be fully absorbed in the presence of strong institutions such as control of corruption, voice and
accountability, regulatory quality and government effectiveness in the host economy. This would lead
to the development of growth-enhancing sectors in the SSA region such as SMEs. In SSA, most
SME:s that significantly contribute to employment creation and revenue mobilization, lack the needed
technology and innovation to make them more efficient and effective in their operations. Thus, the
forward and backward linkages to FDI inflows can be fully realized in the presence of quality institu-
tions which have the potential to revive SMEs and other economic sectors in the SSA region.

Robustness checks

Two main robustness checks were conducted. First, we use an alternative measure of poverty
reduction with a poverty gap of US$ 1.90. Second, we estimate our model with panel regression
(both fixed and random effect) with the results being presented in Appendix 1. When the poverty
gap is used as a proxy for poverty, only GDP per capita and labor force were found to influence
poverty. As shown in Table 7, higher levels of GDP per capita reduce poverty, while increased
labor force leads to a poverty hike. The results of the estimation of the combined effect of Chinese
FDI inflows and institutional quality on poverty revealed similar outcomes (see Table 8).

For the second robustness checks, the results of the Hausman test showed that the fixed effect
is the ideal estimator for our model estimation, with the results presented in Tables 9 and 10 in
Appendix 1. The results of the fixed effect estimation are similar to the results of the pooled OLS
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estimation, except for labor force which has the opposite results. We further estimated the com-
bined effects of Chinese FDI inflows and institutional quality on poverty reduction, which is shown
in Table 10. We found that, despite the introduction of the interaction term, Chinese FDI inflows
exhibited less impact on poverty reduction.

Conclusion and policy implication

Despite various efforts directed at reducing poverty including the attraction of significant Chinese
FDI inflows, the SSA region is still saddled with extreme poverty. The present study assessed the
effect of Chinese FDI inflows on poverty reduction in the SSA region, and subsequently examined
the moderating role of institutional quality on this relationship. Using macro data spanning a period
of 20years and a pooled OLS estimation technique, our results revealed that in the absence of
institutional quality, Chinese FDI inflows failed to contribute to poverty reduction in the SSA
region. This implies that despite the significant inflow of Chinese FDI into the SSA region, the
positive spillovers of these inflows are yet to be realized by the region. On the contrary, the pres-
ence of strong institutions is shown to enhance the inflows-induced benefits to the region. The
study further revealed that, the institutional quality index, as well as the individual institutional
contributes to the reduction of poverty in the SSA region, which implies the denial of larger masses
to enjoy these inflows when there are weak institutions and governance.

Based on the findings of the present study and its implications, we recommend the following. To
begin with, institutions and governance in the SSA region must be strengthened. This can be achieved
when constitutions in the region are designed for the three arms of government (namely executive,
judicial, and legislature) to have equivalent power. The present arrangements in the region where the
executive arm of government seem to wield excessive power over the other two arms (judicial and
legislature) perpetuate the weak status of institutions. Once the fundamental role of serving as a check
on each other of the arms of government is restored, institutions would be strengthened which would
attract additional foreign investments into the region. Furthermore, while the SSA region seems to
attract significant Chinese FDI inflows through the implementation of trade policy, we recommend
that policy makers should develop their adsorptive capacity through enhanced social and environ-
mental standards. This will reduce capital flights that mostly occur in the region which would ensure
the host economies take full advantage of the spillovers from Chinese investments.
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Notes

1. Agenda 2063 is Africa’s development outline to accomplish inclusive and sustainable socioeconomic
development north of a 50-year time frame. Agenda 2063 was born out of African pioneers’ recognition
that Africa needed to band together and refocus its agenda away from the fight against racial segregation
sanctioned by the political system and toward region’s political independence.
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2. Angola, Benin, Botswana, Cameroon, Chad, D.R. Congo, Equatorial Guinea, Ethiopia, Gabon, Gambia,
Ghana, Guinea, Cote d’Ivoire, Kenya, Liberia, Madagascar, Malawi, Mali, Mauritania, Mauritius,
Mozambique, Namibia, Niger, Nigeria, Congo, Rwanda, Senegal, Seychelles, Sierra Leone, South
Africa, Sudan, Tanzania, Togo, Uganda, Zambia, and Zimbabwe.

3. To access the data and command files used in this study, please visit the Mendeley data repository of the
corresponding author at https://doi.org/10.17632/2kxd8d3nr7.1. The repository contains a zip file named
“China FDI and poverty reduction,” which includes data files in STATA format, a STATA do-file, and an
Excel data file. In the do-file, the authors have provided detailed instructions on the necessary steps to gener-
ate each table and figure presented in the study. For example, under the subheading “Table 3” in the do-file,
the commands provided will generate the results displayed in the corresponding table in the study.
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Figure 3. Average within country poverty eradication, 2000-2020.
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Figure 4. Average within country institutional quality, 2000-2020.




