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Abstract

This study uses panel data to advance international business literature about the efficiency
with which Foreign Direct Investment (FDI) inflows to developed countries create employment
compared to developing countries. It is argued that the economic activity of a host economy in
the growth of its Gross Domestic Product (GDP) facilitates its ability to attract FDI. The
importance of this relationship lies in the components that make the GDP a composite measure
and has wide-ranging implications on governance, effectiveness and efficiency of a host
country. The analysis of data confirmed the hypothesis on the efficiency of developed

economies in creating employment from FDI inflows.

The study further presents a detailed case, analysed from data, on the relationship between
economic activities of major industrial sectors in South Africa and their ability to attract foreign
investments. Furthermore, the extent to which the foreign investment creates employment in
proportion to the FDI inflow is examined. The study findings support a positive relationship
with GDP - FDI and employment. While similar trends were seen on industrial sectors, a

declining growth in employment and FDI inflow were noticeable in South Africa.
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1 Introduction

Host countries, through their representative governments, generally expect multinational
enterprise (‘MNE”) investments, commonly referred to as foreign direct investment (“FDI”’) to
bring benefits to local economies. A multinational enterprises is also sometimes referred to as
a multinational corporation (“MNC”) or Foreign Controlled Company. MNEs have become
synonymous to globalisation (Dusanjh & Sidhu, 2009). In 2003, MNEs accounted for about 70

per cent of the total world trade (UNCTAD, 2003).

As a result, governments continuously devise means to attract investment through incentives
that seek to entice MNE investors (Meyer and Sinani, 2009). While MNEs are profit maximising
and thus naturally not interested in creating benefits for others without being paid for it, the
rationale for these expectations, according to Meyer (2004), are that governments expect
aggregate benefits of inwardly directed FDI to a host country would exceed the private

benefits to the investing MNE.

MNEs’ foreign affiliates’ share in global GDP reached historic highs of 11% and MNEs foreign
employment increased to 8o million workers slightly in 2009 (UNCTAD, 2010). The rise of
developing economies is apparent in international production patterns and these economies
now host the majority of foreign MNEs affiliates’ labour force. In addition, they accounted for
28% of the 82,000 MNEs worldwide in 2008, two percentage points higher than in 2006
(UNCTAD, 2011). This compares to a share of less than 10% in 1992, and reflects their growing

importance as home countries as well (UNCTAD 2010).

The paper begins with the review of literature on FDI, GDP, MNEs and spillovers in general and
employment spillovers in particular to host countries in both developed and developing

economies. Four hypotheses that examine the impact of host economies productivity (GDP) in
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attracting FDI inflows and the subsequent employment spillovers. Methodology and data
analysis used in the study are then delineated. Empirical results tested using statistical analysis
tools are then presented and discussed, after which conclusions that address academic and
managerial implications are outlined. Research limitations are stated in the methodology
section, findings highlighted in chapter six and further studies based on findings recommended

in chapter seven.

1.1 Developing versus developed economies

Dunning (2006) defines Foreign MNEs as corporations that engage in FDI and own or control
value-adding activities in more than one country. A developing economy is one whose national
income per capita is relatively low, but economic growth is rapid; industrial and national
environments are volatile but market potential is vast; governmental interference is strong but
economic and market liberalisation is on the rise (Wright, M. I., Filatotcheyv, I., Hoskisson, R. E.,

& Peng, M. W., 2005; Peng, 2001).

The largest part of developed country MNEs’ employment in foreign affiliates is concentrated
in other developed countries and not in low-wage developing countries (UNCTAD, 2010). For
instance, 70% per cent of United States FDI abroad is concentrated in high-income countries
and the share of investment in developing countries has fallen in recent years (Jackson, G. and
Deeg, R., 2008. Developed countries therefore may profit the most from employment created

by MNEs’ foreign affiliates.

The key advantage of developed economies is the quality of regulation in many areas, the
effectiveness of and efficiency of their governance (UNCTAD, 2011). The International Monetary
Fund’s (IMF’s) classification of developing economies versus developed economies is different

to the United Nations’ classification of developed and developing economies (UNCTAD, 2010).

Xolani Hlongwane 09 November 2011 Page | 2
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The one used in this study is based on United Nations and countries that represent both

developed and developing economies are listed in Annexure A.

1.2 International productivity (GDP growth)

Despite its impact on FDI flows, the global crisis has not halted the growing internationalisation
of production (Shih, 2010). The reduction in sales and in the value-added of foreign affiliates of
MNEs in 2008 and 2009 was more limited than the contraction of the world economy. Both

new sources and recipients of intraregional FDI flows have emerged over the past few years.

As a result, for instance, FDI flows between ASEAN and China increased substantially in the
2000s in parallel with their growing trade links (UNCTAD, 2010). The establishment of the
China-ASEAN Free Trade Area (CAFTA), a free trade zone of 1.9 billion people and a US$6-trillion
GDP will further strengthen regional economic integration and boost intraregional FDI flows

(UNCTAD, 2010).

An increase in investments and employment abroad does not automatically come at the cost of
domestic investment and employment (Dikova & Witteloostuijn, 2007). On the contrary,
outward FDI can save or create employment at home through various channels. A large part of
FDl is related to marketing, financing and distribution activities, which help stimulate domestic

exports and GDP growth, which in turn stimulate employment at home (UNCTAD, 2010).

For example, employment by German MNEs in trade and repair alone accounts for more than
one fifth of total employment in foreign affiliates of German MNEs. Several studies covering
different countries have shown that outward FDI and exports go hand in hand and stimulate
each other (Girma and Gorg, 2007). Relocations of production facilities abroad which cause
layoffs at home in the short-run may help to save and increase employment in some types of

FDI.

Xolani Hlongwane 09 November 2011 Page|3
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Studies indicate that companies that internationalise their operations are more productive and
successful than competitors that concentrate their investments and activities in the domestic
economy (Desai, Foley and Hines, 2009; Becker and Muendler, 2006). GDP is a composite
measure of a country’s economic growth, an internationally accepted measurement of any
economy; it is likely the single most important measure (Dunning & Fortainer, 2007). The paper
argues that the performance of an economy determines its potential to attract FDI. It therefore

follows that:

Hypothesis 1a: The higher the GDP of an economy the greater its potential to attract FDI inflow

A growing strand of the literature attributes the lack of robust results to the fact that the
growth impact of FDI depends on the characteristics of the economy in which FDI takes place.
It is argued that the host countries’ capacity to absorb FDI productively is linked to their GDP
per capita. Host economies with a better endowment of human capital are supposed to benefit
more from FDIl-induced technology transfers, as spillovers from foreign affiliates to local

enterprises are more likely (UNCTAD, 2004).

1.3 International employment trends

Neto, Branddo, & Cerqueira, (2010) argued that, in spite of the vast literature on FDI-growth
relationship, very few highlighted the impact of FDI on host countries’ economic growth and
employment. UNCTAD (2010) agreed and only found some works that analyse, in a theoretical

way, the potential influences of cross-border FDI on growth in local employment.

The global financial and economic recovery remains fragile, threatened by emerging risks,
constraints in public investment and other factors (UNCTAD, 2010). For the recovery to remain
on track, private investment is crucial for stimulating growth and employment (Haskel, Pereira

and Slaughter, 2007). High levels of unemployment in developed countries triggered concerns

Xolani Hlongwane 09 November 2011 Page | 4
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about the impact of outward investment on employment at home (Kaynak, Demirbag, &

Tatoglu, 2007).

MNCs’ foreign employment increased slightly in 2009, to 80 million workers. The rise of
developing and transition economies is apparent in international production patterns. These
economies now host the majority of foreign affiliates’ labour force (UNCTAD 2010). In addition,
they accounted for 28% of the 82,000 MNEs worldwide in 2008, two percentage points higher
than in 2006. This compares to a share of less than 10% in 1992, and reflects their growing

importance together with home countries too (UNCTAD 2010).

The economic downturn revived longstanding concerns in developed countries over the impact
of the growing internationalisation of production on home country employment. Rapid growth
of outward FDI over the past decade resulted in a growing share of developed-country MNEs’
employment moving abroad (UNCTAD, 2010). FDI can save or expand domestic employment if
it results in exports for the home country or improved competitiveness for investing firms.
UNCTAD (2011) believes for recovery to remain on track, private investment is crucial for

stimulating growth and employment as FDI has a major role to play.

It is argued that FDI inflows result in employment, however the hypothesis on employment
seeks to highlight the efficiency with which developed countries create employment versus

developing countries and therefore:

Hypothesis 1b: FDI inflow subsequently drives growth in host country employment

1.4 The economy of South Africa
The study further examines how different industrial sectors contribute to South Africa’s

economic development. The impact of FDI inflows on employment in the sectors and

Xolani Hlongwane 09 November 2011 Page|s
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proportionality of the relationship is analysed. South Africa is classified by UNCTAD as a
developing country, and is a host country to major foreign MNEs in Africa, Africa’s largest
economy and a new member of the emerging markets block of the five biggest economies in

year 2011: Brazil, Russia, India, China and South Africa (“BRICS”) (Correspondents, 2011).

Host government — MNE interactions may have both positive and negative spillovers for local
economies (Spencer, 2008), however the quantification of these spillovers for host economies
and especially growth in employment, is, to this day, a challenge to measure despite some
progress having been made (Dunning & Fortainer, 2007). It is also clear that completely
unfettered access to domestic markets by MNEs can have a detrimental effect on sustainable

domestic growth (Chan, Makino, & Isobe, 2006).

South Africa is no exception and, as a low-savings developing economy, with high domestic
investment requirements (National Treasury, 2011), it is required to carefully consider how it
attracts FDI in order to support domestic investment financing requirements and rapid growth
and development to boost employment. The patterns of these relationships are argued and are

supported by the two sub-hypotheses below:

Hypothesis 2a: SA industrial sectors contribution to GDP attracts proportional FDI inflows

Hypothesis 2b: FDI inflows subsequently create employment proportional to the industrial sectors

Lipsey and Sjoholm (2004) argue that there is a need for more research on different
circumstances that obstruct or promote spillovers as there is no consistent relation between
the size of inward FDI flows and GDP or growth in employment of host economies. Prasad,

Rajan and Subramanian (2007) concluded from their literature review that spillovers are not

Xolani Hlongwane 09 November 2011 Page |6
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automatic since local conditions have an important effect in influencing firms’ adoption of

foreign technologies and skills.

Alfaro, Kalemli-Ozcan, & Sayek, (2009) believe that the empirical evidence on whether
international capital mobility, via FDI or other forms, contributes to employment growth is
mixed. Hermes and Lensink (2003) concluded that the macroeconomic literature did not seem
to find a robust significant effect of financial integration on economic growth. However, Alfaro
et al (2009) found that financial opening and the resulting inflows of FDI could lead to
employment and knowledge spillovers, technology transfers and the fostering of linkages with

domestic firms, depending on the local conditions.

Dunning & Fortainer (2007), Meyer (2004) and Spencer (2008) discuss aspects and the nature
of determinants of benefits and spillovers by MNEs to local economies in general and through
local employment in particular. They recommend further research in identifying these factors
and the moderating role host country and MNE characteristics play in the development of local
economies. Bartkus and Davis (2010) extended their research to focus on the in-country
economic returns for MNEs and assert that an increase in FDI does not always result in a

concomitant increase in local business development and employment.

Meyer (2004) and Spencer (2008) recommended further research into spillovers to include
both foreign investors and local recipient firms to determine the extent of employment
created both directly by foreign investors as well as indirectly through local firms creating
additional employment as a consequence of FDI. The study focused on the four hypotheses

based on these research recommendations.

The uniqueness of this study was in the results that came from a dataset that included multi-

industry sectors that are representative of the GDP, employment and FDI inflows to South

Xolani Hlongwane 09 November 2011 Page|7
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Africa and all countries of the world over a 14-year period between years 1996 and 2009. All the
data was supplemented with information publicly available from the World Bank, United
Nations Conference on Trade and Development (“UNCTAD”), South African Reserve Bank
(““SARB”) National Treasury of South Africa, Statistics South Africa and Organisation for

Economic Co-operation and Development (“OECD’’) databases.

1.5 Foreign Direct Investment in South Africa
FDI in South Africa has been lower than in countries with comparable levels of income
(National Treasury, 2011). Table 1 below shows the pattern of flows between 2005 and 2009

compared to the group of upper middle-income economies.

Table 1: Foreign Direct Investment, Percentage of GDP

COUNTRIES FLOWS STOCK
2005 2006 2007 2008 2009 2009
South Africa 2.6 -0.1 2.0 3.5 2.0 43.7
Upper middle income 2.7 2.9 3.6 3.6 2.3 28.21
Brazil 1.7 1.7 2.5 2.7 1.7 26.2
China 3.5 2.9 3.9 3.3 1.6 10.1
India 0.9 2.1 2.0 3.4 2.6 13.3
Russia 1.7 3.0 4.2 4.5 3.0 20.3
Australia -5.1 3.5 4.8 4.5 34.1
Chile 5.9 5.0 7.6 8.9 7.8 75.0
Source: Flow data from World Development Indicators, World Bank, September 2010; stock data from UNCTAD Stat. Current
income classification from the World Bank.
Note: South Africa is an upper middle-income economy; Brazil, Chile and Russia are upper middle-income; China and India are

lower middle-income; Australia is high-income.
RSA National Treasury (2011) calculation using the stock data in US dollars reported by UNCTAD for each upper middle
income economy, weighted by US$ GDP as reported by the World Bank.

Over the five years, the average annual net inflow of FDI as a percentage of GDP was 2.0
percent in South Africa but 3.0 percent for upper middle-income economies; for the five years
between 2000 and 2004, the average for South Africa was 1.8 percent and 2.8 percent for the

upper middle-income group.

Xolani Hlongwane 09 November 2011 Page |8
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The table also shows FDI to major emerging economies - Brazil, China, India and Russia (known
as the BRIC countries). Relative to GDP, China and Russia have received more FDI than South
Africa over the past five years, while Brazil and India have recorded similar levels. Australia and
Chile are both resource-based economies; in particular, Chile has maintained very high levels of

inward FDI (National Treasury, 2011).

In examining the spillovers from FDI inflows for South Africa, the study justified the extent to
which the economic activity measured through GDP attracts FDI inflows and how the FDI
capital inflows support the increase in economic activity that eventually give rise to

employment spillovers.

1.6 Research Problem

Transaction-based exchange control is an imperfect policy tool for supporting the intended net
benefits of inward FDI, given that its historical objective has been to limit outflows of capital
from South Africa. The current processes lack a transparent framework and set of principles for
assessing the broader economic benefits and costs of cross-border investments (National

Treasury, 2011).

Local firms experience inward FDI as both a competitor and a source of advanced technologies
and managerial knowledge. The scale and scope of such spillovers vary with many

characteristics and the context within which they interact (Meyer & Sinani, 2009).

1.7 Research Questions
1. Does advancement of developed countries allow them to use FDI inflows to create
employment more efficiently than developing countries?
2. Is employment growth in South Africa proportional to sectoral FDI inflows and

representative of industrial sectors contribution to the GDP?

Xolani Hlongwane 09 November 2011 Page|9
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1.8 Research Motivation

Policy makers across a range of developing countries devise strategies to entice MNEs to
undertake FDI within their borders for local economic development (Spencer, 2008). South
Africa is currently going through a review of its FDI policy framework to accelerate growth and
development through foreign investment (National Treasury, 2011). Hence the motivation to
undertake this study was to gain empirical evidence for considerations that would give insights

as to whether FDI would benefit the local economy in terms of employment creation.

National Treasury (2011) believes South Africa is committed to maintaining an open

environment for investment as a core to long-term sustainable economic growth strategy and

has set itself the following motivating objectives:

= To encourage new inflows of foreign capital with expected benefits for employment,
growth and competition while safeguarding public interests relating to strategic cross-
border acquisitions and corporate restructuring.

= To support consistency in policy on inward investment across government departments

= To support the growth of South African companies domestically and abroad with long-term
benefits for the South African economy

= To provide policy certainty for investors through the transparency of decision-making

= To support the overall policy framework for the management of the macroeconomic

benefits and risks arising from cross-border capital flows

2 Theory and Literature Review

MNEs play an important role in the development of many emerging economies, linking rich and
poor economies and in transmitting capital, knowledge, ideas and value systems across
borders(Bartkus & Davis, 2010). Their interaction with institutions, organisations and individuals

generates positive and negative spillovers for various groups of stakeholders. Meyer (2004)
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suggested that one of the challenges was to tie the partial views discussed in different
literatures together to allow for comprehensive assessments of factors that help generate

these benefits.

This theory and literature review section discusses spillovers, productivity measured through
GDP and FDI inflow into host countries of emerging economies and the extent to which FDI
inflow and economic activity generate spillovers for the host economy. On spillovers, this study
specifically focuses on employment growth and skills development. Section 2.1 discusses the
spillovers, a dependent variable, that will be measured based on the effects caused by the

independent variables of the GDP and FDI inflow.

The model in figure 1 represents, graphically, the causal relationship between spillovers and
modes of entry adapted from literature from (Meyer & Sinani, 2009), (Spencer, 2008),
(Dunning & Fortanier, 2007), (Meyer, 2004) and ((Bhaumik, Estrin, & Meyer, 2007), (Bhaumik &
Gelb, 2005), (Brouthers & Hennart, 2007), (Brouthers, Brouthers, & Werner, 2008), (Dikova &
van Witteloostuijn, 2007), ( (Meyer, Estrin, Bhaumik, & Peng, 2009), and (Bartkus & Dauvis,

2010).

Figure 1. The Value Add Model

Host Economy FDI inflow to a Employment

Economic Activity "| Host Economy > Spillover

The proposed model contends that the extent of employment spillover to a host economy is a

function of FDI inflow and that FDI inflow is a function of the host economy’s GDP. Each
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variable, FDI inflow, GDP and employment in developed and developing economies are

described below, before proceeding to the hypotheses generated by the model.

Meyer (2004), Bhaumik, Estrin, & Meyer, (2007) and Brouthers et al. (2008) believe the entry of
FDI needs to be managed as it may include the perceived risks for employment, production,
exports and research and development (R&D) at the firm level; issues of corporate

governance, competition, security of the tax base, identity and control of strategic assets.

2.1 Host country productivity (GDP)

Branstetter (2006) states that conventional measures of productivity can reflect market power
and technical efficiency. When technologically more advanced foreign affiliates first enter a
market, their presence may erode the market power of indigenous incumbents while at the
same time introducing new production techniques and technologies from which these same
incumbents learn. Real knowledge spillovers can take place, yet their effects can be masked in
the data by changes in appropriability conditions and have impact on employment for the host

economy (Lu & Gaur, 2007).

Alternatively, robust demand growth in a sector of the host country could lead to higher
profits, which generates higher measured total factor production growth for domestic firms
while, at the same time, inducing investment by foreign firms (Branstetter, 2006). The increase
in economic activity by MNE entry into a host country increases not only the profits of the
investing MNE but also profits of local businesses as active participants in the industry (Gorg
and Strobl, 2002). These in many cases result in further investments and therefore an
improvement of existing skills and sometimes overall increase in employment in directly or

indirectly through formation of new firms by highly skilled individuals.
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Branstetter (2006) believes that the acquisition of new knowledge through FDI should lead to
the generation of profits for local businesses, as companies become more innovative and
adopt best practices from MNEs through demonstration effects and competition. These profits
should manifest themselves in business market value and more openly in the financial markets

of global and host economies.

Alfaro et al. (2009) concurs that the new knowledge may also generate patent applications and
more business for the local firm that brings more profits, enhances business market value and
further add to more spillovers, such as employment, and technological and industry
opportunities. Business profits breed unobserved firm-specific entrepreneurial skill and
possible effects of market power that augment the productivity of the firm's research and

development (R & D) and capital stocks (Branstetter, 2006).

Balsvik (2010) argues that there is a large empirical literature looking for horizontal or intra-
industry spillovers from FDI in the form of productivity effects in local firms from surveys done
by Gorg and Greenaway (2004). Smarzynska-Javorcik (2004) argues that the results are
ambiguous and since multinationals have incentives to limit spillovers of their final good
technology. While MNEs may benefit from more productive local suppliers, knowledge
spillovers to suppliers may be more likely than horizontal spillovers (Blalock and Gertler 2008)

and (Kugler 2006).

Balsvik (2010) further argues that despite the documented increase in vertical fragmentation of
production (Hummels, D., Ishii, Y. and Yi, K., 2001), theoretical work on vertical technology
transfer and spillovers in the upstream market hardly exists. One exception is Pack and Saggi
(2001), who discuss vertical technology transfer through outsourcing. They focus on how

spillovers that generate threat of both upstream and downstream entry affect profits. Building
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on their model, Goh (2005) endogenises the vertical technology transfer decision and studies
how spillovers affect the incentives to transfer knowledge to a supplier. This study will look at
the resultant employment that is partly given rise to by the increase of profits to local

businesses and FDI.

2.2 Foreign Direct Investment

Balsvik (2010) studied the va