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Foreign direct investment, employment creation
and economic growth in CEE countries. An
open issue

Cristina Jude, Monica loana Pop Silaghi

important role. The privatization and the reshaping of the
Abstract— The economic crisis has raised serious concerregconomies during transition brought important changes on the
regarding negative growth rates and high unemploymemibor market: the decline and then the privatization of firms,
levels. Policy makers are concerned nowadays in findingle creation of new local firms, the Greenfield projects of
solution for recovery. The aim of our paper is to present thgreign investments. All these have generated two opposite
theoretical arguments. for FDI as a possible soluti.on iRorces, one of creation, another one of job destruction
unemployment reduction and growth enhancement in CRE\nning, 2008). The net effect is difficult to be accounted for
countries. We al_nalyze the potential d|rect_and indirect effe_ §, a single factor. In the post-transition period, the
of the FDI, offerlng also a structural analysis of FDI shares II%mployment level increases, both in the foreign sector as in the
employment and in the total value-added. We conclude that

. . . . dmestic one. The natural question that arises is if a high
under certain conditions, the relationship FDI-emponmenténou h level of FDI would generate a higher level in terms of
economic growth can be a viable solution for CEE countries 9 9 9

employment? An answer to this question is difficult to give at
JEL codes: E23, F16, F43, E24 an aggregate level, where there are contrary effects that
growth, job creation, CEECOMpensate one another. We expect the effect to be more
clearly seen at industry level.

If the empirical literature has paid an increased attention to

[. INTRODUCTION the foreign trade and migration influences on the labor market,

HE foreign direct investments (FDI) are associated with e find it surprising_ thaF the relationship betweep FDI and
sum of beneficial effects in the host countries. They aremployment Is studied in just few papers (\?enklns [2006.]’
unnenkamp [2007]). The phenomenon of job creation is

most wanted in the developing countries as they are seen as a . . - )
ping y considered to be an important contribution that FDI might

stimulating factor of economic growth, a complement t . . . : >
E ve on host economies, but the empirical evidence identifies

domestic investment and an important source of financing t R . : .
oth positive and negative aspects. When evaluating the

|g(renployment effects of FDI, one has to take into account the
gquantitative change in employment levels, the skill structure

reallocation from developed countries towards developin nd the geograpmcal dlStI’Ibu'FIOﬂ of e.mployment (UNCTAD,
. N 94). The positive or negative relationship depends on the
ones, based on low wage levels. Analyzing the situation 0

. type of FDI, the entry mode, the export orientation and the
Central and Eastern Europe group of countries, who are - . o
actorial intensity of destination sectors.

receivers in terms of FDI, the major interest would be to . A . .
In this paper we will limit our analysis to the countries from

exploit their potential role in employment. The relatlonshl%

entral and Eastern Europe, newest members of the European
between FDI and labor employment has been scarcely stud L . L

nion'. The motivation for this choice is based on several

in the literature and conclusions on this matter are sti Th tries h it hich d d
mitigated. The issue is of major importance for Central ang@asons - These countries have common patterns which depen
on the former socialist structures and also on the specific

Eastern European countries, which have suffered importa%pgnsition process. They are compsrable among them, but
changes in their economies and where FDI has played ' : : X
9 play (?l?ferent from other developing countries (Johannes, 2006).
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account current deficit.
In this context, there is an increasing concern about t
activity of multinationals, in particular regarding job
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insights about the potential role that FDI can have on

; e : TABLE |
employment (direct vs indirect effects). Section 4 presents th FDI INFLOWS AND ECONOMIC GROWTH INCEE COUNTRIES
details of the relationship between FDI and job creation,year 1998 | 1999 | 2000| 2001| 2002 2003

offering some statistical evidence, while section 5 concludeFbi inflows 6.1 5.3 6.0 5.0 5.5 4.4
and provides recommendations of macroeconomic policy. (% of GDP)

Economic 4.5 2.1 4.7 4.6 4.7 5.5
growth rat
II. FDIIN CENTRAL AND EASTERNEUROPEAN COUNTRIES Year 2004 | 2005 | 2006 | 2007] 2008 2009
(CEECOUNTRIES i
FDI inflows 6.1 7.6 8.4 8.4 5.9 2.8
FDI represents one of the main engines of economic growt (% of GDP)
in the Solow model. This contribution is via capital Economic 6.2 6.3 7.6 71 2.5 -8.1

: P P : _growth rati
accumulation (“mlted contribution due to decreasmg retums Source:Authors’ calculations based on Eurostat data, National Accounts

scale). The main lack of the exogenous Solow growth model iang international Payments Statistic databases. The figures represent the
that it explains growth based on a residual factor, i.e. technicemean rates for the ten countries taken into consideration.

rogress, which remains unexplained. Thus, the role of FDI i . . .
brog , Wh NS Unexpial us, 2 ntries, the emergent countries are relatively far from the

. : cou
better seen as an engine of growth in an endogenous roY\th . . . .
9 9 9 9 echnological production frontier. For this reason, they are

model (by physical capital transfer but especially b . .
technology transfer). Romer (1986, 1990) in his theoreticéPeC'?l”.y concgrngd by_ technology transfer, being able to
.exPIO|t its benefits in a higher degree.

model of endogenous growth stresses the role of technologica In order to see the magnitude of FDI flows relative to the

progress, innovation, research and development in assurir?ge of the economies and the rate of economic arowth. we
sustained economic growth. Also, Romer (1993) suggests thal 9 '

FDI facilitates the reduction of the ,ideas gap” by know-hov{?resent Table 1.

. e S : ; Compared to other developing countries, CEE countries

transfer and the increase in firms’ productivity, with or without .
. L . : seemed to have attracted moderate FDI inflows. Although the
foreign participation. He introduces FDI in an endogenou . . . .
rowth model. economic arowth being assured by investmeita € N world FDI is not very important, the percentage in
9 ' 9 9 y Q,} P and the speed of inflows were among the highest at world

in physical capital and research and development, whi oS
! enF:eth(Ies ideaslfor newly created qoods velop o W I?evel (Masca and Jude, 2009). The privatization process was
° These goods, which in)t/ermediatg rodluction at another leval® of the important factors that made CEE countries an
in the Sconor’n have the ca zcit of increasin th|(renportant pole of attraction. These countries experienced high
) Y, pacty ¢ 9 rates of economic growth, especially during the years 2005,

accumulation of knowledge. Romer appreciates the creation 06. 2007. EDI is considered one of the most important
goods that incorporate advanced technology as dependingdprt]er’minanté of economic growth in this regioﬁ A
the human capital level and its increase. Thus, firms that . . . - '

. ) . . . .qumparatlve evolution of the two is presented in Figure 1.
operate in countries with consistent human capital can rapidly
innovate, benefit from technological progress and an increase FIGURE 1
in productivity. In the absence of adequate human capital, FDI comparaTIVE EVOLUTION OFFDI AND ECONOMIC GROWTH INCEEC
inflows, accompanied by know-how transfer, is viewed as g ~

optimal solution for ensuring economic growth (Pop-Silagh s

=

and Maca, 2010). From these theoretical considerations, | 6° M//\§\
can be stated that the role of FDI is crucial for the econom| ° [ S~ NS

growth and moreover, that this role is being correlated with th oo

\
level of human capital in the receiving country. Understandin| 2° w—m‘“—m—mz—zm—m—mw—mm—m*m*
4.0

the role of FDI in employment and labor productivity offerg \
thus a good channel to evaluate the real potential of FDI as| -so \
essential engine of economic growth in emerging countries. [——Fol nflows (% of GDP) —Ecanomic growh|

The countries of Central and Eastern Europe (CE Source: the data source is Table 1. FDI is expressed as FDI inflows as a
countries) have had an industrialized character and a relativglycentage of GDP.
skilled labor force, therefore having a particular pattern among
developing countries. They have gone through the We can observe a correlation between the evolutions of the
privatization process while FDI flows were reaching historicdlvo variables, with a constant increase in both FDI inflows and
levels, the two phenomena being strongly correlated in thésonomic growth. 1998 and 1999 marking the end of
region during the nineties. FDI is considered an as importanansition, CEE countries have experienced after the year 2000
factor that enhanced economic growth and favored tleboost in economic activity and record rates of economic
catching-up process towards Western Europe. There were egeowth. This is also the moment of joining the European
opinions stating that the technology transfer associated witlnion, which enhanced the attractiveness for foreign investors.
FDI was more important for the transition economies than tf07 seems to be the peak in growth, the year 2008 and 2009
capital flows themselves (McMillan, 1996). Unlike developedhowing a dramatic decline in growth. FDI has had the same
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evolution, most of the Greenfield projects in the region beingpuntries. But do these world mutations have a significant role

canceled or in stand-by. in employment levels?
For CEE countries, as a destination for FDI, we can identify The effects FDI can have on domestic employment in host
several characteristics: countries, regardless if they are positive or negative, directly

1. Relatively low labor costs, but low labor productivit  transmitted or indirectly. They act through three leverages: the

the beginning of the nineties this countries have experienced@antity, the quality and the localization of jobs. In what
dramatic decrease in productivity, which started to recovésllows, we will present the potential effects of FDI on
only during 1997-1998. There is a convergence toward®mestic employment, starting from two transmission canals,
western productivity levels, but the differences are stilirectly and indirectly, and then present the circumstances
present, even inside this group of countries. As an examplghich determine a difference in the net effect.
Romania and Bulgaria reach today around 50% from the .
average European labor productivity. Even more, nationafq' D|r_ect effects on employment o
averages hide a high heterogeneity. A part of the low industrial T "€ direct effects on employment refer to the contribution
productivity is being compensated by the service sectofd, FD! to total employment. At first glance, Greenfield
which have productivity levels comparable with WesterflVestments are supposed to be those who generate a
Europe. supplement of jobs, as they create new jobs which did not exist

2. High industry specialization, but low efficiencyhe before. The impact of this contribution is higher when the

centralized economic system and market dependence on Vit is labor intensive. In the case of privatizations, a

ISC (Independent States Community) countries have led to Gprganization of firms is expected, followed by a job loss. In

industrial  specialization in industries like chemicalsth® case of other fusions and acquisitions, the immediate

machinery and heavy metals’ industry. Once firms have Io§{€CtS on the employment seem to be negligible (Dunning,

these markets, they also lost their scale production economi2808). The changes are not strictly quantitative. They also

accumulated high debts and even reached the closing point. refer to a change in the structure of labor demand or the spatial
3. Skilled Labor Forceand at a low salaries compared tdocalization of jobs. A synthesis of these effects is presented in

o : . . TABLE 2
FDI origin countries. Although the wage gap is narrowing, A SYNTHESIS OF THE POTENTIAL DIRECT EFFECTS GRDI

remains important in investors’ locational decisions, especial ON DOMESTIC EMPLOYMENT
in labor intensive sectors. Positive Negative
4. A good absorption capacityThe general view is that Quantitative Leads to an increase inPrivatizations and  other
. .. . .| changes net capital stock and types of acquisitions can lead
CEE countries have a sufficient level to integrate in therefore creates neWwto restructurations and job
productive way the new technology brought by FDI. The tw jobs in  expanding losses
components of the absorption capacity refer to the hun sectors

. . s Qualitative Higher levels of labo The transfer of low value-
capital and to the technological capacities (Blomstrom a&uchanges productivity and wages | added activities can lead to

Kokk.o, 1998) In Rartlcular the skilled labor is appreuated“ An increases the share pfSkill waste, the  workers
considered to facilitate the knowledge transfer and the mobjli skilled workers being over-qualified and

of the workers among the foreign and domestic firms. Creates incentives for | c on risking a skill loss

skill upgrading An increase in the wage gap
between skilled and
unskilled workers

o

IIl.  THE POTENTIAL ROLE OFFDI UPON DOMESTIC

EMPLOYMENT Locational Creates new jobs InFDI oriented more on urban,
The technology transfer that accompanies FDI leads td areas with high levels of crowded areas, contribute to
unemployment an increase of regional

increase in labor productivity, which means that the sgn dispariti
isparities

quantity of goods can be produced with less labor. TtsourceUNCTAD 1994, table IV.1 and authors’ own comments
immediate effect would be a job loss. On the other hand, t.];c

L . o . . ble 2.
productivity increase can materialize in an increase ofa . . . .

. . . . . The most important issue when analyzing the direct effects
production and income level. Considering that the mcreaseé?

A FDI is: which would have been the employment evolution if
productivity is not the same across all sectors of the econonyy, S .
) . A I'were to be of domestic investment rather that a foreign one?
a higher output will need more labor, therefore creating n

jobs (Parienty, 2005). The net effect is given by the trade-o hy a fore|gn firm wouild hire more or less "'_"bor force _thaq a

- . . .. . domestic one, or why would it search different skills in

of these two opposite forces, the industrial specialization . e .

. . workers? Possible answers are difficult to give, because they
playing an important role.

According to Dunning (2008), multinationals’ activity inwould be a combination between advantages linked to foreign

o capital, its motivation and FDI type, the specific of the host
recent years was concentrated on the delocalization of low . . S
. 4 . . : sectors etc. There is always the risk that a foreign investment
skilled industries and business services. From the sourc . .
countries point of view, this orientation originated concernvsvII partially or totally replace a domestic one. The net effect
P ’ g would then be inferior to the number of jobs created. When

about job losses in favor of developing countries. If this is ttED ) o . . o .
. ; . | is located in industries which are capital intensive, the
case, we should observe an increase in employment in hrc]>st

umber of jobs created per monetary unit invested would be
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low (Jenkins, 2006). and significant. An example is the service sector, which
. showed a high increase in the share of world FDI and which
B. Indirect effects on employment . . .
o ) presents a high potential for labor employment, especially
The indirect effects are as a result of the impact that FDI capjeq |abor. This is the case for banking services, insurance,
have on local firms, in what concerns their own level an al estate etc., which characterizes market-seeking FDI. The

conditions 0].( employme_nt. Indirect effect_s may appear to ﬂ?ﬁost important increase is though registered for business
extent to which FDI decides to buy local inputs. In this way It

. . ) services. They are offshored by firms from developed
increases demand addressed to local firms and it has ‘an ~“ . : . ) . .
indirect stimulating effect on employment levels. This effec‘l‘four'm.es in fields like IT SErvIces, accounting, fmanqal
disappears if FDI decides to import inputs, because there isqﬂ)alyss, ,C,a," centers. A major driving fo.rce. for offshprmg
change in the demand for the local suppliers. In what concethi€se activities was the speed of communications and internet
FDI's competitors on the local market, the crowding-out effe@CCe€ss.
of domestic firms may appear (Aitken&Harison, 1999). The Another essential factor which conditions the skill structure
net effect on emp|0yment will therefore be negative_ of employees is the nature of FDI activities and the teChnOIOgy
Another indirect effect is skill upgrading for their employeedransfer that accompanies FDI. Depending on these factors, the
by investment in human capital and training programs. Agonsequence can be an increase or decrease of the average
workers’ mobility between foreign and domestic firms takeskill level of employment. Thus:
place, the general skill level is expected to increase. TheWhen FDI uses a modern technology, this means a demand
natural consequence of a higher skill level will be an increagsr skilled workers (already having the skills or acquiring them

TABLE 3 by training). It can also require support functions or research
A SYNTHESIS OgJ';EJsSTTEIEEQLPL’?Y';EEETT EFFECTS GFDI &development, therefore increasing employment for the highly
Positive Negative skilled (Feenstra and Hanson,1997).
Quantitative Can lead to job creatioh Job losses due to the If FDI runs low technical level activities (i.e assembling
changes by spillover effects on crowding-out effect of local  gperations), the increase in employment can still be registered
local firms competitors and because pf

for the low skilled workers. But as a consequence, the medium

import input supplies. . ’ .
skill level will decrease and some workers might even loose

Qualitative Applying good practices Wage curs in local firms ir some of their skills (Johannes, 2006).

changes regarding labor| order to face competitio Relative to the dimension of the economy or the host
organization from FDI

. - - - TABLE 4

Locational Stimulates  suppliers foMay lead the local suppliers THE SHARE OF FOREIGN FIRMS IN EMPLOYMENTWAGE EXPENSES AND VALUE
locate in areas with high displacement and increase |n ADDED. IN MANUFACTURING AND TOTAL ECONOMY
unemployment Legllogal unemploy:’nelnt, ”' Share | Share | Share Sectors with the Share

0es not supply ocally in in in total | highest FDI shares in| in VA
or competes local productio MNF | MNF | EMP total employment

SourceUNCTAD 1994, table IV.1 and authors’ own comments EMP | Wages

Czech 455% | 52.1%)| 33.1% Chemical industry | 58.7
Electrical equipments | %

in labor productivity and wages.

Empirical studies [Blomstrom at al, (1999), Aitken and| Rep. and electronics
Harison, (1999)] have shown that the desired positive effect Office equipments
for host countries do not actually take place unless there a . . Automotive industr
some pre-requisite factors concerning host country Hungary | 36.9% | 51.5%) na. M'E\}"d?;‘;‘:i‘i'lsinstrumems 05/?'9
characterlstlcs, .Iocal flrm§ and also mult.matlonal firms. Thesg Optical and precision
factors will be discussed in the next section of the paper. instruments
Radio and TV
IV. FACTORS DETERMINING THEFDI-EMPLOYMENT equipment
Automotive industr
RELATIONSHIP Poland 325% | na. 23.3%| Electrical equipment| n.a.
The main factors we can cite here are FDI motivation, thei and electronics
. Radio and TV
market strategies, the entry mode and host sectorg equipment
characteristics. This last factor is of major importance for thg Automotive industry
role tha_lt FDI can_play in employment, and furthermore infgovaia 1512% | 58.7 % na. Chemical industry | 69.1
enhancing economic growth. Electrical equipments | %
The industryin which FDI is located plays a crucial role in ancé_ﬂec?”'cs
the potential impact on employment. If location is in industries Z?ui'gnfgmw
that are capital and technology intensive, with high value Automotive industry

added, it is expected that the effect on the employment level t Figures show the share of the firms with foreign capital (min 10%) in total
be insignificant. If FDI replaces local firms that were using employment and in manufacturing employment. Data are collected from OECD
relatively labor intensive techniques the effect can be eVe‘GIobaIization and Employment Databas@$e acronyms used stand for: EMP

. . . . . . _employment, MNF manufacturing industry, VA value added
negative (Dunning, 2008). If FDI is located in labor intensive ploy g y
sectors, the quantitative effect on employment can be positive
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industries, the observed effects are higher as the percentage of REFERENCES
FDI is higher. In order to have an idea on what the share [@f . aitken si Harrison (1999), “Do Domestic firms benefit from Foreign
FDI in employment levels is in CEE and which would be the Direct Investment? Evidence from Venezuel&merican Economic

ST 3 ; Reviewnr. 89(3
potential incidence of these firms on the national employmeﬁﬁ Blomstrom I\Sla)gnus & Globerman, Steven & Kokko, Ari, (1999), "The

level, we present Table 4. Determinants of Host Country Spillovers from Foreign Direct
Compared to the other European countries, CEE countries Investment: Review and Synthesis of the Literature," Working Paper
present high values of employment for foreign firms. These Series in Economics and Finance 339, Stockholm School of Economics
. . ] Blomstrom, Magnus & Kokko, Ari, 1998. " Multinational Corporations
features holds even at world level. This is an Importa and Spillovers," Journal of Economic Surveys, Blackwell Publishing,
argument to consider the role FDI can play in employment in  vol. 12(3), pages 247-77
this region. The FDI share is even higher for value addé#l Dunning, John (2008)Multinational Enterprises and the Global

. . - . . Economy second edition, Edward Elgar, Cheltenham, UK,
figures, implying higher labor productivity compared to local Northampton, MA, USA

firms. [5] Feenstra, R. and Hanson, G. (199¥preign Direct Investment and

The pattern of FDI in the host manufacturing sector is pretty Relative Wages: Evidence from Mexico's Maquiladtrasurnal of
; ;I International Economics, 42, 371-393.
muc_h the same acro_ss _the CE_E cm_mtrles. We can observg r["é?l‘]‘]enkins, R (2006)Globalization, FDI and employment in Vietnam
foreign presence in industries like: chemicals, electrical’ Transnational Corporations, vol. 15, no.1, p.115-142
machinery and electronics, radio and telecommunicatigfi Johannes, Stephan (2006), Technology Transfer via Foreign Direct

equipment and automotive. This suggests a relative Invest‘n_ﬁent in Central and _Eastern Europe Theory, Studies in Economic
Transition, Palgrave Macmillan

homern?'ty Of.FDl specialization in this region. Con5|der|'ng] Masca Simona Gabriela, Jude Cristina (2008 vicious circle of FDI
the labor intensity of these sectors, we would expect a positive and consumption in Romania ANALELE UNIVERSITATII DIN
contribution of FDI to total employment. Furthermore, I?RADEA'ST'I'ENTE ECONS'\Q'CE’ CatAeg C_N_CIS'E B’“'FTZ%XV'JZ;’O'

) e : - sectiunea Economy and Business Administration, P.417 —
following t_he Class_'f'cat_'on prow_ded WIFO-Peneder (1999P9] McMillan, C.H.,(1996), Foreign Direct Investment in Eastern Europe:
for the skills required in each industry, we can expect an Harnessing FDI to the Transition from Plan to Market. Foreign

increase in the demand for medium-skilled labor. Direct Investment in a Changing Global Political Econoféyan, S.,
ed.), New York: St. Martin’'s Press, pp. 127-49

[10] Nunnenkamp, P, Bremont J.E. (200FpPI in Mexico: An Empirical
V. CONCLUSIONS Assessment of Employment Effekiel Working Paper no. 1328

Focusing upon the influences that globalization has on tHé'] Parienty, Arnaud (2005Rroductivite, croissance, empJoEd. Armand
Colin, Paris

market labor is very important for the orientation of theio; peneder Michael (1999)ntangible investment and human resources.
present macroeconomic policies. These need to be carefully The new WIFO taxonomy of manufacturing industrigé=O working
constructed in order to correct the disequilibria caused by the Papersnr. 114 _ ,

t . isis. The i t of qlobalizati tI’PS] Pop Silaghi Monica loan&asca Simona Gabriela (2010)jhe Causal
recent economic Ccrisis. € |mpac or glo a'zla 1on Oyer € Relationship between Foreign Direct Investments, Foreign Trade and
labor market and the mechanisms through which the increase Economic Growth in Romaniain Globalization, Integration and
in world economic integration can generate new jobs are still Transition: Challenges for developing and developed countries, Lambert

. . . . Academic Publishing House, Saarbrucken, Germany
far .from being underStO_Od' In-a moment in which there is 4] Romer P M, (1990), “Human capital and growth: theory and evidence”,
active Search_for SOIUt'OnS to reduce unemployment and to Carnegie-Rochesteralference Series on Public Policy, 32, 251-86
enhance positive economic growth rates, FDI can be seen gssa Romer, Paul M, (1986) "Increasing Returns and Long-run Growth,”"
possible instrument for recovering from the severe crisis Journal of Political Economy, University of Chicago Press, vol. 94(5),

. . pages 1002-37

eXpe“e_nced by all CEE countries. . [16] Romer, Paul, (1993) “ldea gaps and object gaps in economic
In this paper we have presented the theoretical arguments gevelopment,” Journal of Monetary Economics, Elsevier, vol. 32(3),
put forward for the positive contribution of FDI to pages 543-573, December
; ; e 7] Solow R. M., (1956) “A contribution to the Theory of Economic
ernployment in host countries. We_ classified th.e effects Ih Growth, The Quarterly Journal of EconomiddiT Press.vol. 70(1)
direct and indirect effects and we discussed the issues related pages 65-94
to each one of them. We emphasized the fact that these eff¢tts UNCTAD (1994) World Investment Report 1994: Transnational
do not take place automatically, but their presence and mgst Corporations, Employment and the Workplalew York and Geneva
. . . . . ng] *** Eyrostat, National Accounts and International Payments Statistic
|mpo_rtantly, their intensity, depend heavily on factors like the ™ ,i3pases
host industry, the entry mode or the strategy of FDI. [20] *** OECD Globalization and Employment Databases
We can conclude that the potential for a positive
contribution of FDI to employment and growth exists in CEE
countries. The share that FDI has reached in local economies
allows for a visible role in promoting growth. The concern that
all the policy makers are facing is to identify those sectors with
a higher potential in employment and growth and to direct FDI
inflows towards these sectors. The future direction of our
research would be to test empirically the potential contribution
of FDI to the enhancement of employment and economic

growth in this region.
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