
All important part of globalization in. recent years has been the ongcing rise in foreign direct
investment (FDI). UNCTAD (2000), reports that from 1979 to 2007, the ratio of world FDI stock
to world gross domestic product rose from 5% tc 16% and the ratio of world FDI inflows to
global gross domestic capital formation rose from 2% to 14%. One consequence is that an
increasing share of countries' output is accounted for by foreign affiliates of multinational
enterprises (MNEs). The foreign-affiliate share of world production is now 15% in
manufacturing and ether tradables (Lipsey, et al, 1998).
The unprecedented expansion of the multinational corporations has evoked a strong interest in
this phenomenon among scholars, the masses, media and the general public. The dramatic
development of the multinational corporation into a major phenomenon in international
economic relation has been on for the past quarter of the last century. Multinational corporations
are responsible for most foreign direct investments.
For the fact that FDI is generally accompanied by transfer of considerable production and
managerial knowledge from investor to the host country that is likely to spill over to domestic
enterprises in the host economy. Romer (1993), has argued that by bringing new knowledge to
the host countries, MNCs may help to reduce "idea gaps" between developed and developing
countries which are sources of growth. Thus, FDI effect on growth in host countries could be
more valuable than its direct generation of output by complementing the domestic investments.
The indirect effect of FDI inflow on growth in the host country may comprise a sum total of its
externalities on domestic investment through knowledge spillovers and vertical linkages.

INTRODUCTION

FDI stimulates skill upgrading in host countries through several channels. To date, most
empirical evidence indicates that these channels work mainly within multinationals themselves
rather than through knowledge spillovers to domestic firms. On the demand side and on the
supply side, the inward FDI influences the development 0/ human capital with possible links at
both the micro- and macro-levels. This paper offers evidence on the links between inward FDI
and skill upgrading/or country-industries, both developed and developing countries. These links
include intra-industry and inter-industry spillovers, vertical and horizontal linkages, imitation,
research and development (R&D), competition and adoption channels.

ABSTllACT

Obidike Paul C.
Dept of Banking & Finance

Abia State University
Uturu

INWARD FOREIGN DIRECT INVESTMENT (FDI) INFLUENCE ON SKILL
UPGRADING IN THE DEVELOPING COl.JNTRIES LABOUR MARKETS.

Vol.2, No.1, March 2009Journal of Finance and Economic Research

Ir-

'.'.



~~~--- -

2.Theoretical Concepts.
The 'traditional' argument is that an inflow of PDI improves economic growth by increasing the
capital stock, whereas recent literature points to the role of PDI as a channel of international
technology transfer, There is growing evidence that FDI enhances technological change through
technological diffusion, for example because multinational firms are concentrated in industries
with a high ratio of R&D relative to sales and a large share of technical and professional workers
(Markusen, 1995). Economic literature identifies technology transfers as perhaps the most
important channel through which foreign corporate presence may produce positive externalities
in the host developing economy. MNEs are the developed world's most important source of
corporate research and development (R&D) activity, and they generally possess a higher level of
technology than is available in developing countries, so they have the potential to generate
considerable technological spillovers. However, whether and to what extent MNEs facilitate
such spillovers varies according to context and sectors. Multinational corporations are probably
among the most technologically advanced firms in the world. Moreover, FDI not only

The externalities or spillovers associated with MNCs could be classified into two broad
categories viz; intra-industry spillovers and inter-industry spillovers. Intra-industry spillovers are
absorbed by competitors of foreign entrants who are promoted to respond to new improved
process or product technology introduced by technology importing firms by upgrading their
technology. In certain cases the demonstration effect from foreign firms may speed up the
diffusion of new technologies. Yet, another source of spillovers could be through the increased
competition from foreign entry which forces local firms to become more efficient users of
existing technologies or to explore new technologies. Among the mechanism of technology
spillovers of this sort are reverse engineering by competitors, increased rivalry through R&D and
product developments and the mobility of employees trained in new technologies by foreign
firms.
Another mechanism of diffusion of technology imported within the host economy is through
generation of vertical inter-firm linkages. The vendors and customers of foreign film may benefit
from the knowledge brought in the course of their dealings with it. MNCs may demand higher
specifications, retooling and technology updating from their component vendors forcing
technology on their part. In quite a few cases they may actually be passing on new designs,
drawing and specifications, which may be significant sources of technology diffusion. Similarly,
certain element of knowledge may be passed on downstream to customers of foreign firms in
embodied manner. The diffusion of knowledge through this channel could be particularly
significant in The case of equipment manufacturers. For instance. :l foreign investment to make
more efficient loans may play an important role in diffusing the TIdV technology within the
textile industry of the host country.
In this paper, I offer some insights on this question by examining the issue of "skill up-grading,"
which I will define both in terms of labuor demand and supply. Each side of the labuor market
'will be addressed in turn, The paper is divined into fcur sections, the present section introduced
the study, which covered the background, section 2. covers the theoritical concepts, section 3.
covers the modes of transfer of activities and section 4. concludes.
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Spillovers of knowledge _from affiliates to domestic firms are an often-claimed benefit to inward -
FDI, so it is worth outlining possible spillover channels. The general idea that interaction among-
firms can generate spillovers dates back to at least Marshall (1920). Caves (1974, 1996) has had
an early and ongoing interest in analyzing this possibility for multinationals interacting with·
host-country firms. Mansfield and Romeo (1980) present some early survey evidence in which
U.S. multinationals reported the frequency and pace at which their technology deployed in
foreign affiliates reached host-country competitors, all consistent with multinational spillovers.
In this approach, technological change plays a pivotal role in economic growth and FDI by
multinational corporations is one of the major channels in providing developing countries
(LDCs) with access to advanced technologies. The knowledge spillovers may take place via
imitation, competition, linkages and! or training (Kinoshita, 1998; Sjoholm, 1999). Although it is
in practice rather difficult to distinguish between these four channels, the underlying theorv
differs. The imitation channel is based on the view that domestic firms may become more
productive by imitating the more advanced technologies or managerial practices of foreign firms
(the more so the greater the technology gap). In the absence of FDI, acquiring the necessary
information for adopting new teclmologies is too costly for local firms. Thus, FDI lowers the
cost of technology adoption and may expand the set of technologies available to local firms. The
competition channel emphasises that the entrance of foreign firms intensifies competition in the
domestic 111arket , encouraging domestic firms to become more efficient by upgrading their
technology base. The linkages channel stresses that foreign firms may transfer new technology to
domestic firms through transactions with these firms. By purchasing raw materials or
intermediate goods a strong buyer-seller relationship may develop that gives rise to technical
assistance or training from the foreign firm to the JOG.1estiG firm. Finally, the training channel
arises if the introduction of new technologies requires an upgrading of domestically available
human capital. New technologies can only be adoptecl when the labour force is able to work with
them. The entrance of foreign firms may give an incenti ve to domestic firms to train their 0\"111

employees. If labour moves from a multinational to a local firm (through labour turnover), the
physical movement of workers causes knowledge to move between firms.
In a very influential paper, Borensztein et al (1998) suggest that the effectiveness ofFDI depends
on the stock of human capital in the host country. Only in countries where human capital is
above a certain threshold does FDI positively contribute to growth. Thus, FDI leads to growth via
technology spillovers that increase factor productivity. Certain host country conditions are
necessary to ensure the spillover effects. In particular, human capital (an educated labour force)
is necessary for new technology and management skills to be absorbed.
How do these multinational affiliates influence host labuor markets in developing countries?
On the demand side, the academic literature on multinationals suggests several channels by
which inward FDI stimulates demand for more-skilled workers in host countries; These include
technology transfer to host-country affiliates; technology flows-both market-mediated and via
spillovers-to host-country firms; and investments in physical capital related to new

;.,

contributes to imports of more efficient foreign technologies, but also generate technological
spillovers for local firms.
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a. Multinationals and the Short-Term, Firm-Level Supply of'Labuor
]\1NEs can facilitate investments in skilled labuor through the chert-term, firm-level acti vities in
which individual firms interact with host-country labuor markets through on-the-job training,
support for local educational institutions, .and the like. MNEs might ,iir·;;ctly affect .labuor

3. Modes of Transfer of Activities:
I distinguish two different modes by which ~/1NEs can facilitate investments in humnn capital.
One is the short-term, firm-level activities by which individual firms interact 'with host- country
labuor markers through on-the-job training, support for local educational 111s1 itutions, and the
like. The other is long-term, country-level activities by which MNEs c,:,jlectively contribute to
the overall macro environment in which fiscal policy drives education policy. To tile extent that
MNEs contribute to a good macro environment in host countries-through raising Vim-kef
productivity, providing a relatively stable source (\1' foreign capital, paying host-country taxes
they contribute to the ability of host countries to 'fund education. If successful generalizations of
firm-level educational initiatives may be hard to come by, as these efforts continue sight should
not be lost of the country-level contributions. I will distinguish two different supply modes by
which MNEs can facilitate investments in human capital.

:.,

technologies. I will discuss the theoretical concepts on these various channels. There is
compelling evidence on the importance of within-firm technology transfer and capital investment
as modes of boosting host-country demand for more-skilled workers. The evidence is much more
mixed on technology flows to domestic firms, particularly via spillovers. But contrary to what is
commonly assumed, Iwill argue that lack of spillovers is not necessarily a bad thing in light of
the stronger evidence on the roles for within-firm technology transfer and capital accumulation.
In what ways does the nationality of ownership influence the demand for labuor of firms in
developing countries? Note that if there were no such ways, then :MNEs would merit no
particular attention when thinking about skill upgrading. There is widespread agreement among
researchers in many fields that a distinguishing feature of these films is their possession of
knowledge assets-patents, proprietary technology, trademarks, etc.-that C2.nbe deployed in
plants outside the parent country. This knowledge intensity is important for understanding the
nature of MNE labuor demand in host countries.
On the supply side, the question of how inward FDI influences the development of human capital
is much less clear. The major impact of FDI on human capital in developing countries appears to
be indirect, occurring not principally through the efforts of MNEs, but rather from government
policies seeking to attract FDI via enhanced human capital. Once individuals are employed by
MNE subsidiaries, their human capital may be enhanced further through training and on-the-job
learning. Those subsidiaries may ::i~30have a positive influence on human capital enhancement in
other enterprises with which they develop links, including suppliers. Such enhancement can have
further effects as that labour moves to other firms and &S S()111e employees become entrepreneurs.
Thus, the issue of human capital development is intimately related with orler, broader
development issues.

'{ ..

Vol.2, No.1, March 2009Journal of Finance and Economic Research



b. Multinationals and the Long-Term, National Supply of Labour
The other way in which J\1NEs can facilitate human- capital development is 2. set of long term,
country-level activities by which NiNEs collectively contribute tc the overall macro environment
in which fiscal policy can support education policy. To the extent that i'vlNEs contribute to a
good macro environment in host countries, they contribute to the ability of host countries to fund
education.
First, MNEs fester skills acquisition economy-wide to the extent that their affiliate activities of
technology transfer and capital investment boost demand and thus wages for skilled workers.
Economy-wide, if MNEs contribute to rising demand and wages for skilled workers, then over
the long-run they contribute to the general-equilibrium incentive of individuals in host countries
to acquire skills through education and/or training. If individuals in host countnes have access to
these methods of skills acquisition, then they should respond to the price signals coming from the
labuor market.
The rise in economic activity from MNE affiliates means a rise in host-country tax revenue
(whether taxes are levied on labour, capital, or both). This broadening of host-country tax bases
can allow greater government investment in education and training. Of course, FDI output and
taxes there from do not automatically imply greater investment in human capital. But FDI output
and taxes there from do free up budget constraints and thereby make possible these greater
investments. This broadly accords with the recent findings of Dollar and Kray (2000), who
document for a large set of developing countries that overall economic growth tends to coexist
with growth in incomes for countries' poorest groups.
From an industrial-organization perspective, Dunning (1981), formalized a framework in which
MNEs are firms possessing three particular sets of advantages, known together as "OLI." First is

I:·
I

supplies, as their transferred knowledge might boost the skills of their employees (and, with
spillovers, the skills of dcmestic employees as well). They might also indirectly affect labuor
supplies, for example, by influencing the educational infrastructure of host countries in terms of
curriculum choices and vocational training. For example, Hanson (2000) reports that Intel
recently chose to establish a large assembly and testing facility in Costa Rica, in part thanks to
Costa Rica's agreement to expand high-school training in electronics and English.
There is recurring discussion of the "skills gaps" multinationals encounter in host-country labour
markets. Knowing how individual firms try to overcome these gaps may hold lessons for the
educational initiatives of host-country governments.
I just offer two related points. First, in the training literature it is well documented that
educational initiatives by firms tend to be for firm-specific skills, not general skills (e.g., Lynch,
1992). This focus on firm-specific skills is understandable in light of the inability of firms to
capture the returns on investment in general skills. Second, I reiterate that the knowledge of
MNEs is often times of competitive value. Taken together, these two points are not to say that
individual MNEs cannot engage the institutions of host country labuor markets to help build
skills. But they are to say that the methods of 11NE human capital development are likely to
often be firm-specific rather than aimed at general human capital issues of numeracy, literacy,
and problem-solving.
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(iv) Competition
FDI and the presence of l-ANEsmay exert a significant influence on competition in host-country
markets. However, since there is no commonly accepted W2.y of measuring the degree of
competition in a given market, few firm conclusions may be found in empirical evidence.
The presence of foreign enterprises may greatly assist economic development by spurring
domestic competition and thereby leading eventually to higher productivity, lower prices and
more efficient resource allocation. Conversely, the entry of MNEs also tends to raise the levels
of concentration in host-country markets, which can hurt competition. This risk is exacerbated by
any of several factors: if the host country constitutes a separate geographic market, the barriers to
entry are high, the host country is small, the entrant has an important international market
position, or the host-country competition law framework is weak or weakly enforced.
Market concentration worldwide has increased significantly since the early 1990s due to a wave
of M&As that has reshaped the global corporate landscape. At the same time, a surge in the
number of strategic alliances has changed the way in which formally independent corporate

(ii) Horizontal FDI
The horizontal-FDI view is that multinationals arise oecause trade barriers make exporting
costly. The formal setup is one in which firms have a high-fixed-cost headquarters and one or
more production plants. When trade costs are low, a finn produces all output in domestic plants
and serve foreign consumers through exports. When trade costs are high, a finn becomes
multinational by building production plants at both home and abroad, ecch serving just that
country's consumers. This type of PDI is Called horizontal because the multinational does the
same activities (production) in all countries.

(i)Vertical FDI
The vertical-FDI view is that multinationals arise to take advantage of international factor price
differences. Firms engage in two activities: headquarter services to develop and maintain the
firm's knowledge assets, and production of output. Headquarter services are intensive in physical
and human capital, while production is intensive in manual labour. When factor prices differ
across countries, firms become multinational by locating production in countries where manual
labuor costs are low and headquarters in countries where skilled-labour costs ere low, Even
though these production activities may be low-skill intensive relative to headquarter services, for
host countries they likely will be skill-intensive relative to their initial activity mix.

the ownership advantage, i.e., the ownership of a firm-specific asset. Second is the location
advantage, i.e., it must be cost efficient for the firm to exploit that asset abroad rather than in just
the home country. And third is the internalization advantage, i.e., the firm must he better off
using its asset itself rather than contracting with another independent firm.
In international trade, over the last two decades there has been substantial progress in modeling

multinational firms in general equilibrium. This theoretical literature contains mostly urn

dimensional theories of multinationals, which focus on either horizontal or vertical FDf.
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(vi) Regional Lines
Theoretical work on the mechanics of spillovers ranges from general discussions, often leavened
with anecdotes, to formal general-equilibrium models. Broadly speaking, spillovers are
commonly hypothesized to fall along industry or regional lines. An example of multinational
spillovers along industry lines is Rodriguez-Clare (1996); in which affiliates increase a host
country's access to specialized varieties of intermediate inputs, the improved knowledge of
which raises the' TFP of domestic producers. Less formally, it is often hypothesized that domestic
firms learn from affiliates in the same industry via a range of in£01111alcontacts: e.g., trade
shows: supplier/distributor discussions; exposure to affiliate products, marketing, and patents;
technical support from affiliates; reverse engineering. Depending on how narrowly or broadly
industries are defined, if the key contacts are between suppliers and/or disuibutors, then
spillovers may be classified as intra-industry or inter-industry.
Other spillover mechanisms may operate along regional lines. One commonly proposed avenue (
Marshall, 1(20) is via labuor turnover. If 2,~ least 8:;111e .of the knowledge particular to foreign
r'- 1 • b di .. 1 . 1 b c. 1 r- ,. I 1 ''" 1 , •arnuatcs is em 0 Jed in t .ieir a uor rorce, then as atn nate emp oyees reave to worx ref oomesnc
firms this knowledge may move as well. For example, Song, et a1 (2001), use U.S. patent records
to trace the movement of scientists between domestic and foreign firms (Motta, et al, 1999, and
Moen, 2000). This knowledge need not be firm-specific (e.g. inventory-control or management
techniques), If inter-regional labour mobility within a country is low, then these spillovers are
likely to be concentrated within regions where the affiliates operate rather than dispersed
country-wide. More generaIly,regional labour-market spillovers can be thought of as one
important kind of agglomeration economy that can induce firms to locate near each other' in
space. Krugman (1991) offers some formal models of agglomeration issues. A third channel for
boosting host-country skilled-labour demand, for both foreign and domestically owned firms
alike, is capital investments. Implementing new technologies often entails making new capital
inve..stments I~~.~.!.,Ct11'r.IJ:11,.1.F:·S and office l··,~·ro.:ll·'~i'·\'T.·, tho ,,,,.,",,+ ·f·lv~'t·~"1nitaf ;,,. ,1 d';;l,"'1'""_ .~ ' ~ \ _' __ .~ "'.. _.... ""..~ ~. t/\... j_\",,; .t ·.•.\ ..: .. :_. .1 ._~', \.... t.\:.:_._ \.~.,.t.•• -_'-_,.-' l.c. _, : ~

(v) Research and Development (R&D)
One tell-tale sign that MN"Es are knowledge-intensive firms is their intensity of research and
development (R&D). In the aggregate, evidence consistent with this is the overlap between
countries that perform lots of R&D and countries that headquarter lots of }.1NEs. It is commonly
calculated that approximately 90% of the world's R&D is performed in just five countries: the
United States, United Kingdom, France, Germany, and Japan (e.g., Keller, 2001). These five
countries are also among the largest source countries for world FDI flows. At the firm level,
Slaughter (1998) reports that over the past 20 years the U.S. parents of U.S.-headquartered
J\1NEs-only 2,727 firms in 1994-have consistently performed over half of all U.S. R&D.

entities interact. Alliances are generally thought to limit direct competition while generating
efficiency gains, but evidence of this is not firmly established. There has also been a wave of
privatisations that has attracted considerable foreign direct investment (mainly in developing and
emerging countries), and this, too, could have important effects on competition.
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4. Conclusions
This paper has discussed how multinational firms affect both the demand for and supply of skills
in host -country labour markets. On the demand side, multinational affiliates raise demand for
more-skilled workers as they utilize film-specific knowledge assets and as they invest in physical
capital. All this may also occur in domestic firms in host countries if these knowledge assets are
somehow transferred, but evidence 'On tbis=-particularly for externality spillovers-is rather
mixed. On the supply side, multinationals can raise the supply of more-skilled workers both at
the micro-level of individual affiliates training workers in-house and via interactions with host
country education and training institutions. They can also do this at the macro-level through
channels such as helping raise and stabilize output and affecting migration decisions.
In closing, it is important to point out that multinational firms and FDI are not the only channel
by which countries can gain access to the technology and capital required for economic growth.
It has been widely documented that in recent years most governments worldwide have made
their policies much more friendly 1O foreign firms (e.g., UNCrAD, 20(0). That said, history
offers many examples of governments (e.g., Japan and South Kurea) pursuing r:~,,;,;el;~prr..,~·:~t
strategies instead of or in tandem with an PDT strategy: joint ventures, licensing, and exporting
have been common. ThG focus of this nacer on the role of FDI in facilitatinz host ccuntrv skill.t -"" _.....;

upgrading is best seen in the broad context of all development strategies.

complements in firms' factor demands, skill upgrading may arise not just directly from new
technologies but also indirectly from the capital investments induced by these new technologies.
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