


















































liberalization enhances FDI inflows in the long run. Similarly, Choong and Lam (2010)
in case of Malaysia confirms that trade liberalization positively and significantly
contributes to FDI in flow. He also suggests that human capital and real per capita GDP
growth are other important variables in explaining the variation in FDI in case of
Malaysia. Omisakin, Adeniyi, and Omojolaibi (2009) studies the relationship between
trade liberalization, FDI and economic growth and reaches on the conclusion that trade
liberalization positively and significantly enhances the inflow of FDI in case of Nigeria.
Similarly, Ang (2008), explores the importance of trade liberalization, FDI, GDP and
financial development during the period 1960-2005 in case of Malaysia. He concludes
that trade liberalization and financial development are the most influential variables that

fosters FDI inflow towards Malaysia.

However, Khan, Adnan Hye, and McMillan (2014) examines the association between
trade liberalization, financial liberalization and FDI inflow in case of Pakistan. He
concludes that financial liberalization and trade liberalization affect the inflow of FDI

negatively during the analysis period.

It is well established belief that trade liberalization fosters economic growth. For
example, Bukhari and Igbal (2015) studies the relationship between trade liberalization,
capital formation and economic growth in case of Pakistan. He suggests that trade
liberalization and capital formation both has positively and significantly contributed to
economic growth during the study period. Solarin and Shahbaz (2015) explore the
relationship between trade liberalization, FDI and economic growth. They suggest that
trade liberalization positively stimulates the economic growth during 1971-2012 in

Malaysia. Further Manni and Afzal (2012) study the relationship between trade
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and conclude that economic growth is positively and significantly associated with FDI.
Moreover, he also suggests that economic growth is negatively associated with inflation.

Yaoxing (2010), by adopting aggregate production function illustrates that FDI

significantly explain the variation in economic growth in case of Cote d’Ivoire during

1980-2007. Hoang et al. (2010) by studying the reiationship between FDI, trade
liberalization, human capital, and economic growth conclude that FDI pfofnotes
economic growth by expanding the capital stock. They also suggest that FDI through
trade liberalization and human capital does not contribute to EG in Vcase of Vietnam.
Similarly, Omisakin et al. (2009) studies the relationship between FDI, trade
liberalization and EG in case of Nigcn’a. He concludes that FDI positively and

significantly contributes to economic growth.

However, Temiz and Gokmen (2014) studies the relationship between FDI and economic

growth in case of Turkey and he reaches on the conclusion that FDI and economic growth

' are not significantly associated in the both time periods short run and long run. In case

~ of Tunisia, Belloumi (2014) confirms the negative impact.of FDI on economic growth.

Herzer (2012) by investigating the relationship between FDI and economic growith by
using heterogeneous f‘anel“ co-integratibﬂ technic;ﬁ; and a general to specific model
selection approach concludes that in case of developing countries FDI on average
negativcly contribute to economic growth. In Nigeria case study, Saibu et al. (2012)

examine - the impact of trade liberalization and FDI on economic growth and

unemployment. They suggest ‘that FDI negatively and significantly contributes to

economic growth during study period.
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CHAPTER 3

THEORETICAL FRAMEWORK

The aim of this chapter is to discuss the theoretical foundations of the relationship
between trade liberalization and employment directly and indirectly through the channels

of FDI and economic growth.

It is well established belief that trade liberalization provides efficient allocation of
resources. Developing countries are mostiy labour intensive. People have low per capita
iIilCOIpe which puts the saving rates low that leads to low levels of investments and hence
markets are small in such economies. Trade liberalization miakes it possible for low cost
producers to earn higher profits by increasiné the demand of their outputs more than it is
in the domestic market (Krugman, 2008). In this way trade liberalization starts promoting

and rewarding those production activities that require the abundant factor, the country

has. As in developing countries the abundant factor is labour, more employment -

opportunities will come into being due to liberalization.

Tréde theories on the notion why trade occurs between the countries provide the basis for
the theoretical link between international -trade and employment. For example,
Heckscher-Ohlin qu}p.afétiQe advantage based on relative differences in factor
endowment forms the base to study the relationship between trade and employment
(Javed, 2011). According to Heckscher-Ol.liin theorem due to trade countries start
éllocating their resources to those production acj[ivities whichA use their abuﬁdant‘factor.
As developing countries are rhostly iabour intensive they have comparative advantage in

the production of labour-intensive goods. Similarly, developed countries ‘are mostly
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" output will increase. The gain from trade for both countries will be higher as compare to

no trade scenario (Salvatore, 2001). In the Ricardian frame work of international trade,
trade ﬁberalizatiqn leads to complete specialization in export competing sector as it
increases the price of exportable goods which causes the value of marginal product of

labour to increase. Once the value of marginal product of labour increases it triggers the

demand for labour in that particular sector. Whereas the value of marginal product of

' labour goes down in the import competing sector due to liberalization which makes the

survival of that séctor difficult. But the overall demand for labour in the economy

enhances (Dutt et al., 2009).

Theoretipal foundation for direct impact of trade liberalization on employment‘ is
discussed 'so far however, trade liberalization indirectly may affect the em’ployn;ent
through different channels, but those are beyond the scope of current study. This study
only cares about the impact of trade liberalization through the channels of FDI and

economic growth.

Theoretically the impact of trade liberalization on the flow of FDI depends upon what
motivates the foreign investor to invest abroad (Dunning and Lundan, 2008; Markusen -
and Maskus, 2002; Seim, 2009). FDI can be divided into two types on the basis of
differences m final output produced by the firms in home and host countries. These are
horizontal and vertical FDI. In horizontal FDI afﬁliated firms in home and host countries
producé almost similar output. Whereas in vertical FDI affiliated firms are eﬁgaged in
different stages of production process of the same final output (Protsenko, 2004).

According to Dunning and Lundan (2008) main motives for FDI to flow abroad are
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natural resource seeking, market seeking, efficiency seeking and strategic asset seeking.

These motives can also be regarded as four types of FDI.

Sometimes firms go for merger and acquisition with foreign firms in order to acquire
strategic asset to maintain their competitive position in international market. This
phenomenon is also known as. strategic asset seeking FDI. Assets that attract such type of
FDI might include high tech, organizational ‘system, managerial and marketing skills.
Mostly strategic asset seeking FDI is take place in technology and information intensive

sectors (Dunning and Lundan, 2008).

arket-seeking FDI is the type of FDI in which a firm supplies goods and services to
host and its neighbouring countries by producing them in host countries. The main
objective of the firm in market seeking FDI is to replace its exports to host countries with
the production of similar products in those countries in order to increase its market share
in home as well as in host countries. This type of FDI is also known as horizontal as well
as tariff jumpiﬁg FDI because it provides the opportunity to foreign firms to bypass the
rules and regulation of host country regarding trade. Trade liberalization reduces the flow
of market seeking or horizontal FDI and trade restrictions endues it (Kosteletou and
Liargovas, 2000; Rose-Ackerman and Tobin, 2005; Seim, 2009). According to Seim
(2009) firms with the idea to get access to other markets may feel it better to serve host
countries markets through exports instead of doing horizontal investment in those
countries in the presence of trade liberalization and low trade costs. The positive impact
of trade openness on horizontal investment is conditional on the access to neighbouring

markets of host countries.
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Summary

International trade enhances employment in labour-intensive country if it occurs between
countries on the basis of relative differences in factor endowment (Heckscher-Ohlin
frame work based comparative advantage). Whereas the impact of international trade on
employment is not conditional on labour intensity if it occurs between countries on the

basis of relative technological differences (Dutt et al., 2009).

Trade liberalization stimulates the flow of foreign direct investment (FDI) in developing
countries. It provides incentive to the foreign investors in two ways: 1) due to
liberalization, investors can import new machines, advanced technology, and other inputs
at low cost, 2) trade liberalization makes it profitable for investors to produce goods in
FDI host countries and export them to other countries and hence capture the bigger market
as compare to non-investment scenario (Salvatore, 2013). Foreign investors, in order to
minimize the risk, retain the key managerial and operational posts with them. In this way
highly skilléd worker from abroad come to the host countries with FDI. In order to
increase the efficiency of locally hired workers firms starts training and education
programs for them. The FDI helps the host countries to accumulate the physical as well
as human capital and hence contributes to economic growth (Li and Liu, 2005). Economic
growth boosts economic activities in the host countries and generate employment

opportunities.
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CHAPTER 4

DATA AND EMPIRICAL METHODOLOGY

The objective of this chapter is to discuss the nature of the data set used in this study and

its sources, variable generations and empirical methodology.
4.1 Data and Variables

We use a panel data of 93 developing countries which is sub divided into six regional
groups (East Asia and Pacific, Europe and Central Asia, Latin America and Caribbean,
Middle East and North Africa, South Asia and Sub-Saharan Africa) by World Bank over
the period of 1960 to 2014. The main source of our data set is world development
indicator (WDI) and Barro and Lee (2013). In the following section we define variables,

their nature in the study, their construction and the sources from where they obtained.
4.1.1 Variables and their generation

This section is related to the definitions, nature and construction of variables that are used

in this study.

Due to the nature of research, this study is carried out to test three separate equations
hence there are three dependent variables, ‘FDI’, ‘economic growth’ and ‘Employment’.
All the three equations are interdependent so there is a need to estimate them

simultaneously.
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expansion generates more employment opportunities as compare to trade restrictive
regime. For example, Loganathan et al. (2011) suggest that trade liberalization by
increasing productivity and efficiency in different sectors generates employment
opportunities for both skilled and unskilled workers. Similarly, trade liberalization by
providing efficient allocation of resources contributes positively to the economic growth
of an economy. See, (Bukhari and Igbal, 2015; Solarin and Shahbaz, 2015). Moreover,
trade liberalization also enhances the inflow of foreign direct investment (FDI) in

developing countries (Hussain and Kimuli (2012).

The ratio of the sum of total exports and imports (trade volume) to GDP has been used as
the measure of overall trade liberalization of an economy in the literature. This ratio more
often has also been interpreted as a measure for trade restrictiveness of an economy
(Asiedu, 2002). We use the same the ratio to measure the liberalization of an economy.
The data to generate this variable is taken from World Development Indicator (WDI),

World Bank.
Foreign Direct Investment (FDI)
It is a physical investment in a country from the residents or company of other country.

This investment can be either of these forms mergers, joint ventures, acquisitions of
existing firms or estabiishment of new firms. Trade liberalization fosters the FDI inflow
by making import of new machines, advanced tech and export of low cost finished goods
to other countries easier. Hence it is profitable for investors to produce goods in FDI host
countries and export them to other countries and hence capture the bigger market as
compare to non-investment scenario (Salvatore, 2013). FDI has positive contribution
towards the economic growth of host economy through capital formation and
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External Debt (ED)

External debt of an economy means the money borrowed by a government from sources
other than the domestic ones. External debt (ED) includes borrowed money from other
governments, private commercial banks of other countries, or international financial
institutions such as Asian Development Bank (ADB), International Monetary Fund (IMF)
and World Bank. External debt expand the government financing in different projects
hence it increases employment (Magbool et al., 2013). The data of this variable is

collected from World Development Indicator, World Bank
Return on Investment (RI)

The gains achieved by an investor by investing some resources is known as return on
investment (RI). Return on investment as a determinant of FDI refers to the idea that FDI
inflow is an increasing function of return on investment. FDI starts flowing out from those
countries which yield lower return to those likely to produce higher returns on per unit of
capital investment. The return on investment in those countries which are operating close
to their potential (Developed/Advanced Countries) is very low as compared to those

countries which are operating far below their potential (Developing countries).

Countries which pay higher return on capital attracts more FDI as compared to those
which pay lower return on investment. The return on investment (RI) contributes

positively to the inflow of FDI in developing countries (Asiedu, 2002; Tsai, 1994).

It is very difficult to find an appropriate measure to calculate the return on capital,
especially in developing world due to absence of well-developed capital markets.

Marginal product of capital is high in capital scarce countries and very low in capital

30



abundant countries. According to the traditional theory of investment, the main objective
of a firm to invest abroad is to maximize its gains. By assuming that marginal product of
capital is equal to the rate of return on capital following the marginalist approach, we can
say developing countries would yield higher return on investment (Agarwal, 1980;

(Asiedu, 2002).

In order to measure the return on capital for a developing country we use inverse of real
per capita GDP. Many researcher have used the same proxy to measure the return on
investment see, for example, Asiedu (2002) and Tsai (1994). Data to generate this

variable is taken from World Development Indicator (WDI), World Bank.
Infrastructure Development (INFD)

Infrastructure mea‘ns the basic structure (organizational as well as physical) and facilities
that are needed for the smooth working of an economy or an organization. The
inﬁastruc@e includes roads, buildings, distribution networks, water and energy supply
system, means of transportation, communication and sanitation. Infrastructure
development of an economy means overall improvement in those facilities and structure
which are essential for economic activities to take place and smooth working of markets
(Todaro 2011). Infrastructure development is one of the important determinant of FDI
inflows to developing countries as it enhances the productivity of investment (Asiedu,

2002).

This study uses no of telephones per 1000 population as a proxy to measure the
infrastructure development. Many studies have used this proxy to measure the

infrastructure development see for example, (Asiedu, 2002). The data used in the
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construction of infrastructure development (ID) variable taken from World Development

Indicator (WDI), World Bank.
Market Size (MSZ)

Market size usually refers to the absorptive capacity and sound working of economy of a
country. It is usually measured by growth in GDP. This is the efficient measure of market

size because no other measure can combine these two attributes in one variable.

Large market size enhances the inflow of FDI. We use GDP growth rate as a proxy to
measure the market size of a country following Asiedu (2002). The data on GDP growth

is taken from WDI, World Bank.
Financial Depth (FD)

Financial depth or deepening of a country refers to the potential of resource mobilization
and the efficiency of financial intermediation of its financial sector. Financial deepening
enhances FDI inflow to developing economies. Moreover, it also contributes to economic

growth of the country as well.

In this study we use liquid liabilities (M2) to GDP ratio as a measure of financial depth of
a country following Asiedu (2002). Data on this variable is taken from World
Development Indicator (WDI), World Bank.

Economic Stability (ES)

Economic stability of a country refers to that financial system which exhibits slight
variations in output growth. Smooth working of financial system due to which slight

variations takes place in output growth and inflation rate consistently stays low.
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Stable economic situations of a country boost the FDI inflows to the country. We use
consumer price index to measure the inflation rate following Asiedu (2002). Data on this

variable is taken from WDI, World Bank.
Human Capital (HC)

The term human capital is used in economic literature to represent the composite 'bundle
of knowledge, skills, technical know-how, experience and other characteristics, which
are very essential for productive efficiency, embedded in labour. In other words human
capital refers to the efficiency of labour in terms of hours as compared to new or unskilled

labour (Acemoglu, 2009).

Higher human capital through working efficiency boosts economic growth. For example,
high human capital of a country means a large number of individuals residing in the
country are experienced or well educated. This experience or higher education increases

the efficiency of the workers that fasters the process of the economic growth.

Moreover, high human capital stock contributes positively to the inflow of FDI. For
instance, it is very easy for skilled or educated workers to get familiar  th advanced

technologies.

We use secondary school enrolment as a proxy to measure the level of human capital in
a country by following Barro and Lee (2013). Data on this variable is taken from Barro

and Lee (2013).

Investment (INV)

The expansion in the existing physical capital stock is refers to investment. Investment

has a very essential role in the economic growth of an economy. Increase in investment
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4.2 DESCRIPTIVE,STATIS'I:IC.S

The section contains summary statistics and correlation matrix of the study.
4.2.1 Summary Statistics -

Table A2 in Appendix shows the summary statistics of variables used in our analysis.
FDI (FDI) has the lowest 0.166968 mean value and External debt (EXDT) has the highest
21.33066. External debt has the largest 3.326238 standard deviation and Growth has the
smallest 0.222247 standard deviation among the variables of analysis. It means
fluctuations in EXDT are high and in growth are low. From the differenqe in number of

observations it is obvious that the data set is unbalanced.
4.2.2 Correlation Matrix

Table A3 in Appendix depicts correlation between the variables which we have used in

this analysis. There exists a highest positive 50.45% correlation between initial per capita

- GDP (Start) and human capital (HC). The lowest positive 5.17% correlation exists

between employment (EMP) and population growth (POPG). However, highest negative
correlation -11.17% among the variables of this study exits between investment (INV)
and population gréwth (POPG). The lowest negative -80.65% correlation exists between

external debt (EXDT) and infrastructure development (INFD).

4.3 ECONOMETRIC MODEL

This section is related to model specification and estimation technique examine the

relationship between trade liberalization and employment directly and indirectly through

- the channels of FDI and economic growth.
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Model

As discussed earlier, trade liberalization may efféct employment directly or indirectly

through the channels of FDI and economic growth. In order to show these relationship

we develop a system of three equations. Where the first equation shows the impact of

trade liberalization (TL) on FDI. Second equation shows the impact of FDI on economic
growth (EG) and both these equations accommodate the channels of FDI and economic
growth, while the last equation shows the impact of trade liberalization, FDI and

economic growth on employment.

FDIit =a + azflit +ay Zlit + u;'tl ) (4.1)

EGy = By + ByFDIy + B3 Zyyy + 1y | (4.2)

EMI;t = 51 +52EGit +4. FDIit +54H‘it +5523it +u

A (43)

it3

FDI;: in equatioq (4.1) stands for foreign direct investment, TL; is used for trade
liberalization, Zi is a vector of control variables for FDI that includes infrastructure
development, economic stability and financial development and ‘piu’ is the error term.
EGi in equation (4.2) stands for economic growth, Yit i; a vector of control variables for

EG that includes initial value of real per capita GDP, human capital, government size,

investment and ‘pir’ is error term. EMPj: in Equation (4.3) stand for erﬁployment, Wit is

a vector of contro] variables for EMP that includes POP, EXD,

The above discussed direct and indirect effects of trade liberalization on employment are

explained in the following section.
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SEMPF;,

= (a5 ).(53) 4.5)

OTL;,

Long Run Indirect Effect

Long run indirect effect impact of trade liberalization on employment through the
channels of FDI and economic growth can be derived in three steps. The first setup we

capture the effect of trade liberalization (TL) on FDI in equation (4.1). That is:

OFDI;,

=«
2

The second setup capture the impact of FDI on economic growth (EG) in equation (4.2).

That is:

SEG,,
OF DI,

"82

The third and last setup capture the impact of economic growth (EG) on employment

(EMP) in equation (4.3). That is:

SEMP;,

=&
2
BEG,

The indirect impact of trade liberalization (TL) on employment (EMP) through the
channels of FDI and economic growth (EG) is then calculated by multiplying the three

individual impacts, that is, the impact of trade liberalization (TL) on FDI, the impact of
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FDI on economic growth (EG) and the impact of economic growth (EG) on employment

&
) (EMP) as follows.
It implies that
aE'M}?t _
= (x5 )-(L5).(S5) 4.6)
Net Effect
é\ . The net effect of trade liberalization on employmenf can easily be calculated by
combining three different impacts of trade liberalization on employment which are direct
impact, short run and long run indirect impacts through the channels of FDI and economic
growth. That is:
NE: GEAﬂ;t . OFDI it , GEAﬂ’it N .aFDI it , aEGit . GEAﬂ’it
N.E = (8,) +(25)(83) + (@).(8)(6) 4.7)
The above equation as discussed earlier is the combination- of three different :‘impacts of
trade liberalization on employment. Direct impact is being captured through (34) .
7o) Whereas (@2)(%3) captures the ‘short run indirect impact of trade liberalization on
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Biorn (2004) panel data regression method has several advantages. Ordinary least square
(OLS) estimation technique can be used to estimates the equations in SUR model. The
difference between the results of these techniques is that the (SUR) estimates are more
efficient as coﬁpme to'(OLS) estimates. The simplest 'Géneral Liner Model (GLM) in
which certain coefficients in matrix beta are assumed-£0 be zero can be considered as
SUR. Furthermore, SUR can be viewed as the simultaneous equation model, when
regressors in regression are endogenous variables. In our case we use the SUR ﬁlodel as

proposed by (Biorn, 2004) for unbalanced panel data regression analysis.
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the impact of TL, FDI and GROWTH on employment (EMP) however, external debt
(EXDT) and population growth (POPG) are used as control variables for EMP in equaﬁ

3 of both general and final models.

The coefficient of trade liberalization (TL) is positive and significant at 1 % level in
equation 1 of both general and final regression models. This implies that the volume of
foreign direct investment inflow increases as degree of liberalization increases. There are
two possible explanations of this result. First, trade liberalization facilitates the investor
to easily import advanced machines and input at lc  price. Secondly, it gives incentives
to investors to capture bigger markets by producing goods in FDI host countries and
export to other countries. This finding is consistent with previous empirical literature

(Asiedu, 2002; Jadhav, 2012a; Were, 2015).

The positive and significant atgl% coefficient of foreign direct investment (FDI) in
equation 2 of both models indicates that FDI inflows have exerted positive and significant
impact on economic growth of host economy. This is because FDI Helps the host economy
to accumulate physical capital. Moreover, FDI also acts as a vehicle to transport advanced
technology to host economies. The four possible means for this technological dispersion
are i) imitation through domestic market ii) training and education programs for locally
hired workers iii) backward and forward linkages of the firm iv) competition between
local and foreign firms. This physical capital accumulation and access to advanced
technology through FDI inflow plays a vital role in the economic growth of host
economy. This result is in line with previous empirical literature (Babatunde, 2011; Li

and Liu, 2005).
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The impact of trade liberalization (TL) on employment (EMP) is positive and highly

significant with slightly different coefficients in equation 3 of both regression models.

Table 5.1 The Impact of Trade liberalization, FDI and Economic Growth on

Employment.

Variable
Names

General Model

Final Model

Eql

Eq2

Eqg3

Eql

Eq2

Eq3

FDI

04105
(0.000)

EE ]

0.1738
(0.000)

042597
(0.000)

*E%

0.1842
(0.000)

TL

*Ek

03607
(0.000)

03150
(0.000)

sk

0.3738
(0.000)

02983
(0.000)

HC

044027
(0.000)

0.1318
(0.657)

042217
(0.000)

INFD

0.0074™"
(0.000)

0.0076"
(0.000)

GOV

-0.7666
(0.000)

-0.4571°
(0.013)

*%%

-0.7725
(0.000)

204569
(0.000)

Growth

E2 2

20.4344
(0.000)

04317
(0.000)

Start

-0.0138
(0.866)

INV

0.5210™"
(0.009)

EEEd

0.5829
(0.000)

EXDT

0.1237°
(0.000)

0.1284™"
(0.000)

POPG

-0.0474%
(0.022)

-0.0301°
(0.019)

Note: *** ** and * denotes the level of significance at 1%, 5% and 10% respectively. P value is shown in
parenthesis. General and Final two models are estimated in our analysis. Each model has three equations. The
dependent variable in equation 1 is foreign direct investment (FDI) which is measured as the log of FDI to GDP
ratio and independent variables are Liberalization (TL), Human capital (HC), Infrastructure development (INFD)
and Government size (GOV). Variable Open is measured as the log of trade volume to GDP ratio, Five years
averages of secondary school enrolment are used as a proxy for HC, No of telephones per 1000 population is used
as a proxy for INFD and log of government final consumption expenditure to GDP ratio is used as a proxy for
GOV. The dependent variable in equation 2 is Growth which is measured as the log of real per capita GDP growth.
The independent variables in equation 2 are FDI, Start, HC, Investment (INV) and GOV. Start is initial real per
capita GDP and INV is measured as log gross fixed capital formation to GDP ratio. Dependent variable in equation
3 is employment which is measured as the log of no of employed to working age population. The independent
variables are Growth, FDI, Open, external debt total (EXDT) and population growth. The analysis used five years
averaged panel data set for 93 developing countries over the period of 1960 to 2014.

Trade liberalization plays a key role in employment generation of a country as it enlarge

markets which in turn increase the demand for products. This increased demand



encourages the domestic producers to expand their production. This expansion needs
more workers to be employed. Moreover, trade liberalization also provide the access to
high tech and FDI inflow from rest of the world which also contributes to economic
growth and employment generation as well. This finding is consistent with previous
empirical literature (Akkus, 2014; Egger and Etzel, 2012; Meidani and Zabihi, 2012)

however in contrast with (Oniore et al., 2015; Saibu et al., 2012).

Equation 3 of both general and final regression models indicates positive and highly
significant coefficient of foreign direct investment (FDI) which means FDI positively and
significantly contributes to employment generation. Developing economies have low
levels of saving, hence the stock of physical capital is low. Investment is very important
to enhance capital accumulation and in turn raise the level of employment. FDI is an
important source to fill the gap in domestic resources and overcome the deficiency in
capital accumulation and investment in such economies. These findings are consistent
with previous empirical literature (Abor and Harvey, 2008;Denisia and Georgiana, 2012;

Fu and Balasubramanyam, 2005; Saibu et al., 2012).

The estimated coefficient of economic growth (GROWTH) is unexpectedly negative and
significant in equation 3 of both general and final regression models. This result depicts
that economic growth surprisingly creates unemployment. Conventional approach
suggests that economic growth or development is most important for welfare of an
economy and leads to employment generation. However, it sometimes leads to famous
Joseph Schumpeter’s notion of creative destruction. During the growth process new
technologies are introduced and new firms are created which replace the existing firms

and technology that lead to the destruction of productive relationships, firms and
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individuals incomes (Acemoglu, 2009; Schumpeter, 1942). In the recent past China has
experienced the same phenomenon, despite of high economic growth Chines economy
could not generate employment opportunities but even increase the level of

unemployment (Mao, 2008).

Moreover, we also examine the impact of some important control variables on FDI in
equatioﬁ 1 of both regression models. That is HC has strong positive impact on FDI
having a coefficient of 0.44 in equation 1 of general regression model. Result is similar
in equation 1 of final model as well. This shows that high human capital stock contributes
positively to the inflow of FDI in developing countries. Availability of high skilled
workers benefit the foreign firms by reducing its cost on training and development of
workers. Skilled workers also learn quickly how to use high-tech machines. Similar
results were found in the studies (Borensztein et al., 1998; Choong and Lam, 2010)
however, in contrast with the findings of (Mina 2007). Similarly, the coefficient of
infrastructure development (INFD) is positive and significant at 1% level in equation 1
of both models. It means countries with more developed infrastructure attracts more FDI
as compare to those where infrastructure is less developed. The reason for this positive
correlation between INFD and FDI is, well developed infrastructure enhance the
productivity of investment. This finding is consistent with previous literature (Asiedu,
2002). Moreover, the coefficient of government final consumption expenditure (GOV) is
negative and significant at 1% level in equation 1 of both models. This states that big
government size negatively contributes to FDI inflow. This might happen because
government may increase taxes to finance higher consumption expenditures. Increase in

taxes may discourage the FDI inflow.
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Study also explores the impact of some important control variables on economic growth
in equation 2 of both general and final regression models. The coefficient of initial per
capita GDP (START) is negative but insignificant in equation 2 of general regression
model. Similarly, the coefficient of human capital (HC) is positive but insignificant. The
sign of government size (GOV) is negative and significant at 5 % and 1 % level in
equation 2 of general and final regression models respectively. It indicates that due to big
government size economic growth decreases. The possible justification of this result is
government need to increase taxes or print new money, in order to finance its higher
spending, that leads to crowding out of domestic investment or higher inflation rate in the
economy which in turn inversely effect the economic growth. This finding is line with
Levine (2002). Similarly, investment INV exerts a positive and highly significant impact
on economic growth in equation 2 of both general and final regression models. This
means that investment positively and significantly contributes to economic growth.
Investment plays vital role in the expansion of physical capital stock in an economy.
Physical capital stock accelerate the production process that fosters economic growth.

This finding is consistent with previous empirical literature see Beck and Levine (2014).

Moreover, we also examine the impact of external debt (EXDT) and population growth
(POPG) on employment as control variables in equation 3 of both regression modelé. The
EXDT exerts a positive and significant impact on employment which means external debt
enhances employment opportunities. Government takes loans from external sources to
finance mega development projects. Population growth POPG negatively and

significantly contributes to employment generation.
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5.2 Short Run Indirect Impact of Trade Liberalization on Employment

The short run impact of trade liberalization on employment is the combination of two

separate impacts. First, the impact of trade liberalization on FDI inflow. Second, the

impact of FDI inflow on employment. Combing these two separate affects, we get short

run impact of trade liberalization on employment through the channel of FDL

Table 5.2 Short Run Indirect Impact of Trade Liberalization on Employment

General model Final Model
(0.0627)*** 0.0689***
(0.000) 1(0.000)

Note *** represents level of significance at 1 percent and p value is shown in
- parenthesis

TaBle (5.2) sﬂows the short run impact of trade liberalization on employment is positive
and significant at 1% levels in both general and final regression models. Trade
liberalization plays a vital role in enhancing the inflow of FDI t'o_ developing economies.
FDI is an important source to fill the gap in domestic resources and overcome the
deficiency in capital accumulation and investment in such economies. This ﬁndings is
consistent with prévious.empirical literature (Abor and Harvey, 2008;Deni§ia .and

Georgiana, 2012; Fu and Balasubramanyam, 2005; Saibu et al., 2012)

5.3 Long Run Indirect Impact of Trade Liberalization on employment

The long run impact of trade liberalization on employment works through three separate
impacts. First, the impact of trade liberalization on FDI inflow. Second, the impact of FDI

inflow on economic growth and then the impact of economic growth on employment.
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Combing these three affects separate affects we can get long run impact of trade

liberalization on employment through the channels of FDI and economic growth.

Table (5.3) indicates that the indirect impact of trade liberalization on employment is

negative and significant at 1 % levels in both general and final regression models.

Table 5.3 Long run Indirect Impact of Trade Liberalization on Employment

General Model : Final Model
20,0643 20,0687
(0.000) (0.000)

Note *** represents level of significance at 1 percent and p value is shown in
parenthesis.. '

This result suggest that trade liberalization not only fails to generate more employment
but alsp creates unemployment through the channels of FDI and economic growth. Trade
liberaliéaﬁon fogter FDI inflow to deve:loping economies. FDI positively contributes to
economic growth but economic growth negati;jely affect the employment hence the
indirect impact of trade liberalization on employment is negative through the channels of
FDI and economic growth. The possible justification of this result is that during growth
process advanced technologies ‘are introduced and new firms are created which substitute
the existing firms and te_chnologies. This substitution alters the relatilonship between
inputs (capital and labours) of production process (Acemoglu, 2009; Schumpeter, 1942).
In the recent past China has experienced the same phenomenon, despite of high economic
growth Chines economy could not generate employment opportunities but even increase

the level of unempioyment (Mao, 2008).
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| Note *** represents level of significance at 1 percent and p value is shown in

5.4 Net Impact of Trade liberalization on Employment

Net impact of trade liberalization-is the combination of three separate impacts. First,
immediate (D.i'rect) impact of trade liberalization on employment. Second, short run
impact of trade liberalization on employment which is being captured through the channel
of FDI. Third, long run imi)act of trade liberalization on employment that comes frorﬂ the
channels of FDI and ecqnorﬁic growth. Combing these three seﬁarate affects we can get

net impact of trade liberalization on employment.

Table 5.4 Net Impact of Trade Liberalization on Employment

General Model Final Model
0.3134"* : 0.2985"""
(0.000) - (0.000)

parenthesis

Table (5.4) indicates that the net impact of trade liberalization on employment is positive
and significant at 1% level in both general and final regression model. This result suggests
that overall trade liberalization remains helpful for developing economies in employment

generation during the analysis period.
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CHAPTER 6

CONCLUSION AND POLICY RECOMMENDATIONS

In the previous chapters, we have covered from introduction to theoretical framework and
then tested the model on the basis of theory. In this chapter, we have concluded that we

found on the basis of applying our empirical model. In addition, policy recommendation

. has been suggested.

6.1 Conclusion -

This study focuses to analyse the relationship between trade liberalization and
emﬁloyment directly and indirectly through the channels of FDI and economic growth in
case of develo.I;ing countries. The method of seemingly unrelated regression (SUR) for
unbalanced panel data of 93 aeveloping countries is employed over the period of 1960 to

2014.

The findings of the study reveal that trade liberalization enhances FDI inflows to
developing economies as it provides the opportunity to enjoy economies of scale by

producing at low cost in FDI host country and exports to other countries hence capture

bigger market. Moreover, trade liberalization also makes it easy for foreign investors to

import raw material and advanced machines at low cost.

Results indicate that foreign direct investment has positive and significant impact on
economic growth because FDI is an important source to overcome the deficiency in

capital accumulation and investment in developing economies. Moreover, it also serves

-as the vehicle for the transmission- of technological innovation from developed to
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developing countries. FDI helps the host countries to accumulate the physical as well as

human capital and hence contributes to economic growth.

Trade liberalization positively and significantly contributes to employment generation as
trade expand economic activities and motivate local producers to boost their production

in which abundant factor of the economy is used, which in turn increases employment.

The study also confirms that the short run impact of trade liberalization on employment

‘through the channel of FDI is positiveand highly significant. FDI is one of the key source

that expands the physical capital stock of host economy- which in turn increases the

demand for labour hence employment is generated in such economies.

The common belief that economic growth positively spur the employ‘me}nt is not

sﬁpported by the findings of the present stﬁdy during the analysis period. The_l_: possible

explanation may be the.famous- notion of creative destruction as argued by Joseph
Schumpeter (1942) ’which happens during the growth process. Wher_l new technologies
are introduced and new firms are created which replace the exiéting firms and techpology
that may lead to the destruction of productive relationships, firms and individuals’®

incomes, initially, and reduces the level of employment.

The long run indirect impact of trade liberalization on embloyment is the combinétion of
three separate affects which are the impact of trade liberalization on FDI, the impact of
FDI on economic growth and the impact of economic growth on emi)loyment. The study
suggest that trade liberalization fails to generate employment in the long run through the

channels of FDI and economic growth.
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Net impact which is sum three different impacts (immediate, short run indirect impact
and long run indirect impact) of trade liberalization on employment is positive and highly
significant. This result suggests that overall trade liberalization remains helpful for

developing economies in employment generation during the analysis period.
6.2 Policy Recommendation

The findings of the study have several implications and guidelines for government policy
maker regarding enhancement of rate of employment in economy. Study recommends
that government should promote trade liberalization and enhance FDI inflow in order to

boost the level of employment in the economy.

The study suggests that government should design such policies that encourages
investment. mves@ent in result will enhance the absorptive capacity of an economy
which in turn will raise the rate of employment. Contractionary fiscal and expansionary
monetary policy mix should be used to ensure low interest rate in order to boost

employment in the economy.

Skills enhancing vocational training programmes should be designed to solve the
problems of unemployment resulting from skills mismatch. As the skills of labours
increases, it take less time to get familiar with the updated technology, as a result such

technical training programmes will reduce duration of job finding.
6.3 Future Research

It is observed during the analysis of this study that there are some potential areas for
future research which needs to be explored in future. The analysis can be further focused

by incorporating the impact of trade liberalization on unemployment in different regions
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Table A2

Variable Observations | Mean Std. Dev. Minimum Maximum
Growth 900 0.7072344 | 0.222247 -10.97635 10.60738
LFDI 732 0.166968 1.552136 -12.16262 5.516444
OPEN 971 3.948219 1.843124 0.9459608 5.516444
HC 746 1.388701 0.6822308 | -2.995732 3.399051
INFD 456 2.0700000 | 0.7599537 | 0.0000645 1.910000
Start 885 6.91042 1.7400000 | 4.242465 9.31973
EMP 465 4.061888 1.014716 3.463233 4.471639
INV 815 2.846632 0.5700635 | -0.0112178 | 4.228776
LGOV 881 2.462189 0.6006202 | -0.9162907 | 4.032469
EXDT 835 21.33066 3.326238 -4.895526 27.43712
LPOPG 951 0.58878 0.7328205 | -4.32856 2.06332
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