FOREIGN DIRECT INVESTMENT AND EMPLOYMENT LINK IN NIGERIA: IS THERE
A
SECTORAL BIAS?

Elijah Udoh; Friday Ebong and Ettas, A. Udeaja

Abstract

The neoclassical theory argues that FDI through its positive effect on
technology increases growth and employment. Equally, recent endogenous
growth models identify channels through which FDI affects growth, human
resources development and employment. These models consider FDI to be
an important source of human capital and technological diffusion. From the
burgeoning literature on unemployment and poverty, lack of skill and
training has been identified as a major source of labour unemployment in
most developing countries. FDI is said to break this barrier via the
introduction of new management practices and organizational arrangements
in addition to providing labour (raining in the Host country production
facilities. This paper examines the link between FDI and employment using
Nigerian data from 1970 to 2004. Results from the econometric analyses
show that there is an inverse relationship between FDI and employment.
Specifically, the results show that the sectoral distribution of FDI inflow
favours capital-intensive sectors and adversely affects labour employment.

Introduction

In spite of the wealth of empirical literature on the positive effects of openness to trade on
rapid economic growth, the literature on the effects of foreign direct investment (FDI) on growth lias
generated a sea of contentious findings. At present the consensus seems to be that there is a positive™
association between FDI inflow and economic growth, provided the enabling environment is created.
In some African countries where the enabling environment is lacking, FDI tends to exert a weak and
insignificant effect on growth (see Udo and Obiora, 2006). In addition, many studies have shown that i
there is a strong positive link between growth, employment generation and poverty reduction.-'
Evidence of the direct effects of FDI on wage levels and employment, given Africa's lack of capital, is
lacking.

The objective of this paper is to examine the nature of the sectoral bias of FDI inflow and the
effect on employment creation in Nigeria. The rest of the paper is organized in five sections. Section 2
presents the trends on the flow of FDI in Nigeria. This is followed by the discussion of theoretical issues
relating to foreign investment and employment in section 3. Analytical framework and methods are
in section 4 while section 5 contains the empirical results and interpretation. The final section concludes
the article.

Stylised facts about Foreign Investment and the Nigerian Economy

In the 1960s and 1970s, when the dependency hypothesis flourished, FDf was viewed as a
vehicle for political and economic domination of Nigeria. Hence, the policy thrust of government was to
limit foreign investment in the country through the Nigerian Enterprises Promotion Decree (NEPD)
promulgated in 1972 and as amended in 1977. NRPD, otherwise known as the Indigenisation Decree,
regulated FDI in Nigeria. Only a maximum of 40% foreign participation was allowed. This resulted in a
decline in foreign investment and slowed down the pace of economic activities in all sectors of the
economy. The debt crisis and global shocks which followed in the 1980s set off a protracted period of
macroeconomic instability with further drop in foreign capital inflows.

In an attempt to create a suitable climate for investment and growth within the economy, and stimulate her
economic recovery efforts from a prolonged and severe recession, the Nigerian Government
introduced the Structural Adjustment Programme (SAP) in July 1986. The programme ‘incorporated trade
and exchange reforms reinforced by monetary and fiscal measures. These were geared towards
diversifying the economy's mono-export base by motivating domestic production and discouraging use of
imported inputs for local production. The supply side of the package sought to enhance aggregate output
with special emphasis on agro/agro-allied and manufacturing sectors for which specific policy
measures were designed. The implementation of SAP was expected to bring about some improvements
in the economy. For instance, the sharp exchange rate depreciation was expected to discourage
importation and make export-oriented multinationals to gain on their investment. This is discussed in
detail in Ndebbio and Ekpo (1994).



The era immediately after SAP, which may simply be termed Post SAP, was characterised by
intense political conflicts that paralyzed every sphere of the Nigerian nation. This development
limited the achievements of the reforms under SAP. The inauguration of a democratic government in May
1999, raised hopes of redressing the ecological, social and economic damages of military rule. The
country then began a gradual progression towards creating a political and social environment supportive
of Corporate Social Responsibility (CSR) and ultimately sustainable development. Institutions
required for the creation of a market economy and suitable investment climate were priority public
policy agenda of the new civilian regime. As a matter of fact, Nigeria has since witnessed greater
Foreign Direct Investment (FDI) inflows. The statistics in Table I show Foreign Direct Investment (FDI)
activities in Nigeria between 1970 and 2004.

Table T:Net FDI Inflows In Nigeria (% Of GDP) 1970-2004

Year Net FDI Inflows %
of GDP
1970 1.683
1980 -1.15
1985 1.21
1990 2.11
1901 2.15
1992 2.18
1993 2.72
1994 2.48
1995 2.41
1996 2.15
1997 4.25
1998 3.80
1999 4.24
2000 3.57
2001 4.27
2002 5.3!
2003 5.63
2004 3.89*
Source: Computed by the authors from World Bank Africa Database 2005

Note:  * Computed using data from Central Bank Statistical Bulletin 2005.

During the second half of the 1990s, the annual net flow of FDI into Nigeria averaged N26.2
billion, with a cumulative investment totaling N154.2 billion at the end of 1999. This was equal to about
half of Nigeria's GDP. It is generally known that FDI into less developed countries, (including Nigeria),
increased substantially in the 1990s. Thus, in 1998, net inflow of FDI to Nigeria was N24.1 billion which
was about 3.8% of GDP. This was greater than the sub-Saharan average, which stood at 1.32%, making
Nigeria one of the major recipients of FDI in Africa, together with South Africa, Egypt, Morocco and
Tunisia, in that order. Following the successful transition to democratic governance in 1999, there has
been steady increase in net FDI flow into Nigeria. The proportion of foreign direct investment in GDP
increased persistently from 4.24 per cent in 1999 to 5.63 in 2003. In real terms, there was increase in
cumulative foreign private investment in Nigeria from N154.2 billion in 1999 to N178.5 billion in 2003.
By 2004, foreign private investment in Nigeria stood at N249.2 billion.

Figure 1, shows the total inflow of FDI into the Nigerian economy, while Figure 2 shows the
various countries from where FDI to Nigeria originated during the period. The last figure {Figure 3)
provides the data according to the sectors that, attract investment flows. Most of the FDI to Nigeria
originated from UK, Western Europe and the USA. Until the mid-90s, foreign investment from the
UK dominated the economy. This was followed by a good deal of FDI from the rest of Western
Europe. USA accounted for a small proportion of FDI. There was a significant change in the
structure and origin of investment in the 1990s. Western Europe and USA took over a greater
proportion of the flow of foreign investment to Nigeria in the latter part of the 90s and in the maiden
years of the new millennium (2000-2004).



An analysis of the activity sectors that benefited from foreign private investment inflow
indicates that mining and quarrying, manufacturing and processing, and trading and business services,
received the highest amount in descending order of importance. In the 70s, the oil boom attracted
tremendous FDI in the mining and quarrying sector. The import substitution industrialization (I1SI)
strategy also encouraged investment in the manufacturing sector. The oil glut of the late 1970s and
early 1980s together with the global economic recession adversely affected the flow of investment
into all sectors. Despite the general decline, manufacturing sector benefited most from FDI inflows as it
accounted for the largest proportion of cumulative FDI for many years between 1978 and 1988. This
dominance continued till the early 90s when the rising share of the mining and quarrying sector again
broke it. The dominance of the resource-based sector in attracting FDI is very obvious.

Figure 1: Foreign Private investment inflows to Nig’eria, 1970-2004
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Figure 3: Cumulative Foreign Private Investment in Nigeria by Type of
Activity
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Il. Foreign Direct Investment and Employment

A number of studies have observed that Transnational Corporations (TNCs) made a rather
disappointing contribution to employment creation during the 1990s in developing countries despite the
tremendous increase in the volume of FDI inflows into these countries [see Dussel Peters (2000); Kulfas, Porta,
and Ramos (2002). In order to understand the link between FDI and employment, it is crucial to understand
what attracts FDI to a country. This is important because FDI types vary in their employment effects. The
economic determinants of FDI have been classified into market-, resource-, and efficiency-seeking. The main
considerations of market-seeking investors are market size and per capita income, market growth potential
and consumer preferences. In general, market-seeking investment is horizontal. This means that a large part
of production chains is based within the country and implies important backward and forward linkages and
technological spillovers. Resource-seeking investors are mainly attracted by the availability of cheap raw
materials. In Nigeria, this is the dominant form of foreign investment. It is concentrated largely in the
Petroleum, Gas and Minerals sectors of low labour intensity and thus making only a marginal contribution to
job creation.

Efficiency-seeking investors' main consideration is the input costs such as cost of labour.
Resource-seeking and efficiency-seeking investments are in general vertical: the parent company locates
each stage of production in different countries and regions where it can benefit from differences in
factors costs. Rather than applying exclusively one of these strategies firms usually combine them. As the
process is dynamic, a market-seeking FDI might in fact later become an efficiency-seeking FDI.

As should be obvious from the above the different strategies have different implications for
employment. On the one hand, market-seeking FDI count locational advantages very important. This type of
investors generally has a particularly strong interest in the efficient functioning of the internal market,
including the labour market. Growth in employment and real wages is important because they boost
internal demand. On the other hand, resource and efficiency seeking investments aim at tapping the best
resources the host country has to offer with a view to producing for export or with the aim to integrate some
production processes into the investor's international production chain. Table 2 summarizes the above
discussion.



Table 2: Types of Foreign Investment and their Dimension and Important for Creation of

Employment

Investment Type Importance for employment (Emp!oymenr
Impact) B

Portfolio Insignificant
FDI Medium
Privatisation Mixed
Horizontal investment High
Vertical investment Medium
Merger and Acquisitions Mixed
Greenfield investment High
Resource-seeking Insignificant
Market-seeking Medium
Efficiency-seeking Medium-High

A high level of portfolio investment does not directly lead 1o the generation of new productive
assets and thus to job creation. Similarly, Mergers and Acquisitions, which involve two or more
already existing firms being regrouped into one firm, arc not prone to creating new employment.
Rather, it may lead to job losses resulting in pre-Acquisition rationalization measures aimed at
increasing competitiveness and efficiency. A realistic alternalive to Merger and Acquisitions in
developing countries with more advanced industrial sector is Greenfield investment (Agosin and
Mayer, 2000). Greenfield investment, concerns investment that goes mainly into new production
facilities and installations. This implies a substantial opportunity for job creation.

In general, FDI flows associated with privatisation does not lead to establishment of new
production plants and employment. Rationalization and medernization measures are often the
consequences, or sometimes a preliminary step prios (o a change of ownership to place the industry in
a better position for future development.

Iv. Analytical Framework and Methodology of the Study

Ragacs (2005), based on the concept of profit maximization in a partial analytic framework,
generated an employment function with employment as a function of the wage, capital investment and
other economic control variables. The analytical framework followed in this study is a modification of -
the model employed in Ragacs’ study.
In accordance with this textbook analysis, we assume perfect competition on the labour and goods

markets. The production function is of the constant elasticity of substitution (CES) type:
1
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where Y describes output, L labour, K the capital stock (both foreign and domestic), and 6 the weight
of the factors of production. A represents exogenous technological progress. p is a substitution
parameter defining different special forms of the CES production function, like that ol a Cobb-
Douglas, linear or Leontief type.

A representative firm maximizes profits, m. Firms take wage as given. Hence employment is
determined by the factor demand. We nced not take labour supply into account in this analysis.

Goods prices, P, and capital costs, r, are exogenous. The profit function is given by:
1
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and the respective first order conditions for labour and capital turn out as:
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Solving this optimality condition results in the following labour demand equation.

1]

w

. :(J.]“[I(S{;}an where o = (u + 1) (5)

Taking logarithms of equation (5) yields
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Denoting the OLS coefficients by fi, olnr, 4]11[1(-5} by con, and the residuals by g , the

following equation may be estimated directly:

la L =¢mn + B lnw,+ ;ink. +& (7)

The expected signs of the estimated parameters are given by ty;/7>0, po <0 , ™™ Pi 0. There is a
consensus that price and exchange rate stability is a necessary condition for growth of output, employment
and income for the following main reason. Price and exchange rate instability is injurious to existing producers,
new investors and consumers alike, as they introduce uncertainly, which discourages long-term commitments
without which sustained self-reliant growth of output, employment and income will be difficult to achieve. These
variables must be controlled for in our employment function. The empirical literature has shown that there is
high correlation between the two variables. Ajakaiye (2005), conducted Granger causality tests for both
inflation and changes in exchange rate and found that it is changes in exchange rate that cause inflation in
Nigeria. Accordingly, it is sufficient to focus on inflation in the rest of this analysis because changes in prices
would have reflected changes in exchange rates. On the basis of the Phillips curve, inflation rate is presumed to
have a positive impact on employment bearing in mind that the Phillips curve hypothesized a trade-off
between unemployment and inflation. However, the experience of stagflation in many countries in the
1970s weakens the argument for a negative relationship between inflation and unemployment rate. Thus, a
positive relationship between inflation rate and unemployment rate is a genuine theoretical possibility. In
this study, the expected sign'.of the coefficient of inflation cannot, therefore, be predetermined,

Suppose gross domestic investment is constant while foreign investment varies.

The

estimable equation for this study is therefore presented as in equation (8) below, which is the
estimable equation for the analysis.

InL,-con+ /3 Inw, + (3, InK/ +/3; Iniinf, +5, ®).

The data for the analysis were drawn from various issues of the Central Bank of Nigeria (CBN)
Statistical Bulletin, and Annual Report and Statement of Accounts. Data for real wages and unemployment were
sourced from Ayara and Okon (2003). The Augmented Dickey Fuller (ADF) test of unit roots was
employed to test for the presence of unit roots and order of integration of the time series data. The presence of
unit roots led to further test for cointegralion between the variables. The Engle-Granger two-step test of
cointegration was adopted.

\ Empirical Evidence

The ADF test results are shown in Table 3. The results of the Augmented Dickey Fuller (ADF) test
of unit roots showed that most of the series were integrated of order one. This implies that ordinary OLS
estimation of the relationship at level may lead to spurious regression. Therefore, the appropriate method is the
Error correction mechanism in which the non-stationary series are differenced once to ensure stationarity.
The major advantage with this methodology is that the long run relationship is captured while preserving
relevant information about the short run dynamics of the model.

Variables Level 1st Difference Order of Integration
Employment (EMPL) -1.5899 -5.56355 KD
Agriculture,  Forestry  and -1.7735 -5.7292 1(0
Fishery (AFF)

Building and construction (BC) -2.1658 -5.4380 KD
Inflation (INFLA) -3.1705 -5.8060 KD
Real wage (RWAG) -4.5479 -4.4258 KO)
Manufacturing and Processing (MP) -3.2634 -3.9909 1(0)
Mining and quarrying (MQ) -1.3868 -7.1477 1M
Miscellaneous services (MS) -2.6642 -6.005 111\
Transport and communication (TC) 3.3395 -4.1482 KO)
Trading and Banking services (TBS) -2.3286 -3.0917 12)
Net FDI inflow (NET) 4.2144 -7.3288 KD




Note: Critical Values(5%): -2.9511 (intercept) -3.5484(intercept and trend) -1.9510 (None)

Having ascertained that the variables are integrated of order one, the Engle-Granger
cointegration tests were conducted before formulating error correction model. The results of the
parsimonious error correction model (ECM) for the net FDI inflow estimated using Eviews, are reported
in Table 4. The results indicate a low speed of adjustment of employment to long run equilibrium path. A
large percentage of the disequilibrium errors of the previous year, could not be corrected in the current year.
According to the results, net inflow of foreign direct investment is negatively signed and significant. This
suggests that the positive impact of foreign direct investment on employment is not being realised. The
approximately zero coefficient implies that the impact of the variable on employment is almost zero,
which in other words underscores the negligible contribution of foreign investment to employment
generation in Nigeria.

Table 4: ECM results for Net FDI inflows

Variables Coefficient (-statistics
Intercept 0.817 0.98

AFDI -7.86E-05 -3.10
RWAG -0.109 -2.644
AINFLA(-I) -0.017 -0.848
ECM(-) -0.02 -0.29
Adjusted R? = 0.30 D.W. Statistic = 1.607 F-statistic = 4.07

The other coefficients associated with real wage and inflation have the expected signs. The
coefficient of real wage has the expected negative sign and is significant at 1% level of significance, while
that of inflation is not significant. Overall, the model's explanatory ability is significant as depicted by the
F-statistic and there is no sign of serial correlation going by the value of the Durbin-Watson statistic.
However, the value of the Adjusted R-square is not very impressive.

To further investigate the effects of foreign direct investment on employment, seven regressions
were estimated to examine the impact of sectoral distribution of FDI on employment (see Table 5). Foreign
investment in some sectors has led to the creation of employment while in others it led to negligible or
negative effects on employment generation. Most strikingly, investment in mining and quarrying has negative
effect on employment generation. This'is attributable to the fact that this sector is capital intensive and
dependent on sophisticated technology. The skill content of the labour demanded in this sector is equally very
high, and therefore, efficiently supplied by expatriates making very little impact on local job creation. Foreign
direct investment in other sectors, such as trading and banking services also has negative impact on
employment overtime. This can be seen from the negative and significant coefficient of the lagged value of
foreign direct investment in the trading and banking services sector.



Foreign direct investment in other sectors, namely; agriculture, forestry and fishery, manufacturing and
processing, transport and communications, building and constructions, and miscellaneous services, all
have positive effects on job creation and employment. These sectors demand minimum to intermediate
skilled labour and in most cases are labour intensive. The delayed impact of these kinds of foreign
investment is worthy of note. For instance, the effect of foreign direct investment in the manufacturing and
processing sector and building and construction sector may not manifest until to the third year.

Table 5: ECJV1 results of the Sectoral Distribution of FD1 on Employment

Variable Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7
Cons 0.88 1.06 0.62 13.95 0.162 1.369 1.42
(0.83) (1.01) (0.43) (1.35) (0.186) (1.562) (1.34)
RWAG -0.11 -0.12 -0.125 -0.066 -0.076 -0.146 -0.14
(-2.19) (-2.36) (-2.38) (-1.59) (-1.811) (-3.373) (-2.73)
AINFLA(-1) 0.001
(0.052)
AINFLA(-2) -0.033 -0OD32 -0.03
(-2.005) (-1.808) (-1.844)
AINFLA(-3) |-0.031 -0.037 -0.057
(-1.42) (-1.76) (-2.61)
AAFF(-3) 0.65
(1.06)
AMP(-3) 0.11
(2.402)
ATC 0.46
(0.685)
AMQ -0.073
(-2.405)
AMQ(-3) -0.116
(-3.96)
ABC 0.200
(1.212)
ABC(-3) 0.608
(3.740)
AMS 0.111
(1.817)
AMS(-I) 0.118
(1.839)
ATBS 0.084
(1.19)
ATBS(-I) -0.18
(-2.27)
ECM(-I) -0.115 -0.174 -0.166 -0.14 -0.235 -0.16 -0.13
(-1.41) (-1.919) (-1.76) (-1.37) (-2.564) (-1.924) (-1.52)
Adjusted R* 0.22 0.26 021 0.49 0.46 0.38 0.29
DW stat 2.50 2.49 2.54 2.57 2.60 2.19 2.48
Fstat 2.85 2.86 2.73 5.99 551 4.38 3.08

Note: t-statistics in parenthesis.

This sectoral analysis suggests that some sectors can be more useful in employment creation and
labour absorption than others. Specifically, the raining and quarrying sector, which accounts for a lion share
of foreign direct investment flows to the country scores low on employment generation. On the contrary, the
agriculture, forestry and fishery sector, which unarguably is still the largest employer of labour accounts for
an insignificant share of foreign direct investment.

In the light of the above, policies should be directed at providing incentives for investment in the employment
generating sectors while at the same time encouraging the highly technical sectors to train local manpower for
employment. Also, some level of macroeconomic stability is required for job creation and employment. This
is because macroeconomic instability increases risk and costs of production for investors. Macroeconomic
instability, measured in this study by inflation rate, was significant and negatively related to employment in
most regressions.



VI Conclusion

This paper has empirically examined the effects of foreign direct investment flows and its sectoral
distribution on employment generation in Nigeria. There is evidence from the Nigerian data that foreign direct
investment flows into the conn fry has not been largely job creating or employment generating. This is because
the sectoral distribution of foreign investment is skewed in favour of mining and quarrying sector- a highly
capital-intensive sector. The implications ofthese findings are very important for policy formulation. Foreign
investment should be encouraged in agriculture, forestry and other sectors which demand low skill and
labour-intensive production techniques. For the capital-intensive sectors, there is need to establish a policy that
will stipulate the minimum level of labour employment commensurate with their stock ofcapiUil. This will
demand n good knowledge of the employment potential of the foreign investment in order to establish (lie
employment gap, that is, the difference between actual employment and potential employment capacity. This is
a fruitful area of further research.
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