Fred Henneberger / Alexandre Ziegler

Employment Effects of Foreign Direct Investment in the
Service Sector: A Systematic Approach

Nr. 109 der Reihe DISKUSSIONSPAPIERE des Forschungsinstituts für Arbeit und
Arbeitsrecht an der Universität St. Gallen
St. Gallen, Mai 2006

Employment Effects of Foreign Direct Investment in the
Service Sector: A Systematic Approach
Fred Henneberger and Alexandre Ziegler
Research Institute for Labor Economics and Labor Law, University of St. Gallen,
Guisanstrasse 92, CH-9010 St. Gallen

Abstract
It is commonly alleged that foreign direct investment (FDI) in the service sector has
positive consequences for the domestic labor market. This paper shows that this widely
accepted view does not generally hold. Building on the classification of services
transactions developed by Sampson and Snape (1985) and Bhagwati (1987), we delineate
the categories of services for which complementary employment effects can be expected
and those where substitutive effects are more likely. Our results show that positive
employment effects can be expected only for a small fraction of services.
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1.

Introduction

The effects of FDI on the domestic labor market are a very controversial issue in most
countries experiencing high or growing unemployment. For the industrial sector, this
controversy is reflected in the results of empirical studies, which document both positive
(complementary) as well as negative (substitutive) effects of FDI on exports and
employment (see OECD (1995): pp. 140-142 for an overview). In the service sector,
however, FDI is commonly viewed as necessary for domestic producers to gain access to
foreign markets (see Unctad/World Bank (1994): p. 10) and thought to stimulate exports
and employment, although no empirical evidence exists.
In this non-technical paper, we provide a systematic way of thinking about these issues
and show that this widely accepted view does not hold. Building on the classification of
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services transactions developed by Sampson and Snape (1985) and Bhagwati (1987), we
are able to delineate the categories of services for which complementary effects on the
domestic labor market can be expected and those where substitutive effects are more
likely. Our results demonstrate that although complementary effects can arise in some
categories, substitutive effects are possible for more than half of the services.

2.

The Different Categories of Services

Services differ from goods in that they are non-storable and therefore require simultaneity
of provision and use. As a result, an interaction between provider and user is required.
Services are commonly categorized based on the nature of this interaction and the way it is
occurring (Sampson and Snape (1985), Bhagwati (1987)): At a first level, one must
distinguish services that require physical proximity of provider and user, and those that do
not. For example, a haircut requires physical proximity, while the management of a bank
account does not.
Following Bhagwati’s (1987) terminology, services that require physical proximity of
provider and user are said to be embodied in the supplier of the service. Embodied services
consist of three subcategories based on whether a movement of the provider and/or the
user is taking place or not:
1. The provider is mobile, but the user is not. Examples of services falling into this
category are construction and building maintenance services.
2. The user is mobile, but the provider is not. Examples of such services are tourism,
and certain public services such as national security.
3. Both provider and user are mobile, although their cost of mobility may differ. As a
result, provision can occur at either the provider’s or at the user’s site (or even at
another location), with relative mobility costs driving the choice of the location.
Examples of such services are catering and medical services: both individuals are
mobile, and either can in principle go to the other’s location depending on the cost
of doing so.

The second category of services, those that do not require physical proximity, are called
disembodied services. They have become increasingly important with the development of
new technologies in recent years. For example, many insurance and banking transactions,
which used to be made at a local branch, are now being conducted by phone or over the
Internet.
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3.

Implications for the Employment Effects of FDI

The widely accepted approach to assess the employment effects of FDI is based on the
motives of such investments (Hawkins (1972a, 1972b), Agarwal (1997)). Different
categories of motives are defined, and the employment effects associated with each motive
or motive group derived. More specifically, one distinguishes (Dunning (1993)):
•

Resource-seeking FDI aims at securing access to raw materials required for
production and has positive consequences for the domestic labor market.

•

Efficiency-seeking FDI primarily aims at reducing the cost of producing goods and
services and has a negative impact on domestic employment.

•

Market-seeking FDI aims at securing and developing existing foreign markets and
at gaining access to new markets and has a positive impact on the home economy.

The key to determining the employment effects of FDI in the service sector is to analyze
the relationship between the above motives and the different categories of services
outlined in Section 2. Indeed, the characteristics of services in the different categories
constrain the set of possible motives of FDI. By ruling out certain motives or motive
groups, it is then possible to assess the employment effects of FDI in each category.

Table 1: Categories of Nontradable Services and FDI
Immobile User

Mobile User

Immobile Provider

- No export or import
- No FDI

- Export and import are possible
- No FDI

Mobile Provider

- No export or import
- FDI is market-seeking

- Export and import are possible
- FDI can be based on all motives,
but resource- and efficiencyseeking FDI dominate.

Consider first the category of services requiring the physical proximity of provider and
user. The different subcategories, based on the (international) mobility of producer and
user, are depicted in table 1, together with the associated export and FDI opportunities:
1. When the provider and user are internationally immobile, then neither export nor
FDI are possible. As a result, there are no employment effects. An example of such
a service would be national security (in the classical sense), which cannot be
exported and cannot be produced abroad either.
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2. If the producer is immobile but the user is mobile, then there can be no FDI.
However, the service can be exported if foreigners visit the domestic country to
consume it. An example would be site-specific tourism services: the Eiffel tower is
only in Paris, and any services associated with it must be provided there.
3. If the producer is mobile but the user is immobile, then the producer can perform
the service in the domestic country for domestic consumers and at the same time
set up a foreign facility to service foreign customers. Since the service cannot be
exported or imported, provision must take place in the country where the service is
consumed. FDI will therefore be of the market-seeking type, and a negative impact
of FDI on the domestic labor market can be ruled out. Positive effects on the
domestic labor market will arise to the extent that the foreign affiliates require
some services produced domestically by the parent company (e.g., headquarter
services). Examples of services where the user is totally immobile and FDI is
required to supply the foreign market would be building maintenance or garbage
collection.
4. Finally, if both provider and user are internationally mobile, then both export and
FDI are possible strategies to supply the foreign market. The service can be
produced in the domestic country with foreign customers visiting the domestic
country to consume it. It can also be produced abroad and domestic customers visit
the foreign country to consume it. All three motives for FDI are conceivable in this
case, depending on the extent of international mobility costs for consumers. If
mobility costs are high, then market-seeking FDI will dominate, as the producer
will have to set up one facility in the domestic country and one abroad to serve the
two markets. On the other hand, if users’ mobility costs are low, the producer can
set up a single facility at the most favorable location from a production cost
standpoint to supply both markets. As a result, resource- and efficiency-seeking
FDI will dominate in this case. Examples are marketing and consulting services.

This analysis demonstrates that for those services requiring physical proximity, the
employment effects of FDI can be gauged by comparing the costs of international mobility
of producer and user. If users are immobile or have high mobility costs, then marketseeking FDI will dominate and have neutral or positive effects on the domestic labor
market. If users’ mobility costs are low, then resource- and efficiency-seeking FDI will
dominate, with the associated negative impact on the domestic labor market.
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Consider now the class of disembodied services for which the interaction between
producer and user does not require physical proximity. A producer wishing to serve the
domestic and foreign markets can set up a facility in the domestic or foreign country and
supply both markets from either facility. Since physical mobility of producer and/or user
is not strictly required (although it can be useful for the provision of the service), it cannot
be used as a criterion to assess the employment effects of FDI. FDI can be driven by all
three motives and its effect on domestic employment can be both complementary and
substitutive. In this respect, disembodied services behave much like tradable physical
goods, and the question of their effect on the domestic labor market is an empirical one.

4.

Conclusion

This paper analyzes the employment effects of FDI in the service sector. It is shown that
for those services that require physical proximity of provider and user, the employment
effects can be gauged by comparing the costs of international mobility of producer and
user. If users are immobile or have high mobility costs, then market-seeking FDI will
dominate and have neutral or positive effects on the domestic labor market. If users’
mobility costs are low, then resource- and efficiency-seeking FDI will dominate, with the
associated negative impact on the domestic labor market. In the class of disembodied
services for which the interaction between producer and user does not require physical
proximity, FDI can be driven by all three motives and its effect on domestic employment
can be both complementary and substitutive.
Our analysis implies that positive employment effects of FDI in services which have been
taken for granted in the literature are likely only for a very limited subset of services,
namely services that require physical proximity and whose users have high mobility costs.
For all other services – embodied services whose users are mobile and disembodied
services – negative effects of FDI on domestic employment are possible, and in some
cases even likely. Since disembodied services already account for more than half of
international trade in services and are growing in importance with the advent of new
technologies (Stehn (1992): pp. 121-122), the argument of positive employment effects of
FDI in the service sector is very questionable. Empirical studies are necessary to better
highlight the role of FDI in services on employment.
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