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Abstract
The transition process of the Slovak economy redult the one
of the lowest employment rate of the Slovak laborcé and
highest unemployment rate in the Europe. Until 2062 Slovak
economy was achieving the high economy growth dyoam
supported by the high foreign direct investment IjABflow with
the large spill over and with the significant rasturing effects. In
the same time the employment in Slovakia has statteincrease
slowly. For purpose of the analyse - if it existssignificant
influce of the FDI on the unemployment outflow N a
econometrical approach was used. Based on the stadju
unemployment-employment flow model tests the pgpesents
results of:
e the reaction between foreign direct investmemd labor
market on the Slovakia national level,
» the reactions between regional labor markets aegdional
foreign direct investments,
» the results of testing the time lag in the regidabor markets
reactions on the foreign direct investments inflow

Keywords: Unemployment inflow and outflow, Foreign direct
investment

Introduction

The transition process in the Slovak economy, phecess of restructuring and
adoption of the Slovak economy of the EU integratend globalization processes resulted in
between years 1990-2004 in the Slovak republicnie af the lowest employment activity or
highest unemployment rates in the Europe. In theesime, the regional unemployment
disparities grew very significantly. Thereforegithelimination may be considered as one of
the most important policy objectives of the Slogakernments.
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One of the pillars of the current government polia the Slovak republic is
stimulation of the economic @romh and reducihg high unemployment by supporting
foreign direct investment inflowand by creation an investment friendly regulatang tax
environment in the Slovak republic. Until the 2GBe Slovak economy started to be a most
growing economy in European area, with the 6 % ewcoa growth in the year 2005. On the
other hand in the period mentioned above, the eynptat increased or unemployment and
its differences were reduced relatively slowly.

Based on a econometrical approach and adoptionroé sconometrical models and
OECD studies the paper is focusing on explanairaesting:
- the empirical dependency between the regional nedevelopment and the
FDI inflow in the SR,
- success of the FDI oriented government policy educing the regional
disparities in the regional unemployment.

1 Foreign direct investment inflow and labour marlets development

In general, it is accepted that FDI can have reasenimpact on the regional
development — positive or negative. On one sidetHfe FDI a concentration tendendency in
the regions with the higher degree of economicall amfrastructural development is
recognisable. In this case the FDI inflow coulduadly leed to an increase in the regional
disparities but in the same time can be signifiexgigenous impulse for economic growth in
the other regions. As argued Klein, Aaron, Hadjimaiel (2001), the economic growth is one
of the preconditions for a convergency in theoagl disparities.

There exists many studies oriented on explanatfonterdependency between FDI,
economic growth, employment or explanation ofdaxtfor stimulating the FDI inflow (For
example according to Marino (2000) in the case péroeconomies the GDP growth is
positively correlated with the volume of FDI infloowever, in the case of closed economy,
the relationship between GDP growth and FDI inflesvrather contrary. OECD study
mentions that positive correlation between FDI @wdnomic growt is conditional to the
presence of certain mix of ,threshold externalities. g. such as certain degree of
technological advancement or quality of educati@ystem. For more detailed conclusions
for Slovak economy see Kubicova (2004)). Basedhencbnclusions of the empirical studies
the type of incoming FDI plays important role ¢& empolyment impact. The standard FDI
typology divides the FDI in the following basic gims:

,Greenfield* and ,brownfield* investment — investbuilds up completely new plant
or area for services and/or research (greenfiel@siment); or rebuilds currently
vacant plants (brownfield investment)

» Joint venture — foreign investor creates joint bass with new or though with already
operating domestic business. Within the joint vemtboth domestic subject and
foreign investor participate on its management@iodeedings.

» Acquisition — foreign investor obtains the whatarrently functioning enterprise

A spetial case of FDI which is playing importanteroin the transiting countries is
privatization or buying the whole or part of a agaly state owned company by a foreign
investor (private or state owned).
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All FDI forms mentioned above have a differnt ughce on the regional employment
or unempolyment:

* Greenfield investment generally activate significamowth of employment, while
.besides new jobs created directly in the built-@merprise, approximately triple
amount of jobs are created indirectly” (throughrtiractor enterprises, provision of
services for new enterprises, increased aggregetenie of employees supports other
services in the region, etc.)"

* in case of a join venture, brownfield investmemns acquisitions, the short term
impact on employment is mostly negative as positivea temporary decrease of
employment is generally caused by the productitionalisation.

Influence of the FDI on the regional employmenunempolyment is in the reality
dependent not only on the intensity of the FDIlanflas whole, but also on their internal
structure. In a specific case, the positive ancatiegg emplyment FDI impact could be fully
compensated.

2 Methodology

The hypothesis of FDIs influence on the unemployimierthe regions of the Slovak
republic will be tested indirectly - through twdgses or two subhypothesis:

- hypothesis of dependency between FDI and labor déma

- hypothesis of FDI influence on the unemploymentiout

2.1 Labor demand and FDI

The standard theory (e. g. Felderer and Homburg2 I® Pissarides, 2000) assumes
that the labor demand is ,ceteris paribus, neglgtivorrelated the level of real wages and
additionally is influenced by substitutional effestd scale or output effect. This hypothesis
is microeconomicaly founded on the standard casimization decision of a representative
firm or profit maximization decision of the firm.aBed on the empirical data of the FDI
inflow in Slovak regions it is possible to obsertleat the labour demand - stimulated by the
FDI - is rather influenced by the regional trangpofrastructure and additional factors. At
the same time, higher regional level of wages Mals in the more developed regions with
higher employment. Without testing the assumptiabout dependency between labor
demand and real wages we do not apply this staraggmeach.

In theese conditions the production function cohdepks like more suitable for
explanation of the labor demand. Let us suppodethiearegional production Yr is result of a
technology and the labor stock Lr and capital st€ckThe regional production function fr is
thus given by the next form:

Yr = fr (Kr,Lr) 1)

and by the given regional level of production argital stock, the corresponding
labor demand can be expressed by the following ditam

Lr? = gr(Yr,Kr) )

If we suppose that the Marino’s conclusion aboaositive correlation between
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production and FDI is applicable in the Slovak remoy and if we abstract from the
influence of the rest of the capital stock, we sanplify the labor demand equation trough
next expression:

Lr? = hr(FDI) (3)

2.2 Unemployment outflow and FDI

To analyse the regional uneployment ouflow aslteduhe FDI impact, the paper is
using and modifying the analytical approach of ftbers from uneployment into employment
which was developed and empirically applied bynBleard and Diamond (1989) and (1990),
Burda and Wyplosz (1994) and followed by work dfeteconomists (see Petrongolo and
Pissarides, 2001).

Based on the concept of so called Beveridge or(unployment-vacancy) curve, the
authors mentioned above were trying in more detdem to explain the process of creation
matches on the labour market.This means matchegéetavailable jobs and job seekers. In
a model form this proces of combination a optiméghaving firms and job seekers can be
expressed trought theatching functionThe simplest version of the matching function is:

M =m(U, V) ©))

where M is the flow of new job matches or the nemtf jobs formed during a given
time interval, U represents the number of unemmoyerkers looking for work and V is the
number of vacancies.

For the emprical works the most used functionainfaf the matching function is a
functional form used by Cobb-Douglas:

(UO/L) = A. (U/L)*. (VIL){ (6)

where UO (unemployment outflow, expressing flownfroegistered unemployment
into employment) represents the flow of matchesapaterA expresses the efficiency of the
matching process in peridda andp are the parameters - partial elasticities. Divisid all
variables by L is added in order to deal with difeces across time and space.

According to Petrongolo and Pissarides (2001), allsnumber of other variables can
be added to the simplest version of the matchingtfan. For the purpose of this paper, stock
of FDI (mil. SK) was added as additional explanatariable influencing the efficiency of the
matching process on regional labour markets oStReTherefore, equations (5) and (6) were
modified as follows:

M =m(U, V, FDI) (7

(UO/L); =A. (U/L)er*. (VIL)es? . (FDI/L), ¥ @M (8)

Thus expressed matching function describesfline of matchesn periodt as a
function of thestocksof unemploymentU), vacancieqV) and foreign direct investmets

(FDI) at the beginning of quarté(in this case, this mean stockslgfVandFDI ,all divided
by L, at the end of quarterl). Equation (8) is then transformed into logarithets the
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coefficients can be interpreted in terms of el#stg The final form of the equation used in
regression is given by equation (9): (We have Knhaked 1 quarter lag only for stocks of
unemployed and FDI as lagged vacancy rate wastatatly insignificant both on 5% and
10% level. A better connection between actual @rlagged) vacancies and actual flow of
matches could actually indicate relatively fadirfg of vacancies). Estimation of parameters
of equation (9) is listed iable 3.

In (UO/L) = by + by . In (U/L)es + by . In (V/L), + bs . In (FDI/L)e1 +€,  (9)

wherees; is an error term.

3. Empirical results
3.1 Labor demand and FDI

For testing the FDI impact on unployment expressedgh eguation(3), a linear
regression model was employed and applicated ometienal panel data (quarterly) of the
Slovak Republic (eight regions), as well as ondpgregate data for the SR as a whBlas
number of unemployed persons in certain regionuartgrt and FDI; is stock of foreign
direct investment (millions SKK) in certain regionquartett.

Table 1 presents results of regression analydiseofegional panel data (equations R.1
and R.2), as well as aggregated data for Slovakiashole (eqations A.1 and A.2). Tested
and modified equatio(8) has the following form:

E: = o + biFDI; + ,FDl.s + €4 4)

Table 1: Results of regression analysis of the dependenayuofber of employed persons on FDI inflow.
(4Q2003 — 4Q2005; dependent variablg: E

Equation |Independent Durbin-
No. Variable Coefficient t-stat Watson R?
(bg) C 266238,6 128,410912
R.1 (by) FDI; 0,15748 7,195952481 2,63 0,43
(bs) FDI4 - -
(bg) C 266755,1|121,4021679

R.2 (b,) FDI, - - 2,65 0,42

(bs) FDl4 0,15679 |6,702743627
(bo) C 1838134,9 |19,16858078

Al (b,) FDI, 0,874 3,489320869 1,62 0,63
(bz) FDI4 - -
(bo) C 1701846,4 | 45,4457295

A2 (b:) FDI, - - 2,41 0,96
(b,) FDlpa 1,247 12,60299922

All the equations and coefficients are statisticalfnificant at the 1% level of significance.
Slightly negative autocorrelation of residualsishle in all equations. However, the results
in table 1 indicate positive impact of FDI inflomm @mployment both on regional and national
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level. Thus, one can say that asymetric FDI inflot@ slovak regions has been substantial
driver of regional discrepancies of the slovak labmarket.

3.2 Unemployment outflow and FDI

Estimated results of parameters of equaf{®nare listed in table 2. Again, quarterly
panel data for slovak regions (period 4Q2003 — 4320ave been used.

Table 2: Estimated parameters of equation (9) (Independanéble: In (UO/L) )

Independent Durbin-

Variable Coefficient| t-stat | Watson R?
(bg) C -2,90896* -4,319

(ba) IN(UIL)eq 0,27106* 2,689

(by) In(V/L), 0,15802** 1,750 0,55 0,57
(b3) In(FDI/L).1 -0,13281* -3,657

* 5% level of statistical significance ** 108ével of statistical significance

According to estimated parameters of the modifredching function (see Table 2), it
is possible to estimate parametars;, f andy from equatior(8) as follows:

(UOIL), = e29%8% (/1),0272%6 (\//L). 015802 (FD/L),., 01328

The negative influence of FDIs stock on unemploynmertflow is, quite surprisingly,
not in accordance with assumed hypothesis. Theilgesexplanation of this negative
influence is that we have not considered ,crossdma matches, i. e. flows from
unemployment to employment between different regiohikewise, the structure of
unemployed was not considered. This could inditlaée e. g. in regions with high stock of
FDI and, concurrently, low unemployment rate (eBgatislava or Trnava), the majority of
unemployed is the ,non-elastic* group of long-tetmemployed. Therefore, within these
regions flows of residents from unemployment to kEyment are weak. On the contrary,
regions with low stock of FDI and high unemploymeate can produce relatively strong
unemployment outflow, though in consequence of atign to another regions (especially to
those with high stock of FDI and low unemployment).

Conclusions

The empirical tests of the FDI impact on the unawplent outflow in the Slovak
regions bring two messages for the employment aloor Imarket policy makers.

The positive conclusion is that the policy of #igl stimulation led in the observed
period to the positive impact on employment bothregional and national level. It his case it
is possible to assume that the usually negativiente of the foreign acquisition and
mergers on the working places was compensatedthgtipositive employment impact of the
Greenfield and Brownfield investments.

On the other side we can not confirm that the Fiiproved the labor markets
flexibility and stimulated the matching processwetn unemployment and vacances in the
Slovak regions. The only one explanation for twsclusion can be seen in the fact, that
during the observed period, the FDI did not flow mmarkedly to less developed Slovak
regions — which are theese with the highest uneynpdot rates, or regions with low stock of
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FDI and high unemployment rate can produce relgtigrong unemployment outflow,
though in consequence of migration to another regiespecially to those with high stock of
FDI and low unemployment)
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Appendix
Graph 1: Shifts in unemployment — vacancy rate in slovaloregbetween 2004 and 2005 (Average
Values)
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Graph 2: The Relationship Between Unemployment and Vacamtg RJV or ,Beveridge
Curve") for Slovakia: 1Q2004 to 4Q2005
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Graph 3: Average Number of Disposable Unemployed on 1 Vgcan8lovak Regions
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