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ABSTRACT

Swedish Multinationals and Competition
from High- and Low-Wage Locations*

This study uses data on Swedish multinationals to estimate cross elasticities
of labour demand in different locations. With a vertical decomposition of the
firm’s activities, whether there is substitution or complementarity between
employment in different parts of the firm will depend on whether wage
changes lead to a relocation of activities or simply to changes in marginal
costs and/or demand for inputs in other parts of the firms. We find that there is
some evidence of a substitutionary relationship between employment in the
Swedish parts of the firms and employment in other high-income locations, but
we do not find any evidence of substitution stemming from employment in low-
income locations. We find mainly a relationship of complementarity between
employment in different affiliates.
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NON-TECHNICAL SUMMARY

A central theme of policy debate in the 1990s has been the effect of
increasing globalization. Economic activity in different countries is seen to
have been becoming progressively more integrated. Although this process is
likely to yield long-term efficiency gains, it is likely that some groups may lose
out in the short-run.

One potential vehicle for closer economic integration of different parts of the
world is Multinational Enterprises (MNEs). Through the MNEs’ ability to shift
production between locations, they may expose labour in their home countries
to very direct wage-competition from labour in other countries. A relocation of
activities from the home country to a foreign location will temporarily reduce
home country employment, thereby affecting wages in a negative direction.
Although such relocations are likely to enhance long-run efficiency, and
therefore welfare, the associated adjustment costs may clearly affect welfare
negatively. Especially, the release of low-skilled workers, as a consequence of
a relocation of the MNEs’ activities to low-wage countries, may generate
adjustment costs for the home country.

However, although potential wage-competition from low-wage countries
stemming from the MNEs’ relocation of activities is a legitimate concern,
employment in different locations do not have to be substitutes for each other.
According to the theoretical literature on MNEs, which has been centred
around the distinction between horizontal and vertical foreign direct
investment (FDI), there may be a complementarity relationship between
employment in different parts of the firm as well. With horizontal FDI, meaning
foreign investments in the same type of activities as are conducted at home,
we would expect mainly a substitutionary relationship between the firm's
foreign and domestic activities as long as the produced good is tradable.
Either the firm produces the good at home and then exports it, or it produces it
in its foreign affiliate, in which case employment in the domestic part of the
firm has to be lower than in the exporting case. With vertical FDI, however,
meaning foreign investment in activities that are either upstream or
downstream in relation to the activities undertaken at home, there is an
element of complementarity between the firm's domestic and foreign
operations. Both upstream and downstream activities are undertaken to
produce the good that is demanded by the firm's customers. When one of
these activities expands, it tends to bring with it an expansion of the other
activity as well.

To illustrate how different parts of MNEs interact, we set up a simple model of
a both horizontally and vertically integrated MNE, which operates in different
locations. Wage changes in one location in which the firm operates may affect



employment decisions in another location through either of two channels. To
begin with, increased wage differences between locations may induce the firm
to relocate activities, in which case there is a substitutionary relationship
between employment in the different locations. However, if the change in
labour costs is not sufficiently large as to induce a relation of activities, there
will be a complementarity relationship instead. Then, a wage change in one
location will affect employment in locations conducting downstream activities
through its effect on the cost of upstream activities. It will affect employment in
locations conducting upstream activities through the demand for such
activities. A wage increase in one location will thus either increase production
costs in other locations as well, which tends to reduce output in these other
locations, or reduce demand for other locations’ output. In either case, the
demand for labour in other locations tends to decrease. A relationship of
substitution is more likely between locations that have similar wages and low
bilateral trade costs, whereas the opposite is true for a complementary
relationship.

In the empirical analysis we estimate cross-price (wage) elasticities within
Swedish MNEs between three types of locations: the home country (i.e.
Sweden), high-income locations and low-income locations. We use firm-level
data collected by the Research Institute of Industrial Economics (IUI) that
cover the period 1970 – 94.

For employment in the Swedish parts of the firms we find some evidence of a
substitutionary relationship with affiliate-employment in other high-income
countries, but no significant relationship with low-income countries.
Consequently, there is some evidence of wage-competition, but it seems to
stem from other high-wage countries rather than low-wage countries.

When we examine employment in affiliates located in other high-income
countries, we find evidence of complementarity with employment in other high-
income countries, while neither wages in Sweden nor in low-income locations
seem to affect employment. Finally, we look at employment in low-wage
locations. Also in this case, we find complementarity with similar (i.e. low-
wage) locations. However, this effect seems to be restricted to affiliates
located in low-wage countries in Europe (including Turkey).

All in all, we conclude that the relationship between employment in different
parts of Swedish MNEs seems to be mainly complementary. In this respect,
our results differ from results previously found for the US, where
substitutability has been found between employment in affiliates in similar
locations. However, the results are consistent with recent theorizing on MNEs
in the sense that recent models predict that MNEs from small, skill-abundant
countries should be mainly of the vertically integrated kind.
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Table 1. Results from fixed-effects regression. Regressand: parent firm employment
Regressors: (1) (2) (3)

w0 0.17
(0.28)

0.16
(0.28)

-0.25
(0.46)

wH 0.77*
(0.35)

0.77*
(0.35)

-0.08
(0.20)

wL 0.06
(0.11)

-- --

D0 0.08
(0.13)

0.07
(0.13)

0.41
(0.48)

DE 0.35*
(0.09)

0.35*
(0.09)

0.24*
(0.11)

Constant -7.84
(6.34)

-7.10
(6.17)

-1.44
(12.1)

Number of observations 120 120 78
Obs. per group (min/avg/max) 2/4.0/6 2/4.0/6 2/4.0/6
R2 (within) 0.35 0.35 0.16
F-test:

Prob(firm dummies=0) 0.00 0.00 0.00

Note: Regressions (1) and (2) are performed on a sub-sample consisting of firms with
affiliates in both high- and low-income locations. Regression (3) is performed on the sub-
sample of firms with affiliates in high-income locations only. Standard errors are reported in
parentheses. The regressions also include time dummies, which are not reported. An asterisk
(*) indicates significance at the 5 percent level.



Table 2. Results from fixed-effects regressions. Regressand: affiliate employment in high-
income location
Regressors: (1) (2)

w0 -0.41*
(0.18)

-0.56*
(0.23)

wH -0.68*
(0.26)

-0.98
(0.56)

wL -0.11
(0.08)

-0.21
(0.13)

wS 0.20
(0.17)

-0.07
(0.41)

D0 0.22
(0.14)

0.23*
(0.03)

DS 0.07
(0.05)

0.04
(0.13)

Y0 -0.16
(0.50)

-0.39
(0.38)

Constant 9.51*
(4.58)

19.0*
(8.84)

Number of observations 880 919
Obs. per group (min/avg/max) 2/3.0/6 4/30.6/157
R2 (within) 0.06 0.07
F-tests:

Prob(β1=β2) 0.03 0.18
Prob(affiliate dummies=0) 0.00
Prob(firm dummies=0) 0.00

Note: Standard errors are reported in parentheses. Both regressions include time dummies and
regression (2) includes country dummies, which are not reported. The results reported in
column (1) refer to a regression with affiliate-specific fixed effects, whereas the results
reported in column (2) refer to a regression with firm-specific fixed effects. An asterisk (*)
indicates significance at the 5 percent level.



Table 3. Results from fixed-effects regressions. Regressand: affiliate employment in low-
income locations
Regressors: All affiliates Europe Asia/Latin

America
w0 -0.36*

(0.14)
-1.27
(0.89)

-0.29*
(0.16)

wH 0.17
(0.68)

-0.22
(1.43)

0.02
(0.74)

wL -0.81*
(0.19)

-1.65*
(0.63)

-0.29
(0.21)

wS -0.75
(0.39)

-0.64
(0.85)

-0.80
(0.42)

D0 0.28*
(0.06)

1.91
(1.01)

-0.00
(0.10)

DS -0.10
0.13)

0.28
(0.23)

-0.09
(0.1)

Y0 0.44*
(0.17)

1.42
(1.71)

0.52*
(0.20)

Constant 16.6
(10.5)

-12.9
(30.5)

18.3
(11.3)

Number of observations 380 71 309
Obs. per group (min/avg/max) 4/21.1/49 2/6.5/11 2/17.2/40
R2 (within) 0.44 0.51 0.49
F-tests:

Prob(β1=β2) 0.17 0.31 0.69
Prob(firm dummies=0) 0.00 0.00 0.00

Note: Standard errors are reported in parentheses. The regressions also include time and
country dummies, which are not reported. An asterisk (*) indicates significance at the 5
percent level.



Table 4. Results from fixed-effects regression with unit labor cost data.
Regressors: Parent firm High-income affiliates High-income affiliates

w0 -1.35
(1.53)

-0.57
(0.42)

-0.69
(0.43)

wH 0.77
(1.27)

-2.05*
(0.75)

-1.72
(1.38)

wS -- 1.98
(1.00)

2.01
(1.76)

D0 -0.13
(0.16)

0.34*
(0.08)

0.20*
(0.03)

DE 0.21*
(0.08)

-- --

DS -- 0.08
(0.05)

0.06
(0.12)

Constant 15.44*
(2.57)

2.90*
(1.22)

4.13
(2.44)

Number of observations 197 1048 1083
Obs. per group (min/avg/max) 2/4.5/6 2/3.0/6 3/24.6/157
R2 (within) 0.13 0.06 0.05
F-test:

Prob(affiliate dummies=0) 0.00
Prob(firm dummies=0) 0.00 0.00

Note: Standard errors are reported in parentheses. The results reported in the second column
refer to a regression with affiliate-specific fixed effects, whereas the results reported in the
last column refer to a regression with firm-specific fixed effects. The regressions also include
time dummies, which are not reported. An asterisk (*) indicates significance at the 5 percent
level.


