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Abstract

This paper uses a new data set from South Africa to investigate two questions concerning the recent wave of globalization.  First, does the presence of foreign firms have a positive impact on average wages in South Africa?  And second, what impact, if any, does foreign direct investment (FDI) have on the wage gap between Black and White workers?  The results indicate that: (1) rising levels of FDI are associated with higher average wages; and (2) there is a robust and statistically significant association between FDI and racial inequality.  A ten percent increase in the ratio of FDI to capital stock, for example, is associated with about a one percent decline in the Black-White wage gap.  This is a quite large effect, given the 40-fold increase in the stock of FDI in South Africa over the period 1993 to 1999.  Moreover, the estimated impact of FDI on racial wage inequality is larger, once controls for labor quality are added.  This last result casts some doubt on the accuracy of several recent macroeconomic studies which examine the relationship between globalization and inequality using average wages.  
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I.
Introduction
Much controversy surrounds the recent wave of globalization and its potential impact on workers in developing countries.  Opponents of globalization often claim that the process of economic integration—namely lower trade barriers and higher foreign investment—widens the income gap between rich and poor.  Current debates about globalization tend to focus on two types of inequality: “cross-country” inequality (a widening gap in per capita income across countries) and “within-country” inequality (a widening gap of average income among workers within countries).  The general view among skeptics is that both types of inequality have risen over the past two decades, largely as a result of globalization which is believed to favor rich countries (see, for example, UNDP, 1999; Oxfam, 2002).   

But, are the skeptics right?  What does the empirical evidence tell us about the impact of globalization on workers across the globe, particularly those working in developing countries?  Unfortunately, much of the evidence remains scattered and many aspects of globalization have yet to be investigated.  No study to date, for example, has examined the potential impact of openness policies on the level of racial inequality in a host country.  And yet, there are many channels through which increased trade or foreign direct investment (FDI) might alter the wage distribution across different racial groups.  This paper adds to the existing literature on economic integration by investigating two questions concerning the recent wave of globalization.  First, does the presence of foreign owned firms—as measured by the ratio of FDI stock to gross capital stock—have a positive impact on average wages in South Africa? And second, what impact, if any, does foreign investment have on racial wage inequality?  

Both questions are examined using a new data set from South Africa which covers the period 1994 to 1999 and thus spans much of the post-Apartheid period.  The wage data are taken from the October Household Survey (OHS), a nationally representative survey with annual samples ranging from about 16,000 to 30,000 households (Statistics South Africa).  These data are merged with supplementary data on foreign investment at the 2-digit industry level in order to estimate the relationship between FDI and racial inequality. 

There are several reasons why South Africa is an interesting country for investigating the link between foreign investment and racial inequality.  First, South Africa experienced a dramatic increase in FDI following the collapse of the Apartheid regime.  In 1993—the last year of Apartheid—South Africa received only 33 million rand in FDI.  This figure leaped to 1,348 million the following year, and continued to rise throughout much of the decade, reaching 9,184 million in 1999 (South Africa Reserve Bank, 2001).  South Africa’s sudden increase in multinational activity represents a quasi-experiment on the effect of foreign investment on labor market outcomes.

Second, there is little doubt that significant racial discrimination existed in South Africa at the beginning of the 1990s.  Under Apartheid, numerous laws were passed which directly and indirectly excluded Blacks from many occupations, as well restricting their bargaining power in the workplace.  Evidence suggests that discrimination in the workplace often extended beyond its legal boundaries.  Moll (1992), for example, reports a number of reasons cited by managers in 1972 as contributing to the slow upward mobility of non-whites.  These reasons included: “resistance of white employees (43 percent of firms), cost of providing separate facilities required by law (29 percent), resistance of customers (26 percent), trade union or industrial council practices (26 percent), and job reservation (22 percent)” (p. 293).  While several of these barriers had been eliminated before the end of Apartheid, it is likely that the attitudes of managers were slow to change so that considerable racial discrimination remained throughout the 1990s.

An obvious issue in considering the determinants of wage inequality across different groups is labor quality.  To the extent that different groups bring to the labor market different skills, there is little reason to expect that average wages across different groups will be equalized.  Unfortunately, much of the evidence currently available on the link between FDI and wage inequality is based on macroeconomic studies which employ average wages (see Rama, 2001a, 2001b; Dollar, 2001; Dollar and Kraay, 2001).  Another aim of this paper is to measure the extent to which labor quality controls make a difference in assessments of the wage gap across racial groups.

Several previous studies have investigated the link between openness policies and “within-country” inequality
.  A common view of globalization is that it has led to increased wage inequality in countries that have opened their markets to foreign trade.  The experience of Mexico and several other Latin American countries which liberalized in the 1980s supports this viewpoint (Cragg and Epelbaum, 1996; Wood, 1997; Beyer, Rojas, and Vergara, 1999; Harrison and Hanson, 1999; Green, Dickerson, and Arbache, 2001).  Wage gaps also rose in China and India following liberalization in the 1990s, sparking even more controversy about the potential impact of globalization on inequality (Jian, Sachs, and Warner, 1996; Lindert and Williamson, 2001; World Bank, 2002)
.

Earlier studies on the East Asian experience, however, suggest a different story. The wage gap between skilled and unskilled workers narrowed in the East Asian economies during the 1960s and 1970s, although there is still some debate on the importance of export-oriented growth strategies as a factor in reducing wage inequality.  More recently, wage inequality has declined in several new liberalizers, including Costa Rica, Vietnam, Malaysia, the Philippines, and Mexico (Dollar, 2001).  And, poverty fell dramatically among the new globalizing economies, particularly China.  Dollar (2001) estimates that “between 1993 and 1998, the number of absolute poor in the globalizing developing countries declined by an estimated 120 million, while poverty increased in the rest of the world by 20 million” (p. 2).  


The process of globalization, however, encompasses much more than trade liberalization.  One of the most important components of globalization is the flow of capital across borders.  During the past decade an increasing number of countries have opened their markets to foreign investors.  Between 1990 and 2000 the value of FDI inward stock in the world economy more than tripled, rising from $1,889 billion to $6,314 billion (UNCTAD, 2001). Much of the fastest growth occurred in the developing world.  In Southeast Asia, for example, FDI inflows grew at an annual rate of 38 percent during the first half of the 1990s.  Other regions, like Latin America and the Caribbean, experienced lower (18 percent) but still impressive growth rates over the same period.  Even Africa—a region often characterized as marginalized from the global economy—ended the decade with FDI inflows higher than the level it began with at the start of the 1990s (UNCTAD, 2001).


Despite the explosion of foreign investment across the globe, only a handful of microeconomic studies have investigated the impact of FDI on wages in the host country (Aitken, Harrison, and Lipsey, 1996; Feenstra and Hanson, 1997; Lipsey and Sjoholm, 2001).  This paper adds to this small, but growing literature, by estimating the impact of FDI on average wages and racial inequality.  The evidence presented in this paper suggests that FDI in South Africa is positively correlated with average wages and negatively correlated with the level of racial inequality, even after controlling for personal and industry attributes that affect wages.  The relationship between FDI and racial inequality is both statistically significant and robust across several specifications.  Moreover, the impact of FDI on racial inequality is not negligible.  A ten percent rise in the ratio of FDI stock to capital stock, for example, is associated with about a one percent decline in the wage differential between Black and White workers.  This is quite a large effect, given the 40-fold increase in the stock of FDI in South Africa over the period 1993 to 1999.   

The outline of the remainder of the paper is as follows.  Section II discusses several different explanations in support of a relationship between foreign direct investment and racial inequality.  Section III describes the data on wages and the method of estimation used in this paper.  Section IV presents the results from the two-stage estimation.  Section V summarizes the findings and discusses possible topics for future research.

II. 
Foreign Investment and Racial Inequality



There are many different ways in which an individual or firm might hold assets in a foreign country.  Whether or not these assets are classified as foreign direct investment (FDI) depends on the definition of foreign investment adopted by a country.  According to the South African Reserve Bank, FDI occurs when there is “investment by foreigners in undertakings in South Africa in which they have individually or collectively in the case of affiliated organizations or persons at least 10 percent of the voting rights” (2001, p. S-84).  Crucial to this definition is the idea that FDI involves some level of control of the incorporated or unincorporated enterprise by foreigners.  The South African definition adopts the same 10 percent “foreign control” criterion suggested by the International Monetary Fund (1993) as the benchmark for defining a “direct investment enterprise.”
 

During the past decade many developing countries actively pursued FDI because of the perceived benefits associated with such investment.  These benefits include, inter alia, higher tax revenue from foreign profits, increased wages, and (possibly) external economies in the form of knowledge spillovers.  Foreign investment, however, may also affect the host country in ways which are not desirable from a public policy point of view.  A large increase in the stock of FDI, for example, could affect the host country’s market structure, skill premium, and the level of corporate responsibility which prevails in its business community.  These are also channels through which foreign investment may have an impact on the wage differential between different racial groups.   

It has long been argued that a link exists between market structure and discriminatory behavior (Becker, 1957; Comaner, 1973).   In particular, competitive markets are believed to produce lower levels of discrimination than noncompetitive markets.  If foreign investment changes the market structure in a host country, it follows that racial inequality also will be affected by openness policies.  To understand the linkages between foreign investment, market structure, and racial inequality, it is therefore important to identify: first, the potential impact of FDI on the host-country’s market structure; and second, the impact of market structure on discriminatory behavior.

Foreign Investment and Market Structure

Theoretically, greater foreign investment may lead to either an increase or decrease in the level of competition in the host country’s product market.  The argument linking FDI to greater market concentration is straight forward.  It assumes that multinational corporations (MNCs) enter industries where barriers to entry are high.  Such entry erodes monopolistic distortions and increases productivity by improving the allocation of resources in the host country.  As a result, wages in the host country rise as productivity increases (assuming workers are paid their marginal product).  And, racial inequality falls because firms have lower profits and, consequently, less scope to set wages.     

Similarly, foreign investment may reduce the level of competition in the host country.  This argument rests on the assumption that local firms find it difficult to compete with MNCs which, typically, are larger and have access to more sophisticated technologies.  The entry of MNCs leads to fewer firms in the product market, as the least efficient local firms are forced out of business.  At the extreme, the entry of a multinational could change the market structure of an industry from a competitive market to a multinational monopoly.  And, racial inequality rises because firms have higher profits and, consequently, more scope to set wages.     

Market Structure and Racial Inequality

Several explanations have been offered as to why market structure and discriminatory behavior are related.  In this paper, I discuss only two explanations which focus on employer-based discrimination because they are the most relevant to the case of multinationals
.  The first argument assumes that some employers have a preference or “taste” for hiring White workers and, as a result, act as if non-White workers (e.g., Blacks) are less productive.  Let’s assume that d equals the amount by which discriminatory employers devalue the productivity of Black workers.  Market equilibrium for White workers is reached when their wage equals their marginal revenue productivity.  For Black workers, however, market equilibrium is reached only when their wage equals their subjective value—that is, their marginal revenue productivity minus d.  Consequently, there is a positive differential between the wages of Whites and Blacks which exceeds any productivity differences.  This wage differential arises purely from discrimination in the labor market.  If all employers devalue the productivity of Black workers, the only way that Black workers can compete with White workers is by lowering their wages.

Now let’s assume that all employers do not have the same discriminatory tastes (i.e., d varies across firms).  Some discriminating managers are willing to hire Blacks at only a small wage differential (i.e., d is small); others require large differentials (i.e., d is large).  It follows that the least discriminatory firm will have lowest costs because it is willing to hire more Black workers who are cheaper
.  In the long run if the industry is competitive, discriminatory firms will be forced to exit the market because they are less profitable.  Thus, in competitive markets the level of discrimination which prevails is determined by the least discriminating firm.  By contrast, in noncompetitive markets the level of discrimination is likely to be higher because firms with market power are more profitable and, as a result, have more scope to set wages.

Becker (1975) argues that in the long run discriminating firms will be replaced by less discriminating firms, even in the case of noncompetitive markets.  Why?  Because discriminating firms are worth more to managers with a lower taste for discrimination; less-discriminating managers with a small d can easily raise profits by hiring more minority workers.  Ashenfelter and Hannan (1986) argue that Becker’s reasoning is valid only “if the discriminatory employer, upon selling the firm, loses nothing from the inability to discriminate…If the ability to discriminate represents a valued asset that the discriminatory owner would lose upon selling the firm,  then it is not necessarily true” (p. 153).  Depending on the nature of discriminatory tastes, the level of competition in a market may or may not have a significant impact of the extent of racial discrimination.  

The second argument relating market power to racial discrimination treats discrimination like a normal good used for consumption (Comanor, 1973).  The argument is straight forward.  Suppose that the manager of the firm is also its owner and therefore has claim to all the firm’s residual profits.   Firms with market power are more profitable than competitive firms.  It follows that the owners of noncompetitive firms have higher incomes than the owners of competitive firms.  Given their higher incomes, the owners of noncompetitive firms “buy” more discrimination than their competitive counterparts.  Ceteris paribus, discrimination is higher in noncompetitive markets than competitive markets, as long as consumers’ demand for discrimination responds like a normal good.  

Other Factors Linking Foreign Investment to Racial Inequality 

Foreign investment may alter the wage distribution through several other channels.  It is often argued, for example, that MNC activities exacerbate inequalities by promoting the interests of a small number of local factory managers and relatively well paid formal sector workers at the expense of the rural poor.  Consequently, an increase in FDI is likely to increase the rural-urban wage gap and, possibly, worsen the dualistic nature of the local economy.  If a disproportionate number of Black workers reside in rural areas, an increase in FDI may also worsen the wage gap across racial groups.  In South Africa, approximately 85 percent of all rural workers are Black (OHS, 1999).

In addition, the entry (or expansion) of MNCs may raise the demand for skilled labor in the local economy.  In developing countries multinationals tend to use more capital-intensive production techniques than local firms.  Typically, the technologies used by MNCs have been developed abroad in the parent countries where capital is relatively cheap.  According to the “capital-skill complementarity hypothesis,” capital is more complementary to skilled labor rather than unskilled labor (Griliches, 1969).  If Black workers have fewer skills than White workers, racial inequality is likely to rise as a result of the shift in relative demand for skilled labor resulting from increased multinational activity.  


Lastly, consumer pressure on multinationals to practice “fair” trade and implement international labor standards may create an economic incentive for MNCs to improve the working conditions of disadvantaged workers in developing countries. In recent years, activists have worked hard to put labor rights on the global agenda.  These efforts have had limited success in changing corporate behavior with respect to human rights, worker rights, and environmental protection (Elliott and Freeman, 2001).  Indeed, South Africa was one of the first countries to successfully use grass-roots activism to improve working conditions and change corporate policies toward the advancement of Black workers.  If MNCs respond to consumer pressure by adopting affirmative action policies or similar wage policies that favor disadvantaged workers, racial inequality will fall.
III. Data and Estimation Techniques


This study employs an unusually rich data set to investigate the impact of foreign direct investment on racial inequality in South Africa.  Data are drawn from six years (1994 to 1999) of the October Household Survey (OHS), a nationally representative survey which collected data from between 16,000 and 30,000 South African households.  Each year represents an independent cross-section of the South African population, as different samples were designed for each OHS survey.  The data set is unique because it covers all the initial years of the new South African government and therefore can be used to evaluate changes in labor market outcomes under the new political regime.


The OHS was administered by Statistics South Africa and originally funded by the Governments of Denmark, the Netherlands, and Norway working through the World Bank.  The survey collected extensive data on workers employed in both the formal and informal sectors of the economy.  All workers aged 15 and above were asked to report their wage as an absolute value or within an income range, as well as the number of hours worked per week.  A majority of workers (approximately 70 percent) reported a specific value for their wage.   For those who chose an income category, the logarithmic mean of the two end points of the indicated income range was taken as their estimated wage.  All wages reflect gross values as the survey asked workers to report the value of their wages, including overtime, allowances, and bonuses before any tax deductions.


The sample used for analysis includes all workers aged 15 to 65 who either worked during the last 7 days or were absent from work but still had a job (i.e., workers on holiday, sick-leave, etc.).  Workers employed by exterior organizations and foreign governments, and those with activities not adequately defined were deleted from the sample.  In addition, workers employed in the utilities sector were deleted.  The number of workers who were interviewed by the OHS and employed in the utilities sector was very small in any given year; the number ranged from 128 workers in 1998 (out of a total sample of 9,931 workers) to 261 workers in 1994 (out of a total sample of 18,110 workers).  Workers employed in the utilities sector were dropped because they had zero values for FDI in all years and the logarithm of FDI was used as an explanatory variable
.  To check whether the elimination of these workers affected the results, I estimated two linear regressions—one with workers from the utility sector and one without.  The results were not significantly different.

The OHS data were supplemented with annual data at the 2-digit level on foreign direct investment and fixed capital stock.  The information on FDI and capital stock was collected by the South African Reserve Bank and published in various years of the Quarterly Bulletin of Statistics.  For the purposes of this study, I define FDI as the ratio of the stock of foreign investment to gross capital stock.  I use a stock measure rather than a flow measure because discriminatory behavior is more likely related to the relative dominance of multinational corporations in the economic sector in which they operate.  Both FDI and gross capital stock are measured in millions of Rand and deflated to 1995 values. 

Two measures of FDI are used in the analysis.  The first measure is defined as the ratio of FDI stock to capital stock in each economic sector (at the 2-digit level) which captures the importance of FDI in the industry where a worker is employed.  This measure varies by year and sector which permits the inclusion of both industry and year fixed effects in the regressions.  The advantage of using both sets of fixed effects is that they should capture unobserved differences across both industries and time.  The second measure is defined as the ratio of total FDI to total gross capital stock in the economy.  It captures the overall importance of FDI stock in the economy. 

  
To determine the importance of foreign investment on racial inequality, I use a two-stage estimation process.  First, I estimate an earnings function for workers in each 2-digit industry in which wages depend on human capital factors, personal characteristics, region, occupation, industry, unionization, and racial group:
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, represents the (industry and year specific) average wage gap between Black and White workers, controlling for personal and industry attributes.  Separate regressions are estimated for each industry and year, totaling 48 regressions
. 

Controls for personal characteristics include gender, years of education, years of job experience and its square, occupation, and average hours worked per week.   Workers are assigned one year of education for each standard they completed up to 12 years.  This cutoff was chosen in order to make the education variable consistent across years.  Job experience is estimated in the usual manner as age minus years of education minus six.  In addition, the regression includes eight occupation controls
, eight region controls
, a dummy variable for rural residence, and a dummy variable for union status.

It is hypothesized that the racial wage gap in an economic sector is associated with the level of multinational activity in that sector.  To test this hypothesis, I estimate the following regression in which the wage gap depends on the sector-specific level of FDI and possibly on an additional set of sector-specific variables:
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, estimates the importance of foreign investment on racial inequality.  A positive sign indicates that an increase in the ratio of FDI to capital stock is associated with greater racial inequality.  Similarly, a negative coefficient indicates that a rise in the ratio of FDI to capital is associated with less racial inequality.  Both results are consistent with the economic theory outlined earlier in the paper.  


It should be pointed out that, in this paper, I do not seek to evaluate alternative explanations for the relationship between FDI and racial inequality.  Instead, I am more concerned with the size of the relationship and how robust it is to different specifications.  In particular, I focus on the importance of labor quality controls in estimating 
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.  Several macroeconomic studies use average wages to examine the relationship between globalization measures and wage inequality.  If a large proportion of the variation in wage inequality is explained by differences in labor quality, the results of such studies may be misleading.  To determine the importance of labor quality controls, I estimate equation (1) without any controls for worker attributes, location, and union status.  The fixed effects from these regressions are then used to estimate equation (2).  The estimates of 
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 obtained from this regression represent the impact of foreign investment on racial inequality without labor quality controls. 
  

Although the earnings regressions control for individual differences in labor quality, industry differences may exist too.  For example, some industries may simply attract higher “quality” workers.  Such industry differences may affect the level of racial inequality if “quality” differences exist across different racial groups.  To control for these differences, I include several sector-specific variables when estimating equation (2).  These variables are: (1) average years of education; (2) average years of job experience; (3) average wage (deflated to 1995 values); (4) capital-labor ratio; (5) proportion of workers who are Black; (6) proportion of workers who are female; (7) proportion of workers who belong to a union; (8) proportion of workers who are low-skilled; and (9) average number of hours worked per week.  

These variables are included for several reasons.  Industry-specific controls for human capital (i.e., education, experience, skill level, and average wages) are included to control for labor “quality” differences across industries.  The proportion of unionized workers is included because unionized sectors pay higher wages and more Black workers belong to unions.  The proportion of Black workers and female workers in an industry also may be related to the wage gap.  Women and minorities are disproportionately represented in low-paying industries. Similarly, the proportion of low-skilled workers in an industry is included because Black workers comprise a large proportion of workers in low-paying occupations.  Lastly, capital intensity is included because Black workers have fewer skills and capital is more complementary to skilled labor than unskilled labor.  

In South Africa large differences exist between Black and White workers.  Table 1 illustrates some of these differences by reporting a set of descriptive statistics for Black and Workers calculated from the 1999 OHS.  Not surprisingly, the wage differential between the two racial groups is very large.  White workers earn, on average, 1,443 rand per week which is nearly three times larger the weekly wages of Black workers (498 rand).  Much this wage differential is explained by differences in human capital accumulation and occupational choice.  White workers have 10 years of education versus 6 years for Blacks.
  And, a larger proportion of White workers are employed in skilled occupations.  Sixteen percent of all Whites are employed in management positions versus only 2 percent of blacks.  Similarly, 15 percent of all Whites are employed in “professional” occupations versus only 3 percent of Blacks.  

IV. Estimation Results
Table 2 presents the Black-White wage gaps estimated from the earnings functions for workers in each of the nine major economic sectors.  For the average Black worker, the wage gap worsened over the period 1994 to 1999.  In 1994 Black workers earned, on average, 45 percent less than White workers, even after controlling for gender, education, work experience, hours worked per week, rural residence, location, occupation, and union status.  In 1999 the wage gap had risen to 66 percent, although it varied somewhat in the interim years.  During the post-Apartheid years, some Black workers did make progress relative to Whites.  The Black-White wage gap in the agricultural sector, for example, fell from 92 percent to 76 percent between 1994 and 1999.  Black workers in other sectors did not make substantial improvements—most experienced a slight fall in wages relative to Whites.  

Notice in Table 1 how the size of the wage gap varies across economic sectors. The largest wage gaps exist for Black workers employed in agriculture and construction.  Both sectors have years in which the Black-White wage gap was estimated to be near 100 percent.  By contrast, Black workers are relatively well paid in the service sectors and financial sectors.  The wage gap in the service sector, for example, ranges from 30 percent to 49 percent; it ranges from 27 percent to 54 percent in the financial sector.  Unfortunately, the wage gap appears to be worsening over the period in both sectors.

While there are large differences between Blacks and White wages, it is unclear how much of the wage gap is actually due to racial discrimination.  Much of the variation is explained by differences in the skills brought to the labor market and the different occupations chosen by Black and White workers
.  Any measure of racial inequality which does not control for differences in labor quality is likely to be biased.  Table 3 presents the Black-White wage gaps estimated by earnings functions without any controls for personal characteristics or industry attributes.  Notice how much larger the Black-White wage gaps are in Table 3 compared to Table 2.  In most cases, the wage gap estimated without controls is, at least, twice as large as the wage gap estimated with controls.  The wage gap for a typical Black worker ranges from 45 percent to 69 percent when controls are included.  Without controls, the wage gap ranges from 103 percent to 145 percent.  

The wage gaps reported in Tables 2 and 3 are used as the dependent variables in the next set of regressions. This two-stage estimation process is used as a way to get around the aggregation problem which results from the correlations between the characteristics of individual workers and the deviations of their firm’s characteristics from the average characteristics of their industry.  Dickens and Ross (1984) suggest a two-stage estimation procedure as a solution to the aggregation problem.  In the second-stage, the logarithm of the absolute value of the wage gaps (or Black fixed effects) is regressed on the logarithm of two measures of FDI and several industry-specific variables
.  

Table 4 presents the second-stage regression results for 1994 to 1999 using the Black fixed effects estimated in the earnings regressions as dependent variables.  As expected, FDI is strongly correlated to the level of racial inequality.  The coefficient estimates suggest that an increase in the ratio of FDI stock to capital stock is associated with about a 10 percent decline in the Black-White wage gap.  This negative relationship is statistically significant and robust across several specifications.  Consider, for example, the results from the regressions where the dependent variables are the Black fixed effects estimated from earnings regressions with labor quality controls (columns 1-3).  In the first specification (column 1), the coefficient estimate is -0.12, indicating that a one percent increase in the ratio of FDI to capital stock is associated with a 0.12 percent fall in the wage gap.  In the second specification (column 2), additional controls are added for industry attributes that might affect wages.  The coefficient on FDI falls (in absolute terms) by only a small amount to 0.10 and remains statistically significant, even though its level of significance does fall slightly.  The last specification (column 3) also includes the second measure of FDI—the ratio of the total stock of FDI to total capital stock in the economy—and, once again, the coefficient hardly changes (it increases in absolute terms to 0.11).  The results from all three regressions suggest that multinational corporations have played an important role in improving the employment status of Black workers in South Africa.   

As stated earlier in the paper, several recent macroeconomic studies have used average wages to examine the relationship between globalization and inequality.  One of the aims of this paper is to measure the extent to which labor quality controls make a difference in assessments of wage inequality.  If labor quality controls are important, empirical results based on average wages may be misleading.  This would be unfortunate since a great deal of wage data exists for different countries and time periods.  To determine the importance of labor quality controls in explaining the variation in racial inequality, I compare the results from estimating equation (2) using the wage gaps net of “quality” effects as the dependent variable with the wage gaps that include “quality” effects.  Columns 4-6 report the results from estimating equation (2) with wage gaps in which the “quality” effects have not been netted out.  The dependent variables in these regressions have known measurement error.  While the parameter estimates should still be unbiased, the estimated variances are likely to be largely than in the case where there is no measurement error.

The parameter estimate in column (4), however, is slightly smaller (in absolute terms) than the parameter estimate in column (1).  A one percent increase in the ratio of FDI to capital is associated with a 0.8 percent fall in wages in column (4) as compared to a 0.12 percent fall in wages in column (1).  This represents a fall of about 25 percentage points.  The parameter estimates fall (in absolute terms) by even greater amounts in columns (5) and (6) which include additional controls.  When industry attributes are added to the regression (column 5), the parameter estimate falls (in absolute terms) to 0.004 which indicates that racial inequality falls by 0.004 percent for every percentage increase in the ratio of FDI to capital.  A similar fall in size of the parameter estimate occurs when the ratio of total FDI to total capital stock is added to the regression (column 6).  A comparison of the results in columns 1-3 with those in columns 4-6 suggests that individual controls are important for estimating the determinants of wage inequality.  Indeed, the analysis suggests that existing studies which use average wages to examine the relationship between globalization and inequality may have underestimated the effects of openness policies on labor market outcomes.    

 So, what impact does foreign investment have on average wages in South Africa?  Table 5 reports the results from estimating the logarithm of average wages by industry on the two FDI measures and the additional set of industry controls.  Two regressions are estimated: the first uses average wages for all workers; and the second, uses average wages for Black workers only.  Surprisingly, these regressions indicate that average wages are related to the level of total FDI in the economy rather than the level of FDI in workers’ own industries.  Like other studies, the relationship between FDI and average wages is positive and significant.  Each additional increase in the ratio of FDI to capital stock is associated with a 9 percent increase in average wages for all workers.  Black workers benefit even more from increased multinational activity.  On average, their wages rise by 19 percent for each additional percentage increase in the ratio of FDI to capital stock.  Since these regressions do not control for individual characteristics, the impact of FDI on average wages may be even larger.

V. Conclusion

Increased foreign investment can exert a strong, positive influence on labor market outcomes in developing countries.  The results in this paper suggest that workers in South Africa, particularly Black workers, have benefited from increased multinational activity over the period 1994 to 1999.  Similar to previous studies, I find a positive relationship between FDI and average wages.  This study, however, goes beyond the current literature on globalization by investigating the potential impact of FDI on racial inequality.  Using a two-stage estimation process which controls for differences in labor quality across individuals, I find that rising levels of FDI are correlated with substantial declines in racial inequality.  A ten percent increase in the ratio of FDI to capital stock, for example, is associated with at least a one percent decline in the Black-White wage gap.  This result and others in the paper suggest that multinational corporations can play an important role in improving the employment status of disadvantaged workers in developing countries.

Finally, the paper examines the extent to which labor quality controls make a difference in assessments of racial wage inequality.  This is an important question since many macroeconomic studies which examine globalization issues use average wages in their empirical analysis.  If labor quality controls are important, the results from such studies may be misleading.  My results suggest that labor quality controls are important in estimating the determinants of wage inequality.  Consequently, macroeconomic studies which do not control for labor quality differences may underestimate the positive impact of openness policies on labor market outcomes.      

Several new research questions are opened up by these results.  First, it would be interesting to know whether other developing countries that have opened their economies to foreign investment have experienced a similar fall in racial inequality.  South Africa is certainly not the only developing country where large wage differentials exist across racial groups.  Second, a question naturally arises as to whether a similar relationship exists between racial inequality and open trade policies.  Economic theory suggest a   number of possible channels through which more open trade policies might affect the distribution of wages across racial groups.  And finally, there is the question of what relationship, if any, exists between globalization and gender inequality.  Given the large wage gaps between men and women in many countries, this is certainly an important avenue for future research. 
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	Table 1: Descriptive Statistics of South African Workers in 1999

	
	Black Workers

(N=12,307)
	White Workers

(N=2,122)

	Personal Characteristics
	Mean
	Mean

	Weekly Wage
	497.95
	1443.08

	Male
	0.59
	0.52

	Education
	5.99
	10.02

	Job Experience
	24.80
	19.64

	Hours Worked Per Week
	46.74
	44.24

	Rural Residence
	0.39
	0.05

	Manager
	0.02
	0.16

	Professional
	0.03
	0.15

	Semi-Professional
	0.09
	0.20

	Clerk
	0.07
	0.23

	Sales
	0.12
	0.10

	Skilled Agriculture
	0.04
	0.01

	Artisan
	0.13
	0.09

	Routine Operator
	0.14
	0.04

	Unskilled
	0.35
	0.03

	Union Member
	0.39
	0.33

	Industry Characteristics
	
	

	Agriculture
	0.13
	0.02

	Mining
	0.08
	0.05

	Manufacturing
	0.13
	0.15

	\Utilities
	0.01
	0.01

	Construction
	0.05
	0.02

	Trade 
	0.14
	0.18

	Transport
	0.04
	0.07

	Finance
	0.06
	0.22

	Services
	0.36
	0.27

	Source: 1999 OHS.
	
	


	Table 2: Black-White Wage Gap with Labor Controls, 1994-1999a

	
	1994
	1995
	1996
	1997
	1998
	1999

	Sectorb
	Coef. on

Race
	%

Black
	Coef. on

Race
	%

Black
	Coef. on

Race
	%

Black
	Coef. on

Race
	%

Black
	Coef. on

Race
	%

Black
	Coef. on

Race
	%

Black

	Agriculture


	-0.9182

(0.099)
	97.1

[2,291]
	-1.1460

(0.119)
	96.1

[3,503]
	-1.3331

(0.238)
	94.7

[832]
	-0.9014

(0.138)
	96.0

[1,747]
	-0.9358

(0.152)
	97.4

[1,327]
	-0.7628

(0.127)
	96.0

[1,937]

	Mining


	-0.6701

(0.061)
	68.3

[882]
	-0.9752

(0.058)
	77.9

[1,275]
	-0.7958

(0.096)
	76.5

[369]
	-0.8742

(0.066)
	81.9

[1,033]
	-0.7477

(0.088)
	87.3

[776]
	-1.2023 (0.080)
	87.3

[1,208]

	Manufacturing


	-0.5227

(0.035)
	70.7

[2,763]
	-0.9105

(0.051)
	73.0

[2,638]
	-0.7926

(0.070)
	76.5

[1,390]
	-0.8465

(0.042)
	77.4

[2,698]
	-0.8346

(0.065)
	79.3

[1,279]
	-0.7979

(0.064)
	78.0

[1,751]

	Construction


	-0.7568

(0.093)
	78.8

[725]
	-1.1634

(0.107)
	77.2

[809]
	-0.7307

(0.221)
	89.5

[480]
	-0.7767

(0.096)
	85.9

[875]
	-0.9344

(0.151)
	87.4

[523]
	-1.1102

(0.197)
	90.3

[661]

	Trade


	-0.5699

(0.036)
	71.5

[2,816]
	-0.7578

(0.047)
	68.9

[3,064]
	-0.7500

(0.078)
	75.4

[1,295]
	-0.6883

(0.041)
	76.1

[2,364]
	-0.6304

(0.058)
	76.2

[1,444]
	-0.7405

(0.063)
	75.7

[2,011]

	Transport


	-0.5137

(0.055)
	54.5

[1,048]
	-0.8191

(0.059)
	60.1

[1,005]
	-0.4820

(0.091)
	72.4 [509]
	-0.9556

(0.058)
	69.3

[925]
	-0.6392

(0.088)
	69.7

[519]
	-0.6881

(0.094)
	68.6

[610]

	Finance


	-0.4456

(0.054)
	30.9

[1,213]
	-0.4229

(0.049)
	38.1

[1,206]
	-0.2716

(0.076)
	51.5

[724]
	-0.7299

(0.054)
	52.6

[1,104]
	-0.5232

(0.077)
	50.9

[656]
	-0.5405

(0.064)
	50.7

[1,034]

	Services**


	-0.2970

(0.023)
	71.8

[5,742]
	-0.4711

(0.027)
	73.6

[5,975]
	-0.3500

(0.050)
	82.2

[3,645]
	-0.4932

(0.031)
	81.2

[6,116]
	-0.4888

(0.046)
	85.1

[3,407]
	-0.4533

(0.042)
	84.2

[5,082]

	
	
	
	
	
	
	
	
	
	
	
	
	

	All Sectors


	-0.4540

(0.014)
	71.6

[18,110]
	-0.6803

(0.017)
	72.7

[19,475]
	-0.5307

(0.030)
	77.9

[9,244]
	-0.6928

(0.017)
	78.0

[16,862]
	-0.6373

(0.025)
	80.9

[9,931]
	-0.6628

(0.024)
	80.1

[14,294]

	      a  Author’s regressions using the October Household Surveys, 1994-1999.  Dependent variables are the log of weekly wages.  Controls include race dummy, gender dummy, years of education, work experience and its square, hours worked last week, rural dummy, 8 region dummies, 8 occupation dummies, and union dummy.  Regressions are weighted by population weights as described in text.  Standard errors reported in parentheses.  

          b Regressions exclude workers employed by extra-territorial organizations or foreign governments, as well as workers in unspecified or unclassified sectors.  Sample size of each regression reported in brackets.


	Table 3: Black-White Wage Gap without Labor Quality Controls, 1994-1999a

	
	1994
	1995
	1996
	1997
	1998
	1999

	Sectorb
	Coef. on

Race
	%

Black
	Coef. on

Race
	%

Black
	Coef. on

Race
	%

Black
	Coef. on

Race
	%

Black
	Coef. on

Race
	%

Black
	Coef. on

Race
	%

Black

	Agriculture


	-1.9093

(0.075)
	97.1

[2,291]
	-2.3359

(0.087)
	96.1

[3,503]
	-2.2510

(0.208)
	94.7

[832]
	-2.0762

(0.116)
	96.0

[1,747]
	-1.8107

(0.136)
	97.4

[1,327]
	-1.6747

(0.117)
	96.0

[1,937]

	Mining


	-0.9476

(0.045)
	68.3

[882]
	-1.5341

(0.052)
	77.9

[1,275]
	-1.0487

(0.082)
	76.5

[369]
	-1.1328

(0.054)
	81.9

[1,033]
	-1.1111

(0.074)
	87.3

[776]
	-1.4484 (0.066)
	87.3

[1,208]

	Manufacturing


	-0.9108

(0.030)
	70.7

[2,763]
	-1.4009

(0.044)
	73.0

[2,638]
	-1.3560

(0.062)
	76.5

[1,390]
	-1.2114

(0.038)
	77.4

[2,698]
	-1.1960

(0.060)
	79.3

[1,279]
	-1.3849

(0.058)
	78.0

[1,751]

	Construction


	-1.1130

(0.069)
	78.8

[725]
	-1.5854

(0.082)
	77.2

[809]
	-1.8744

(0.164)
	89.5

[480]
	-1.2321

(0.080)
	85.9

[875]
	-1.3967

(0.113)
	87.4

[523]
	-1.5494

(0.135)
	90.3

[661]

	Trade


	-0.8517

(0.032)
	71.5

[2,816]
	-1.1614

(0.042)
	68.9

[3,064]
	-1.0684

(0.071)
	75.4

[1,295]
	-1.0897

(0.040)
	76.1

[2,364]
	-0.9973

(0.054)
	76.2

[1,444]
	-1.0609

(0.058)
	75.7

[2,011]

	Transport


	-0.6169

(0.043)
	54.5

[1,048]
	-1.0911

(0.051)
	60.1

[1,005]
	-0.9934

(0.083)
	72.4 [509]
	-1.1954

(0.052)
	69.3

[925]
	-1.0276

(0.073)
	69.7

[519]
	-1.1169

(0.089)
	68.6

[610]

	Finance


	-0.6887

(0.049)
	30.9

[1,213]
	-0.8565

(0.052)
	38.1

[1,206]
	-0.9221

(0.072)
	51.5

[724]
	-1.1007

(0.050)
	52.6

[1,104]
	-0.9334

(0.066)
	50.9

[656]
	-1.1873

(0.059)
	50.7

[1,034]

	Services**


	-0.5643

(0.023)
	71.8

[5,742]
	-0.8101

(0.029)
	73.6

[5,975]
	-1.3403

(0.060)
	82.2

[3,645]
	-1.1570

(0.036)
	81.2

[6,116]
	-1.2611

(0.057)
	85.1

[3,407]
	-1.4250

(0.050)
	84.2

[5,082]

	
	
	
	
	
	
	
	
	
	
	
	
	

	All Sectors


	-1.0271

(0.014)
	71.6

[18,110]
	-1.3884

(0.018)
	72.7

[19,475]
	-1.3879

(0.031)
	77.9

[9,244]
	-1.2912

(0.018)
	78.0

[16,862]
	-1.3132

(0.025)
	80.9

[9,931]
	-1.4549

(0.024)
	80.1

[14,294]

	      a  Author’s regressions using the October Household Surveys, 1994-1999.  Dependent variables are the log of weekly wages.  Controls include race dummy, gender dummy, years of education, work experience and its square, hours worked last week, rural dummy, 8 region dummies, 8 occupation dummies, and union dummy.  Regressions are weighted by population weights as described in text.  Standard errors reported in parentheses.  

          b Regressions exclude workers employed by extra-territorial organizations or foreign governments, as well as workers in unspecified or unclassified sectors.  Sample size of each regression reported in brackets.


	Table 4: FDI and Racial Inequality in South Africa

(dependent variables are the logarithm of the absolute value of the Black

fixed effects from the earnings regressions with and without labor controls)

	Variables
	With Labor Quality Controls
	Without Labor Quality Controls

	Ratio of FDI to capital stock in economic sector (in logs)


	-0.1159*

(0.045)
	-0.1048**

(0.052)
	-0.1079***

(0.063)
	-0.0844**

(0.037)
	-0.0037

(0.035)
	-0.0096

(0.043)

	Economy-wide ratio of FDI to capital stock 

(in logs)
	___
	___
	-0.0505

(0.096)
	___
	___
	0.0865

(0.067)

	Avg. Years of Education


	
	0.2423

(0.228)
	0.0083

(0.246)
	
	0.4372*

(0.153)
	0.3522**

(0.171)

	Avg. Years of Work Experience
	
	-0.0142

(0.079)
	-0.1592***

(0.090)
	
	0.0763

(0.053)
	0.0084

(0.063)

	Avg. Wage


	
	-0.0006

(0.001)
	-0.0017*

(0.001)
	
	-0.0001

(0.001)
	-0.0013

(0.001)*

	Capital-labor ratio


	
	2.1644

(2.848)
	1.7779

(3.3965)
	
	-4.6760**

(1.916)
	-5.2551**

(2.356)

	Proportion black workers


	
	0.0269**

(0.011)
	0.0146

(0.012)
	
	0.0022

(0.007)
	-0.0074

(0.009)

	Proportion female workers


	
	0.0249**

(0.011)
	0.0197

(0.014)
	
	-0.0085

(0.007)
	-0.0116

(0.010)

	Proportion unionized


	
	0.0174**

(0.011)
	0.0183

(0.014)
	
	0.0015

(0.008)
	-0.0039

(0.010)

	Proportion low-skilled


	
	-0.0072

(0.006)
	-0.0069

(0.006)
	
	-0.0034

(0.004)
	-0.0016

(0.004)

	Avg. hours worked per week


	
	0.0416

(0.030)
	-0.0199

(0.025)
	
	0.0384***

(0.020)
	0.0327***

(0.017)

	Year Dummies
	yes
	yes
	no
	yes
	yes
	no

	Industry Dummies
	yes
	yes
	yes
	yes
	yes
	yes

	Number of Observations
	48
	48
	48
	48
	48
	48

	Adjusted 

R-squared
	0.7593
	0.8106
	0.6122
	0.7763
	0.8834
	0.7997

	Notes:  Standard errors in parentheses.  A * indicates significance at the 1% level; ** indicates significance at the 5% level; and *** indicates significance at the 10% level.  The inverse of the coefficients have been reported since the dependent variable is the absolute value of the black fixed effects.


	Table 5: FDI and Average Wages in South Africa

(dependent variable is the log of average wages deflated to 1995 values)

	Variables
	All Workers
	Black Workers

	Ratio of FDI to capital stock in economic sector (in logs)


	-0.0003

(0.035)
	-0.0458

(0.041)

	Economy-wide ratio of FDI to capital stock (in logs)


	0.0911***

(0.053)
	0.1877***

(0.063)

	Avg. Years of Education


	0.2438***

(0.136)
	0.2618

(0.136)

	Avg. Years of Experience


	-0.0208

(0.049)
	0.0668

(0.049)

	Capital-labor ratio


	-0.4516

(1.909)
	-0.9566

(2.250)

	Proportion black workers


	0.0143**

(0.007)
	0.0194**

(0.008)

	Proportion female workers


	0.0126

(0.008)
	0.0169**

(0.008)

	Proportion unionized


	0.0034

(0.008)
	0.0076

(0.009)

	Proportion low-skilled


	-0.0019

(0.003)
	-0.0085**

(0.004)

	Avg. hours worked per week


	-0.0218

(0.013)
	0.0311***

(0.0136)

	Industry Dummies
	yes
	yes

	Number of Observations
	48
	48

	Adjusted R-square
	0.9517
	0.9506

	Notes: Standard errors reported in parentheses.  A * indicates significance at the 1% level; ** indicates significance at the 5% level; and *** indicates significance at the 10% level.


� This paper discusses only the evidence concerning “within-country” inequality.  For an excellent discussion on the literature on “cross-country” literature, See Sala-i-Martin (2002). 


� The globalization experience of China differs from that of India.  China’s increase in inequality during the 1990s appears to be linked to the fact that its openness policies were heavily concentrated in the coastal cities rather than evenly spread across the country.  Inequality began to rise when the coastal cities started to grow faster than the interior provinces (Jian, Warner, and Sachs, 1996).


� See Lipsey (2001) for a good discussion of how the concept and measurement of FDI has changed over time. 


� For a more detailed discussion on the relationship between market power and discrimination, see Ashenfelter and Hannan (1986).    


� This assumes that the supply of minority workers is relatively large which is sensible for South Africa.  If the supply of minorities is small, all minority workers would be hired by non-discriminating firms and there would be no wage differential.


� A double log model is used so that the coefficient on FDI measures the elasticity of the wage gap with respect to FDI; that is, the percentage change in the wage gap for a given (small) percentage change in FDI.


� The eight industries used for analysis are: (1) agriculture, forestry, and fishing; (2) mining and quarrying; (3) manufacturing; (4) construction; (5) wholesale and retail trade, catering, and accommodation; (6) transport, storage, and communication; (7) finance, insurance, real estate, and business services; and (8) community, social, and personal services. 


� The occupation controls are: managers, professionals, semi-professionals and technicians, clerks, salespersons and skilled service workers, skilled agricultural workers, and artisans.  Unskilled routine operators are the omitted occupational dummy.


� The regional controls are: Western Cape, Eastern Cape, Northern Cape, Free State, Guateng, North West, Mpumalanga, and Northern Province.  KwaZulu-Natal is the omitted regional dummy. The 


� Evidence suggests that the quality of education received by Blacks was much lower too (see Case and Deaton, 1999). 


� Of course, these pre-market differences may be the result of discriminatory practices.  Black workers may face discrimination in the school system which makes it harder for them to advance or they may choose certain low-paying occupations where minorities are more accepted in the workplace. 


� The absolute value of the Black-White wage gap is taken because all values are negative.  This is equivalent to the White-Black wage gap.  
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