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Abstract

In this chapter, we undertake a comparative studyhe performance of local and
foreign competitors’ manufacturing firms in a F[Reipient region—Guangdong
Province, China—and analyzes the policy implicatioof the comparison for the
advanced, FDI-outflow region—Hong Kong Special Adisirative Region (HKSAR).

By highlighting changes in productivity that varythvchanges in manufacturing firm
ownership, we reveal that domestic firms have beaching up with their foreign

counterparts, including Hong Kong-based firms, @iiotoreign firms have successfully
strengthened their dominating position in Guangdontanufacturing industry.
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1. Introduction

Globalization—the integration of national economiet® a global system—entails in
part the transfer of manufacturing sectors fromititustrialized world to developing
countries. As Feenstra (1998) demonstrates, mahbyréhe merchandise trade relative
to value-added, the world is much more integrakehtin the past. However, this on-
going global integration of industrial and tradé\aties brings with it the disintegration
of production or business processes, whereby, toease profits, firms seek to
outsource or directly invest either domestically abroad. The relocation of
manufacturing and services spurs controversy armhtdenot only in the advanced
countries from which the manufacturing sectors mdwet also in the developing
countries which receive the foreign direct invesiméDI). Leaders of advanced
countries face political opposition to the unempheynt that results from firms’
offshoring activities (Rodrik, 1997; Schultze, 2D0Eor their part, observers in FDI-
recipient countries are concerned about the paténtiegative effects of domination of
the manufacturing sector by foreign-owned companiesal industries in recipient
countries must weather fierce competition from rtHereign counterparts and face
difficulties in upgrading their technological comg@ece from the low end of the global
value chain. Motivated by intense debate aboutethesues, this chapter undertakes a
comparative study of the performance of local am@ign competitors’ manufacturing
firms in one such FDI-recipient region—Guangdongvirce, China—and analyzes the
policy implications of the comparison for the adeed, FDI-outflow region—Hong

Kong Special Administrative Region (HKSAR).



In this chapter, we centre our analysis on the yebdty performance of Guangdong’s
local and foreign-funded manufacturing sectors. Bighlighting changes in
productivity that vary with changes in manufactgrifirm ownership, we reveal that
domestic firms have been catching up with theieigm counterparts, including Hong
Kong-based firms, though foreign firms have sudtdlys strengthened their
dominating position in Guangdong’s manufacturinguistry. Informed by the history of
Hong Kong’'s manufacturing industry, we discusstetyg options for future industry
and innovation policy coordination between Guangd@and Hong Kong from a

HKSAR-perspective.

2. Changing nature of economic ties between Hong Kong and Guangdong as a

function of industry dynamicsin Guangdong

Among developing countries, China indisputably h#tsacted the most FDI over the
past two decades. Around one-third of FDI to Chimthe period of 1985-2003 went to
Guangdong province (see Figure 1). Guangdong wées tabattract 30 per cent of
China’s total FDI in part because of its geograghand cultural proximity to Hong

Kong, Macau, and Taiwan, all three of which haweested heavily in China over the
past 25 years. Ninety per cent of FDI in Guangdw@s invested by Hong Kong's
entrepreneurs in 1985. The ratio fluctuated in #eeond half of the 1980s and
decreased steadily after the mid 1990s, but in 280pBroximately 47 per cent of FDI in
Guangdong still came from Hong Kong. During theigei1979-2001, cumulative FDI

from Hong Kong in Guangdong amounted to USD79dpilliaccounting for 71 per cent
of total cumulative FDI inflows in Guangdong (Featéon of Hong Kong Industries,

2003). Nearly 70 per cent of the FDI to China ora@gdong has been devoted to the



manufacturing sectors, securing China’s currentitippsas a world manufacturing

center.

FIGURE 1 NEAR HERE

From Hong Kong's perspective, Guangdong is the maagbortant investment
destination in Mainland China. Since the mid 1938sng Kong-based entrepreneurs
have allocated almost half of their investment imn@ to Guangdong (see Figure 1).
Along with the transfer of manufacturing sectors Mainland China, economic
activities in Hong Kong have been reconfigured esieely. Indeed, since the opening
of China Hong Kong has transformed itself from adustrializing city into a centre of
manufacturing-related service activities (Chan, 200ao and Wong, 2002). A
significant proportion of Hong Kong’'s income hasebhegenerated by China-related
trade and investment. Sun and Wong (2000) estitatethe ratio of Hong Kong's
China-related trade and investment to its grossedio product (GDP) reached 24.4

per cent in 1996.

Many scholars, in order to understand Hong Kong'enemic interdependence with
Guangdong, have thus far either dedicated thenselweanalyzing Hong Kong's
economic transition in the context of manufacturcrgss-production in Guangdong
(see, for example, Eng, 1997; Hollows, 1999; Kwoegal., 2000) or focused on the
two regions’ economic integration from a Hong Kqmgyspective (Tuan and Ng, 1995,
2004). Few studies have examined the changingenafugconomic ties between Hong
Kong and Guangdong as a function of industry dyeanm Guangdong, especially

studies that discuss policy measures. Yeung's (280Q2) articles are exceptions in



examining Guangdong industrial development by higkit to the Hong Kong factor,
but they consist almost entirely of qualitative lggas. We argue that such a study of
Guangdong’s industry dynamics—one that not only textoalizes the nature of
economic and technological ties between HKSAR andr@dong but also does so with
a view towards policy measures in one of the tvgiares—is necessary given the closer
ties being forged between Hong Kong and southeiinaCowver the last two-and-a-half
decades (particularly following the handover of gdfong from Britain to the People’s

Republic of China in 1997).

The opening-up process in southern China (featu@pgcial Economic Zones)
catalyzed the transformation of Hong Kong’s and ii@amng’s industry sectors. The
most striking change in Hong Kong’'s economy triggkby the opening-up process was
that, as the role of manufacturing decreased, éhdgces sector’s role increased. At its
peak in the mid-1980s, the manufacturing sectétong Kong employed 41.7 per cent
of the active labour force, but by 1995 it employauy 15.3 per cent (Berger and
Lester, 1997: 9). The contribution made by manui@ey to Hong Kong's GDP
dropped from 23.6 per cent in 1980 to just 4.6 @emt in 2002; concurrently, the
contribution made by services to Hong Kong's GD&erfrom 67.3 per cent to 87.4 per

cent.

By shifting parts of their operations to China, lgdfong industrialists vastly increased
the scope of their enterprises. By 1997, Hong Kamnufacturing companies were
estimated to employ some 5 million people in thaibsidiaries in Hong Kong and
China (Berger and Lester, 1997: 10)—over five tirttesworkforce they had employed

in Hong Kong at the peak of manufacturing in threitiery in 1984. By the end of 2001,



the figure was estimated by the Federation of HEogg Industries (2003) to have
surpassed 11 million. By 2003, manufacturing pradacservices accounted for around
50 per cent of Hong Kong’'s GDP. Approximately 1.8lion jobs involving over 40

per cent of Hong Kong's labour force were related Hong Kong companies’

manufacturing activities in Guangdong (FederatiborHong Kong Industries, 2003).
Hong Kong has therefore entered, particularly i years following 1997, a period of
warming economic, political, social, and cultutiaktwith Mainland China. Hong Kong
companies, or investors operating out of Hong Katoglay employ at least 14-15

million people and own 60 000 factories in Guanggprovince.

Thus the migration of production facilities to Ggdong in many ways has represented
growth, rather than decline, in Hong Kong’s engageiin manufacturing; for political
reasons, however, such growth was categorized tagleuthe territory, even if it was,
from a historical perspective, a reintegration i@oangdong markets. The effects on
the service industries have also brought econoraiefits, as most of the migration
spurred further growth and increased sophisticatioproducer business services (Tao

and Wong, 2002).

In establishing and upgrading these networks, Hdagg firms have exploited their
traditional strategies of imitation and followenshwhile emphasizing the development
of organizational know-how rather than formal R&Pr fnew product development.
Several surveys of electronics firms in Hong Kormgéd found, for example, that 60-70
per cent of such firms have succeeded by copyingauifying other products instead
of initiating independent product design (Yu andoBason, 2000). The bulk of R&D

expenditure by private firms in Hong Kong is dewbte redesigning and improving



products as well as to making them easier and @nempproduce. In other words,
process innovation has often taken precedence preeluct innovation in Hong Kong
industries. By learning extensively from their émg equipment manufacturing (OEM)
contacts overseas, Hong Kong firms have been msintal in setting up and improving
production facilities in Guangdong—transferringonative production technology and

management organization rather than product inmmvat

These changing conditions underscore the histodadl present-day importance and
interdependence of Hong Kong and Guangdong Provillmemportant question that

arises here, however, is: What is the nature ofctienge that has been occurring in
manufacturing in Hong Kong and Guangdong? In palgic what is the performance of
local and foreign invested firms, including thoseséd in Hong Kong with subsidiaries
in Guangdong? What are the policy implications? @pproach to answering these
guestions is centred on total factor productiviti#iP) and labour productivity growth in

manufacturing in Guangdong Province.

3. Technological catching-up of manufacturing sectorsin Guangdong: Total factor

productivity and labour productivity analysis

3.1 Data

The industry-level dataset used in this sectiortaleen from various issues of the
Guangdong Statistical Yearbook. It covers 27 twgitdinanufacturing sectors in the

period spanning 1997 — 2066 embraces four ownership groups: the three dimes

2 In various issues of the Guangdong Statisticar@ak, in addition to data on the 27 manufacturing
sectors, data on tobacco, coal mining, petroleudnnartural gas extraction, ferrous metal mining,
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ownership groups—state-owned enterprises, collecémterprises, and shareholding

enterprises—and one foreign ownership group—foreigerprises.

In 1997, Hong Kong FDI accounted for 72 per centotdl foreign FDI in Guangdong.
Although the ratio declined steadily afterwardsaaesult of increasing investment in
Guangdong from the rest of the world, the share stélisover 50 per cent in 2004.
Among the foreign FDI in Guangdong, 70 per cent wa&sted in manufacturing
sectors across the observation period of 1997-2806e there are no disaggregated
data available for Hong Kong-invested firms butregated data for foreign firms in
general, we do not aim to precisely measure théomeance of the Hong Kong-
invested firms vis-a-vis that of Guangdong dometios in this sectiofl.Instead, we
reveal the dynamics of manufacturing firms with feliént ownership status in
Guangdong province, highlighting the productivitjhprovement occurring in the

domestic firms.

nonferrous metal mining, nonmetal minerals miniglgctricity supply, gas supply, and water suppby ar
also consistently reported. Private and foreigritabgas however denied entry in most of these $tigu
sectors in our observation period; therefore, waatdnclude these sectors in the analysis ofghjger.
Moreover, in various issues of Guangdong Statik¥earbook, besides the data on state-owned,
collective, shareholding, and foreign enterprisies,data on employee shareholding cooperative
enterprises are reported as well. Due howevereio thiniscule economic scale—in 2006, their gross
industrial output accounted for less than 1 peroémbtal gross industrial output in Guangdong—wee d
not include the ownership group comprised of emgtoghareholding cooperatives in the analysis.

% The ownership status of a firm that operates im&¥Fs determined according to Chinese legislative
regulations, when the firm registers with agenciethe Administration for Industry & Commerce. In
general, a firm is classified as a foreign-fundeah fonly if the foreign equity stake is at or ab®f
percent (the classification standard can be foand i
http://www.stats.gov.cn/tjbz/t20061018_40236983th)htMore detailed discussion of the classification
of foreign-funded firms in China can be found inatg, 2003, p.4 and p.35.

* By using an econometric methodology prevalenpitiaver literature and incorporating additional
detailed data, Huang and Sharif (2005) separatetitdng Kong-invested firms from general foreign
firms in Guangdong industry sectors and rigoroesiymated the impact of the Hong Kong-invested
firms on Guangdong domestic firms.
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3.2 Analysis on industrial output dynamics and lalygroductivity

Breaking down the industrial gross output valu&aaingdong manufacturing firms, we
find that from 1997 to 2006, the share in indusgrnpss output taken by foreign
enterprises had increased in 17 of the total om&nufacturing sectors. State-owned
companies expanded their shares in six sectors. shlage taken by shareholding
enterprises grew in 24 sectors; in contrast, tla@esktaken by collectively owned firms
declined in all but one sector. The growth in skaykoutput in manufacturing sectors
taken by shareholding companies, as well as theedse in shares taken by state-owned
enterprises, stems mainly from the ownership refaaking place during our
observation period, over the course of which matatesowned companies were
transformed into shareholding companies and webdighy listed on stock exchanges.
In 2006, foreign firms produced more than 60 pert cé# the total industrial output in
14 sectors, further securing their predominant asattpositions in Guangdong’s

economy.

Even though foreign firms surpassed their domestimterparts in Guangdong in terms
of output growth, domestic enterprises gained ibola productivity, which is

calculated as added value divided by labour inpuil997 foreign enterprises featured
higher labour productivity than domestic firms i Qut of 27 sectors. In many of those
sectors, foreign firms’ labour productivity in 199&s twice or three times that of local
enterprises. Significantly, however, domestic conis had, within 10 years, gained
the lead in 16 out of 27 sectors. From 1997 to 2@déssured by fierce competition

from FDI-funded companies, domestic companies shiarsize while simultaneously
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achieving higher labour productivity growth rateglaegaining the advantage in over

half of Guangdong’s manufacturing sectors.

3.3 Total Factor Productivity (TFP) analysis

When obtained through the growth accounting metfiotil Factor Productivity (TFP)
is traditionally utilized to explain technologicehange at the firm, industry, and
country levels. Young's paper (1995) on East Asia&-growing economies (including
Hong Kong's) and Krugman’s subsequent interpretiafirugman, 1994) are based on
total factor productivity. Their results have re@el much criticism, however, from
scholars such as Chen (1997), Felipe (1999), NadsmhPack (1999), Rodrigo (2000)
and Felipe and McCombie (2003). Critics argue #®teral assumptions underlying
Young's (1995) TFP growth accounting methodologyatttechnological progress is
exogenous, disembodied, and Hick-neutral—are toaodmoved from reality. Critics
also argue that deriving measurements from a ressiclal production function affects
the consistency of the results reached in diffestudies. They call for policy attention
to entrepreneurship, innovation, and learning incauntry’s effort to catch up

economically.

Li (1999) utilizes the translogarithmic productitumction to analyze a panel of state
factories in Guangdong province during the peri680a— 1987. His research, based on
firm-level data, reveals the rapid TFP growth tkaiangdong manufacturing firms
achieved during the period in question. Followirigwe adopt the following translog
function as a framework for calculating TFP growth Guangdong manufacturing

sectors:

13



g=expla, +a, Ink+a Inl +at +%bkk(ln k)? +b, (INk)(In1) +b,, (Ink)t

+ 2, (n1)? + b, (Dt + 2Bt )

whereq is the deflated added valueis the deflated capital inputjs the labour input,
andt is the time-trend variable. Under the assumptibonomstant returns to scale, the
parameters of Function (1) satisfy the followingndition:

a,+a =1 and b, +b, =b +b, =b, +b, =0 (2)

With reference to Jefferson et al.’s (1992, 199&jable deflation methodology, which
is designed particularly for Chinese industrialtistecs data, we utilize the price
deflators for gross industrial output reported lire tChinese Statistical Yearbook to
obtain the deflated variable of added valiéhe variable of capital input is deflated by
the price indices of fixed-asset investment. Théaitie pertaining to our variable

deflation are elaborated in Table 1.
TABLE 1 NEAR HERE

The ordinary least square (OLS) estimation of Fonc(l), with standard deviation in

parentheses, is as follows:

q =exp[0.022 ;495 + 053545 INK + 0365 gsq INI + 015,51 + 02054, (I k)?
=0.0025,0,5 (INk)(In1) = 0.027 55, (INK)t = 0.010,5,5,5 (IN1)? = 0.010,5 054 (IN1)t

® According to the China Statistical Yearbook (200472), Value-added of Industry = Gross Industrial
Output Value — Intermediate Input + Value-added.TRirce there is no specific added-value deflator
published in the China Statistical Yearbook, wepdbe Ex-factory Price Indices of Industrial Prottu
as our added-value deflator. Differing from ushigit methodology, Jefferson et al. (1992 and 1996)
estimate the production function as Gross Indusdrigput Value = Capital Input + Labour Input +
Intermediate Input. Added-value does not enter ghreiduction function.
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—0.00440029 t %] :

®3)

with adjusted R-square=0.913, F(9,1092)=1279.8, Brd102. With the estimated
coefficients of Equation (1) and Equations (4) }; (8e obtain the TFP growth of state-
owned, collective, shareholding, and foreign mactufang sectors in the period of

1997 — 2008.

Table 2 reveals the average annual TFP growth fatemterprises falling into the four
above-mentioned ownership groups. In 25 of 27 maxtufing sectors, at least one
domestic ownership group achieved faster TFP grdidin did foreign firms (marked
in bold text in Table 2). In several sectors—garteemaper, chemical products,
pharmaceutical products, ferrous metals smeltingnfarrous metals, special
mechanical products, transportation equipment,iastduments and office machinery—
all three domestic ownership groups achieved sapdevels of TFP growth as

compared with foreign firms.

TABLE 2 NEAR HERE

® The TFP growth across discrete time periods is:

TFPt—Lt =(In q — In qt—l) —ay (In kt =In kt—l) - ,B| (In It =In It—l) ' (4)
whereoy,andg | denote the elasticity of output with respect toiteyand labor input, respectively, and:
a =@ + 0 ) 125 (®)
B = By + Bra) 1 2- 6)(

According to the definitions af,andg, and the assumption of constant returns to scalebisgno ;and
B+ through the following functions:
_0lng _

@ =5 = A Bk + B (1) + bt @)

B =1-a. 8
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The above analysis of TFP growth based on assungptigpical of neo-classical
economic theory confirms the result obtained byotirdree labour productivity that
productivity grew more rapidly in Guangdong domedirms than in their foreign
counterparts in the observation period of 1997 8620Guangdong domestic firms
achieved technological catching-up in comparisonhwheir foreign counterparts,
although foreign firms further secured their dominposition in manufacturing sectors

in Guangdong.

We therefore find ourselves needing to explain egply paradoxical results: (a)
domestic firms in Guangdong have been catchingitipfareign firms in the province;
but (b) foreign firms have increased their outphdre in Guangdong’s manufacturing
sectors. We suggest two complementary explanatieinst, from 1997 through 2006,
Guangdong firms did not catch up with foreign firatsa conspicuously rapid pace. In
11 out of 27 sectors, Guangdong domestic firmd d@imonstrated inferior labour
productivity compared with that of foreign firms 8006. In 17 of 27 sectors, at least
one domestic ownership group had not caught ugnmg of TFP growth. While the
catching-up in productivity of Guangdong domestieng might have provided them
with a favourable market position in the futur@stbatching-up was not robust enough
over our observation period to reverse the tread shw foreign firms expanding their

businesses in Guangdong.

The second factor that resolves the apparent paiadbat, since the opening-up of the
Chinese economy, many foreign firms have been cittia—by low manufacturing
costs—to move their overseas production bases i0aCH\ large number of such

foreign firms are concentrated in the processingjrmass, particularly in producing and
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exporting labour-intensive products (Huang, 2008jese foreign firms sourced the raw
materials from within China or imported criticalmponents, hired local workers for
processing and assembly, and tleported the final products to overseas markets
Lemoine and Unal-Kesenci (2004) and Fung (2005Y¥icuarthat the recent expansion
of China’s exports in machinery, electrical equipmend so on, was attributable to the
processing trade. According to a report by the €&én Ministry of Commerce,
processing trade exports accounted for 55 per cB@hina’s total exports in 2004

(Xinhua Net, 2004).

Indeed, as the first province in China to welcomeeign investment, Guangdong has
attracted a large number of overseas investonscipally from Hong Kong, to establish
processing businesses in its territory. Accordmghe Guangdong Statistical Yearbook
(2007), 74.9 per cent of Guangdong’s exports weretd the processing trade in 1995,
a ratio that had decreased, but still remainedigts ds 65.6 per cent in 2006. In 2006,
76.5 per cent of exports from foreign-funded firmsGuangdong were classified in the
category of ‘processing and assembling with impoaterials’ whereas only 11.1 per
cent of such exports were recorded under ‘geneealet. Foreign firms that were
engaged in the processing business and targetedeagemarkets would not compete
head-to-head with those domestic firms in Guangdibrag focused on the domestic
market. The expansion of foreign manufacturing $irrm Guangdong was not
influenced strongly by the catching-up in produigyivof domestic firms as this

expansion depended in part on overseas demandoegidrf firms’ own strategies. By

" In Chinese foreign trade statistics, this typ@mfcessing of imports and exports is recordeden th
categories of processing and assembling with customaterials, processing and assembling with import
materials, and compensation trade, which are sepfitam general trade. In line with this classifioa
standard, the firms that are engaged in proces$sidg are classified as foreign firms.
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this logic, the progress of domestic firms in terofigoroductivity growth should have

little direct impact on the activity of foreign firs, at least in the short run.

4. From low-cost oriented cross-border production to innovation-based

competitiveness: Development of manufacturing in Hong Kong and Guangdong

4.1 Hong Kong’s manufacturing in history: Low-teahd low-cost

Our finding that the domestic manufacturing firmms Guangdong achieved steady
productivity gain in the period of 1997-2006 costeathe overall decrease of TFP of
Hong Kong’'s manufacturing companies in the periddl984-1993 as revealed by
Kwong et al. (2000). The salient features of th&tdry of manufacturing development
in Hong Kong should serve as a point of departardiscussing such a sharp contrast
between the development trajectories of the matwfiag industries at two sides of the

boarder.

From its early beginnings during the period betwden1950s and 1970s, technological
sophistication had little to do with the establigm of Hong Kong’s manufacturing

industries. In fact, the roots of Hong Kong's mamufiring can be traced to the
opportunistic exploitation of a geographic landcgay Mainland Chinese immigrants,
particularly textile barons from Shanghai, who $femred start-up capital and

managerial expertise to the colony (Wong, 1988;ld¢#ed, 1999). These Shanghai
industrialists concentrated on low-cost manufantin the labour-intensive textile and
clothing industries and turned to the British tradhouses in Hong Kong, which had

established links with international export markéfsui-Auch, 1998: 9). Over time,

18



however, as Hong Kong's manufacturers faced linatéow-cost manufacturing, they
found an escape route for their manufacturing itréessin the shape of the opening up
of China from 1979 onwards. This opening up enticedny of Hong Kong's
manufacturers to move their operations north of gi&ong’s border so that it could
exploit even cheaper land and labour resourceshiir production activities. Unlike
other newly industrialized East Asian economiesndi&ong’s entrepreneurs, because
of their linguistic and cultural familiarity, couleasily leverage the abundant labour and
land resources in Guangdong, instead of movingoupé global value chain, to offset
the disadvantage of heightened labour costs. Emjoyiie cost advantage of cross-
border production in Guangdong, Hong Kong’s manuii@eg firms did not pursue
technological sophistication as did their countepan other ‘Asian tigers.” Automated
processes were limited and R&D activities were {Bwg, 1997). Similarly, in the early
1980s, Hong Kong was not recognized as a majorceoaf advanced technology in
Mainland China. The technology transferred throlitsing Kong’s FDI outflow was

likely to be either low-level or quite standardizedhnology (Kamath, 1990).

The idea that the growth and profitability of HOKgng's manufacturing companies
was based on lowering their factor input costsugpsrted by scholars in the field. For
example, by conducting an empirical analysis simitaas ours, Kwong et al. (2000)
finds that, during the period of 1984-1993, HongnK® manufacturing sector
demonstrated an overall decrease in TFP, although & technological decline did not
mean lower profitability. It was during this perititat Hong Kong’s firms engaged in a
frenzy of manufacturing facility relocation to Gumlong. Because the unfinished
products shipped at low prices from the manufaoturbase in Guangdong, Hong

Kong’s firms could enjoy high profitability even &schnology declined. Thus Kwong
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et al. conclude that Hong Kong has grown mainlyubizing the Mainland’s cheaper
resources, instead of through technological advaeoe They also argued that
technology upgrading might have seemed too daunéintask for Hong Kong's

manufacturing firms as compared with moving thedpation base to Guangdong to

maintain a competitive edge in global markets.

Tuan and Ng's (1995) conducted a survey on invastig the cross-border investment
of Hong Kong-invested firms in Guangdong provindeian and Ng find that the

principal reasons that Hong Kong firms moved timeémufacturing base to Guangdong
were Guangdong’s cheap labour costs, low rents,gaodraphical proximity, which

complement the arguments of Kwong et al. A higletumn on investment, a shorter
pay-back period, and factor-cost savings are slyoagsociated with the cross-border
operation of Hong Kong’'s manufacturing firms. THere, existing studies already
provide historical and empirical evidence that kegxplain our findings related to
productivity growth in Guangdong’s manufacturingtees and the potential impact of

Hong Kong-based firms.

4.2 Hong Kong's moves towards value-added manufiacfu and leveraging

Guangdong

Partly as a result of their acknowledgement of deeelopments described above and
partly as a result of the Asian Financial Crisislé87, Hong Kong began to reconsider
its future engine for economic growth in light betmarginalized role of manufacturing
in the territory, its decreasing importance as aditrg hub, and the scarcity of

opportunities for reducing factor input costs. Aol@mission on Innovation and
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Technology’ based its vision of Hong Kong's newerekplicitly on science, technology,
and innovation (HKSAR, 1999). Since the publicatadrthe Commission’s two reports
(HKSAR, 1998, 1999), Hong Kong has launched a nurmobeneasures to move away
from trying to increase competitiveness solely tigto lowering factor costs. Most
notable among these measures was the establisbifrthit‘Innovation and Technology
Fund’ in 1999 with HK$5 billion, earmarked to prdei funding support to projects that
contribute to innovation and technology upgradingndustry, as well as to projects
essential to the upgrading and development of melwstries’ The main purpose of the
ITF was to counter what scholars such as Kwongd. €2@00) and Tuan and Ng (1995)
were advocating: increasing competitiveness throhmgjner value-added goods and

services.

In evaluating measures designed to build competittgs through innovation and
technology, it is difficult not to acknowledge hovate’ the policies have been in
coming to fruition. Not until 1999 did Hong Kong \ddop any kind of formal,
coordinated technology policy and not until lateD20or early 2005 did it formally
recognize the importance of the Mainland and thetiomship between the two systems.
Against any comparison benchmark—that of Orgarorator Economic Co-operation
and Development (OECD) countries, Asian Tiger eoaies, or countries of a similar
size—Hong Kong falls short in being among the lastrecognize the value of
technology and the benefits of increasing competitess through innovation. As such,
the results of Hong Kong's new technology measaresyet to be seen (in particular,
the desire to ‘leverage the Mainland’ is only jostv taking shape). What we can safely

say, however, is that Hong Kong'’s policy focustiteast facing in the right direction.

8 The exchange rate of USD:HKD is 1:7.8 as of Apfi2007.
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5. Conclusion

In this chapter we undertake a comparative studyhef performance of local and
foreign competitors’ manufacturing firms in one HRi@Lipient region—Guangdong
Province, China—and analyzes the policy implicagiasf the comparison for one
advanced, FDIl-outflow region—Hong Kong Special Adisirative Region. We
characterize the context in which mutual economiterdependence between
Guangdong and Hong Kong has been growing and shatyvih the years 1997 — 2006,
Guangdong domestic manufacturing firms were catchip with their foreign-funded
counterparts—dominated by Hong Kong-based compa#iesproductivity. Our
finding shows that the domestic manufacturing firmsGuangdong achieved steady
productivity gain in the period of 1997-2006, stemgdin contrast against the overall
decrease of TFP of Hong Kong’s manufacturing corrgsaim the period of 1984-1993
as revealed by literature. The salient featuresthaf history of manufacturing
development in Hong Kong should serve as a poirdegfarture in discussing such a
sharp contrast between the development trajectofiéise manufacturing industries at

two sides of the boarder.
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Table 1: Formation of Variables for TEP Calculatfon

Variables
Variables Directly or
Entered in the Calculated from
Function (6) the Statistical
Yearbook

Deflator or

Calculation Equation Deflator Data Description

Industrial Added

1997-2000 2001-2006
Data cover only
15 industry

sectors. The

Deflator of Added

Deflated Value (100 Value = Ex-factory general indices
Added Value million RMB at Price Indices of for all sectors Data cover 37 two-digit
current price) Industrial Products industry sectors.
(2000 Price as 1) are aQOpted for
the industry
sectors which
lack of data.
Gross Industrial 1997-2000 2001-2006
Output Value
R(l\igo rtnillion t Data only cover
Defiated pﬁcgjrren Iljzflattor <|)fo G;osi 15 industrﬁ/
eflate ndustrial Outpu sectors. The
Gross The data for three ;o = Ex-fac?ory general indices -
Industrial o_vvnersh|p groups Price Indices of for all sectors Dat_a cover 37 two-digit
i.e. state-owned . industry sectors.
Output Value collective and Industrial Products  are adopted for
foreign (2000 Price as 1) the industry
enterprises are sectors which
collected lack of data.
separately.
Average Balance of
Next Value of Fixed
Average Balance Assets for Production
of Net Value of (1) Average Baliance
Fixed Assets for of Net Value of Elxed
Production Assets * (2) Ratio of
Fixed Assets for
Production to Total
Fixed Assets
Deflator of Average
Bé};ﬁ(\:’grgfgﬁet Balanpe of Net Value
Value of Fixed of FiXed ASSEIS = 1114 are available for the period of 1997-
Assets (100 Price Indices _of 2006.
Deflated million RMB at /ig\éif;nz;gég fpi;é(gis
Capital Input  current price) 1)
1997-2000 and
2004-2006 2001-2003
Ratio of Fixed Assets Panel Data cover three
for Production to Total ownership groups, i.e.
(2) Ratio of Fixed Fixed Assets = Fixed Not Available state-owned, collective
Assets for Assets for Productidn The mean of the and foreign enterprises
Production to (200 million RMB data in the and 37 two-digit
Total Fixed without depreciation) / ) industry sectors. The
Assets Total Fixed Assefs period of 2001- capital deflator of state-

2003 is adopted

(100 million RMB for this period.

without depreciation)

owned enterprise is
also applied to
shareholding
enterprise.
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Annual Average

Number of
Labor Input Employed
Persons (10 000
persons)
1997-2000 2001-2006
Intermediate Deflator of Datg only cover
Input = Gross Intermediate Input = 9 industry
Deflated Industrial Output Purchasing Price sectorlg. ghe
Intermediate  Value — Value- Indices of Raw gfene:la n tlces Data cover 37 two-digit
Input added of Industry Materials Fuels and a?er :d(f;?tcegrfzr industry sectors.

+ Value-added Power ( 2000 Price as

Tax 1) the industry

sectors which
lack of data.

Note 1. All the variables and price deflators are tak®m various issues of the Guangdong Statistical
Yearbook except for Fixed Assets for Production @atal Fixed Assets, which are taken from various

issues of China Industry Economy Statistical Yeakbo
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Table 2: Average Annual TFP Growth Rate of State-ownedleCtive, Shareholding, and Foreign
Enterprises in Guangdong province (Percentage)-2896

State- . . .
Sectors Owned Collect!ve Shareho_ldlng Forelgn
. Enterprises Enterprises Enterprises
Enterprises
Agri-food Processing 15.30 -0.88 9.77 3.15
Food 8.28 12.49 8.22 10.63
Beverage 12.50 3.70 19.50 11.39
Textile 12.51 12.84 5.12 7.75
Garments 21.30 11.33 9.49 6.21
Leather 18.55 9.29 28.83 18.57
Wood Processing -4.25 5.38 29.64 7.16
Furniture 7.87 17.56 11.16 9.63
Paper 494 6.90 11.66 4.79
Printing 11.11 6.32 13.83 7.93
Educational and Sports
Products 4.97 12.32 8.73 6.94
Petroleum Products 9.65 N.A. -2.39 10.03
Chemical Products 10.62 8.19 11.98 4.49
Pharmaceutical Products 8.77 12.24 11.49 5.28
Chemical Fiber 20.07 18.11 14.82 14.98
Rubber 7.34 3.93 3.76 6.33
Plastics 4.71 6.98 4.48 9.02
Nonmetal Mineral
Products 14.07 9.00 15.28 12.66
Ferrous Metals Smelting  10.04 17.21 9.10 6.80
Nonferrous Metals
Smelting 10.52 18.54 35.02 9.61
Metal Products 11.19 10.52 9.18 9.81
General Mechanical
Products 11.14 9.30 11.57 9.01
Special Mechanical
Products 18.94 8.72 7.32 6.60
Transportation
Equipment 27.11 13.96 16.16 12.02
Electrical EQuipment 21.10 5.48 2.96 13.72
Telecommunication and
Computer 14.25 6.36 22.82 8.44
Instruments and Office
Machinery 17.30 22.04 26.61 12.07

Note 1. The TFP growth rates of state-owned, collectiwshareholding firms which are higher than

those of foreign firms are marked in bold text.
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Figure 1: Foreign Direct Investment in Guangdong, 1985-2006
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Source Various issues of Guangdong Statistical Yeartewk China Statistical Yearbook.
Note 1. When calculating the “Ratio of Hong Kong FRIGuangdong to Hong Kong FDI in China” for
the period of 1994-1997, the authors adopt thed&ddd, which include data reflecting foreign loand a

foreign non-direct investment.
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