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Abstract: The global economy today is getting dominated bgirmss clusters. SME clusters
reveal that the immediate environments outsideettierprises play important roles. Cluster policg an
strategy have been recommended and popularizedtémynational organizations such as UNIDO and
OECD.

In China, clusters are divided into two categogesording to their initial power. One category is
the spontaneous and endogenous industrial clustérnd represented by clusters of a range of small
and medium-sized private enterprises such as ifiafige The other type represents those that are
attracted by the foreign direct investment (FDRtsas those in Guangdong and Jiangsu.

This research is an attempt to analyze the roleDdfifr the development of SME clusters. It also
tries to explain how existing clusters attract neid. The factors that constrain the promotion and
development of SME clusters are also examined. Aofisemparison analyses methods indicates that
a specific type of SME cluster has its own advardagel shortcomings. Government plays important
roles during the different phases of SME clusteretipment and it will need to adjust it's policy
measures accordingly, especially when promotinlyister’s transition from ‘man foster’ to ‘nature up
growth’, and when promoting a cluster’s transititem enterprise cluster to an industry cluster.

Key words: clusters; small and medium-sized enterprises (SMfgsgign direct investment
(FDI)

1 Introduction

1.1 An empirical study on industry cluster

The global economy today is getting dominated byrtass clusters i.e. critical masses in one area
of unusual and competitive success in particulald$. The enduring competitive advantages in a
global economy depend increasingly on local factoed the more distant rivals cannot match. These
factors include knowledge, relationships, incergtivend dreams. Competition in the market has
evolved from simple enterprise development stratedd the development of clusters. The United
Nations Conference on Trade and Development 20@tqubout that cluster advantage had already
exceeded low cost advantage and became a domioaet p attracting FDI. A business cluster policy
and strategy have been recommended and populanizadternational organizations such as The
United Nations Industrial Development Organizati{@NIDO) and The Organization for Economic
Cooperation and Development (OECD).

More and more research results revealed that mamglaped countries have driven economy
flying-off through the development of industrialsters. Here are some examples: Silicon Valley, 128
highways of microelectronics industrial cluster W$A; the surgical appliance industrial clusters in
Germany; the environmental protection and procgssitterprise clusters in Finland, etc. Advantages
of Industrial clusters of SMEs in Japan are outdita; even more. Usually small and medium-sized
enterprises take the big enterprise as the codusters. Italy is known as a kingdom of small and
medium-sized enterprises. More than 70% of the ffeatwring industry, more than 30% of the
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employment, more than 40% of the exports werezedlthrough specialization. Italy initiated a new
mode of industrial district theory of clusters withth cooperation and competition of small entsewi

In Italy, There are 199 professional clusters; etgpwere more than 20 billion U.S. dollars everarye
offered mainly by 66 cluster districts. The indwstidistribution in western countries has offered th
powerful evidence for the value of clusters’ theofySMEs (Liu Youjin, 2004 . In order to imitate
clusters with high competitiveness in the world hgnaountries have turned the public policy to local
cluster strategy, cultivated local enterprise dusst and impelled development and upgrading of
clusters.

1.2 Cluster theory

Overseas scholars have done thorough research on:

1.2.1 The classification, definition and featurésnalustry clusters:Spatial concentration(Alfred
Weber,1929;Baptista,1996;Swann,1998;Porter,1998),lexibfe specialization (Piore and
Sable,1984),cooperation network(Keeble,1999) andiakoculture(Mashall,1964;Bacattini, 1978
Saxenian,1994 Poter,1998 Wang jici,2001).

1.2.2 Innovation advantage:Mainly in the knowledgmllover effect caused by clusters(Mac
Dougall,1960 Audretsch,Freldman,1996 Rui Baptsta&Peter Swann,1998), the availability of
innovation resources(A.Saxenian,1994), chasingcgffpulling effect(Michael E.Poter,1990) and
embeddedness(Granovetter,1985;Uzzi,1996;Johanr2€), etc.

1.2.3 The mechanism of the creation of innovationlvaatage:saving transaction
cost(A.J.Scott,1986;Storper,Harrison,1991),  sharingalue linkage(Michael  E.Poter,1985),
complementing resources(M.A.Hitt,1995),exterior Wiexige and exterior scale
economy(Marshall,1920;Krugman,1991).

1.2.4 The evolvement of cluster:The clustering antlying behavior of enterprises, interior and
exterior conditions and cluster policies(Liu Youfi604).

Clusters represent a kind of new spatial orgardrati form in between arm’s-length markets on
the one hand and hierarchies, or vertical integmaton the other. A cluster, then, is an altermatiray
of organizing the value chain. Compared with matkaisactions among dispersed and random buyers
and sellers, the proximity of companies and instis in one location and the repeated exchanges
among them fosters better coordination and trustisTélusters mitigate the problems inherent in
arm's-length relationships without imposing thderibilities of vertical integration or the managemt
challenges of creating and maintaining formal ligg@& such as networks, alliances, and partnerships.
cluster of independent and informally linked comipanand institutions represents a robust
organizational form that offers advantages in &fficy, effectiveness, and flexibilityMichael E.
Porter 1998 .

1.3 Cluster strategy and the development of SMEs

Cluster strategy is often fixed on small and medagired enterprises. Because numerous small
enterprises can get the competition advantageasirnalthe big enterprise through the optimizatién o
industrial organization and cooperative effecthd tlusters, including external large-scale pradact
effect, reduced space transaction costs, knowladdeechnological innovation overflow and regional
brand effect, etc. It offers an effective regiomayanizational form and policy guidance for the
development of SMEs.

1.4 Cluster and international industries shift

Since the 21st century, a new round of internatiomustry shifts have been taking place. During
the course of it, the trend for the enterprises amtlistry to gather geographically has occurred



obviously. A lot of industries are shifting to theeas with well-developed infrastructure, lowertsos
such as inexpensive land, labor and energy, a dll@itax system and geographical advantages as an
export base, social stability, faster responséebebmplete set district and so on. And the irgéomal
industry shifts from the original individual projgedéndividual enterprise, the individual industnyto
industry chain now, not only transformation of miamturing center, but also the transformation of R
&D, purchasing, selling and after-sale serviceuBtdal clusters have become an important attrgctin
factor for FDI and promote clusters themselvesfenénd.

1.5 Typesof clustersin China

In China, since the 1990s, the enterprise clustere promoted the fast development of the
economy of our country. Coastal areas such as thgyt¥e Delta and Pearl Delta, etc. have been
developed into the international production basenahufacturing industry and the export base
gradually.

The economy of Guangdong and Jiangsu & Zhejiang vaoe mhajor bright spots of China’s
regional economy. Custers are divided into two g@afes according to their initial power. One
category is the spontaneous and endogenous iraludtrster that is represented by clusters of gean
of small and medium-sized private enterprises sugcim Zhejiang. The other type represents those that
are attracted by the foreign direct investment {jFdich as those in Guangdong and Jiangsu. Here are
some examples: The new hi- tech clusters in ShenzhienPC and fittings clusters in Dongguatihe
home appliances clusters in Shundehe IT product clusters in Suzhou, Kunshan and &vigji There
are four major reasons why foreign manufactureesgaavitating to China today: abundant low-cost
labor, huge market potential, expectations of imptbbusiness laws and practices due to China’s
accession to the WTO, and the development of imdlistusters.

2 Comparison of two kinds of different clustersin China

2. 1 Characteristicsof clustersin Zhgjiang

Clusters in Zhejiang are known d¢he block-shaped econoritraditionally. The most typical
feature is“every village has its own characteristic produot] avery town has its own characteristic
industry” . Most products are produced in traditional indastrsuch as agricultural and sub- products,
textiles and other light industrial products.

2. 1. 1 The reasons for which clusters have formed in iZhgjinclude the development of
traditional folk handicraft industry, the prospgritf commercial history, the classical way of thimk
the Eastern human environment and the blood rektipn Humanities network with blood
relationship and geography as the link contributedhe formation of the small and medium-sized
enterprise clusters in Zhejiang. At the same tifme reform and opening policy, the market cultivgtin
system condition as well as the survival choicedeurcompetition condition enable the small and
medium-sized enterprise clusters to come into excst with the characteristic of network.

2. 1. 2 From the structural point of view, Zhejiang’s draad medium-sized enterprise clusters
take the specialized market as the backing, theiapeed division of labor as the foundation, ahd t
specialized product as the main industry. Small sredlium-sized enterprise sub-community of both
production type and business trade service typdeareloped in parallel and harmoniously.

2. 1. 3 From the viewpoint of the developing processpcialized labor division, Zhejiang’s
specialized division of labor of small and mediuized enterprise clusters experienced three
development stages, namely production specializagtage, production craft specialization stage as
well as production service specialization stage.

2. 1.4 From the viewpoint of the changes of economidesdhe enterprise clusters had adopted



two different kinds of expansion pattern. In thiiah stage forms of clusters, the developmentguatt
of “the home position expansidris mainly adopted. When clusters enter their matiege, its
development ways changed frdfthe home position expansion ” taifferent areas incubatirig, that

is to incubate new homogeneous enterprise clusteaddifferent far-distance place, in order to lrea
through the development limit, and explore new ttguent space.

2. 1. 5 Advantages and shortcomings: Zhejidttge spontaneous and endogerioirdustrial
clusters’ development speed was relatively slowead the forming process was relatively longer
However, enterprises in the clusters had strongstil relationship, and clusters had strong gatge
function effect, which made clusters quite staBleterprises in clusters were well rooted in thesare

2. 2 Characteristicsof clustersin Guangdong and Jiangsu

Different from Zhejiang's“ spontaneous and endogenduslusters, the most prominent
characteristic of small and medium-sized enterprigsters in Guangdong and Jiangs( imbedding
type” clusters. The Guangdong specialized towns were fadindainly through the government’s
policy and guidance. They depended upon the gebgrapperiority, the policy superiority, and the
low cost superiority of Guangdong to attract diréctestment from external enterprises. They
established the export-oriented processing manufadndustry bases, and gradually formed the
industry gathering scale. For example, in Guangddimgre are 7000 foreign-investment enterprises
that have absorbed 15million people to work and @8%e enterprises are SMEs employing less than
500 employees.

Being adjacent to Hongkong, and located betweenn@leou and Shenzhen, Dongguan in
Guangdong city has a very good location advantiigesed to be famous for its processing industry
featured with high labor intensity, such as clofh&®es and toys. Nowadays, Dongguan has been
developed into one of the most important produchiaees of computer and communication products.
In the 1990s, with the international transfer ofih@ustry, Dongguan absorbed Taiwan capital, arsd ha
been taken into the global production net systeffadfian’s IT industry. In Dongguan, there are more
than 2800 electronics and information enterpriseese computer magnetic head, computer cases and
semi-finished products take up 30% of the globatketashare, advanced capacitance 25%, and 10
products such as scanners and keyboards dBPang Bingshen,2003.

Suzhou in Jiangsu province is located in the midafiehe Yangtze Delta, and adjacent to
Shanghai. During the late 1990s, Suzhou has beecessfully transformed from the traditional
manufacturing industry to the production base etgbnics and IT industry. The local government
made full use of its advantageous location and muresources, and has built industrial estate sach a
Suzhou industrial estate and Singapore induststdte, etc. The local government also provided
favorable investment policies, plus consideratiigient and transparent service environment taettr
investment in electronics and IT industry. Sincel®w’s comprehensive investment environment is
superior to Dongguan, and Suzhou is adjacent to@tea, in the second round of Taiwan IT capital
transfer in the late 1990s, Suzhou has replacedyan and become the major beneficiary of Taiwan
capital. This round of transfer is different frohretway Dongguan attracted foreign investment in tha
its total industry level is higher than the predaovestment in Dongguan. Taiwan capital beingriake
as the main source of investment, Suzhou alscctdtimavestment from multinational companies from
many places. At present, the investment in Suzhel@stronics and IT industry has surpassed 10
billion USD, and is increasing rapidly by 40% eaelar. Among Suzhou's hi-tech enterprises, foreign
funded enterprises take up 45%, while among eleiciscand communication manufacturing industry ,
foreign funded enterprises take up 8%%iao Ying, 2004 .



The IT industry clusters of both Dongguan and Suzii@umainly pushed by Taiwan and other
foreign capital. The traditional superior locatiohthe two places played an important role to attra
foreign investment at the initial stage. With th&teging of large enterprises, supporting SMEs and
competing corporations also developed and formeédsitnial relations in the region, the upper and
lower reaches of the supply chain become more aré somplete. In the forming and development of
these clusters, the advantages produced by the shtadters, in turn, become important factors to
further attract foreign investment.

2. 2. 1 Government's functions: In 1999, Guangdong pewvietarted the specialized town
development plan, and authorized 46 specializedhsotw be experimental areas, The experimental
goal was mainly to explore the following importgrbblems: how should the government and the
universities frame the specialized town developmgian together, how to impel the industrial
promotion and establish characteristic service foetspecialized towns, how to let the small and
medium-sized enterprise to obtain the informatibow technical development and the means, how
to obtain the social network, and how to redueedbpendence purely on the low cost superior. In
Guangdong’s specialized town development plan, gowents’ functions were to build the clusters
platform for SMEs. Governments’ energy concentratedhe development of industrial foundation
and optimized investment environment.

2. 2. 2 Advantages and shortcomings: Guangdong and Jdisngsnbedding typé& clusters had
relatively quicker starting speed, and the formafoocess was relative shorter; However, entergrise
industrial relationships were weaker in the clusténe industrial correlations were loose and Fidl d
not take the local enterprises into its industchhin. Clusters are unstable and enterprises lack
embeddedness. The local enterprises’ extrovert stipg@apability is not sufficient, either. Accondgj
to the information provided by the economic andhtécal development research committee of Suzhou,
in the 14 nation-level and province-level developmeones, there were more than 2100
foreign-funded enterprises, among which only 17geifm-funded enterprises from 5 development
zones have established supporting production oalativith 134 local enterprises in Suzhou, the ogher
development zones have done nearly nothing in thpasting projects(Xiao Ying,2004).Because
China’s industrial estate are mostly “policy distsi’, which means that some favorable policies
(favorable policies on taxes, credit, land, aniteff, etc.) are given to a particular district {@asl of to
a particular industry) in order to develop entesgsi The scattered “policy districts” which are
different from “industry preferential” “policy digtts”, are not good for the linkage and integnatad
industries, and make it difficult to form effectie@ister units.

It is believed that industrial estate should uraletstrategic transformation from “policy district”
to “function district”, and from cultivating compgte enterprises to cultivating competitive indyst
clusters.

3. Thecountermeasures of promoting industry clustersand development of SMEs

A use of comparison analyses methods indicatesatlspecific type of SME cluster has its own
advantages and shortcomings. Government plays tengaroles during the different phases of SME
cluster development .Government can either be tightened government, like Zhejiang, who does
not directly intervene the enterprises’ behavibtg,open green lights to them; or like Guangdohg, t
local authority acts aSthe first propelling forcé to the specialized town /clusters with the help of
platform construction.

The‘spontaneous and endogenbdsisters areooted in the areas strongly, while thmbedding
type” clusters usually are lack of embeddedness at ttiye stage when the specialized town clusters



enter the benign development orbit, governmentfsction should be weaken slowly, thus enable
“imbedding typé€ cluster’s internal structure and the industrialwuwek to carry out the natural
optimization and reconstruction through the markethanism, so as to transit frdhman fostef' to
“nature up growth, and promote a cluster’s transition from entegpdkister to an industry cluster. It
is not enough only to depend on FDI and governmémisstment to Promote development of the
clusters and the SMEs in the long run. There areyro#lrer important aspects. For example, to boost
privately owned enterprises, give them equal treatnas FDI, accelerate value-added tax reform,
promote work sharing, support domestic small andiom-sized companies in areas such as loans,
guidance on technology and management know-howlogew training and form the related network
with big enterprises as the core. Bringing theteslasmall enterprises into the whole development
framework through encouraging the big enterprisesdrk with small enterprises group in close or
loose form, and offering technology, informationndl and network on the market. Forming long term
and steady business strategy alliance is also lu@fu, Japanese automobile industry takes cantrac
with external SMEs and makes an enterprise stratemn net.)

Governments can usually take the following meastadgelp and guide the formation of industry
cluster system.

3.1 To formulate gover nment policiesthat can guide and encourage industry clusters

Clusters policy is mainly composed of industrialligo (including small and medium-sized
enterprises policy) and science and technology (S#liry. Its goal is to stimulate and strengthem th
connection among different parts of the network¢hsas companies (including the specialized
supplier), the organizations of knowledge product{the university, research institutions, etc.) and
linking organizations (the brokers, consultant$)lES should also increase the added value of action.
The differences between traditional industrial ppoland clusters policy lie in goal group turn into
extensive“value chairi from horizontal department at present. The suppmthanism will change
from direct financial support to the indirect praioo. There are three models about this, namely
regional development model, SMEs net model and tinglusresearch linkage model(Zhu
yingming,2003).

3.1.1 Reinforce planning. Developing industry alustneeds developing leading characteristic
industries. The governments should concentrate enddvelopment of industry clusters that have
innovation resource advantage or regional advantagke good use of the specialized fields including
technology, human and system environment as wehebasic conditions to form regional brand and
regional competition.

3.1.2 Under the overall plan of constructing industiuster, attract particularly projects which
possess industry leading advantage, industry lialsdfpct and coordinating effect. Try to decredse t
crowdedness effect caused by the blind entrandevoflevel enterprises and the over competition
between theses enterprises and the existing finrtigei course of formation of industry clusters. iBgr
the process of choosing the suitable industry o, §overnments should take area resource, culture,
market, geography, etc into account, fully utilieal peculiar specialty such as technology, human
resources, institutional environment and otherdasnditions and form regional brand and regional
competitiveness.

3.1.3 With the help of favorable policies, guide thvestment on public goods or quasi public
goods which are important for the development afustry clusters, especially the construction of
infrastructure which is integral to industry deymizent. Reinforce the soft environment through
communication within the area, information senace information network.



3.1.4 Formulate systematic policies to promote ¢beperation of productionlearning and
research. Encourage the scientific and technic#l agftauniversities as well as scientific and tedati
institutes to take part in the technology innovatativities.

3. 2Tocreatean inter-dependent industry system

Create an inter-dependent industry system, exteaeddgional industry chain, and establish an
industry network system of division of labor. Se¢ileg and supporting the leading enterprise is e k
to cultivate industry clusters. According to théerof forming industry clusters, an industry cluste
formed on the basis of development and fission tdaaling enterprise by means of innovation and
imitation. The leading enterprise plays a signifiaare that can cause clustering effect in the sewf
formation of an industry cluster. Therefore, aftex industry has been determined, it is criticadetect
the leading enterprise from the related industrig the key to cultivate comparative advantagkiliy
make use of the role of a leading enterprise imdustry cluster.

3. 3Toimprovethe attractiveness, economic performance and development of aregion

The sophistication with which companies compete padicular location, however, is strongly
influenced by the quality of the local businessiemment. Some aspects of the business environment,
such as the legal system, for example, or corpaiaterates, affect all industries. In advanced
economies, however, the more decisive aspectediubiness environment are often clusters specific;
these constitute some of the most important micwemic foundations for competition. Clusters
affect competition in three broad ways: first, bgrieasing the productivity of companies based én th
area; second, by driving the direction and pacénpbvation, which underpins future productivity
growth; and third, by stimulating the formationraw businesses, which expands and strengthens the
clusters itself. A cluster allows each member todfié as if it had greater scale or as if it haihgal
with others formally-without requiring it to saddé its flexibility. So every cluster in our countr
should pay attention to the soft environment camsion, build a fair, transparent, steady system
environment, and encourage the establishmentarge humber of intermediaries, in order to form the
streamlined supply roller chain of the design, piaiibn, supply, sale and after-sale service. Attrac
first-time investments by developing a competitblienate based on essential infrastructure, taxation
and rules and practices that ensure equal treatfoeribreign capital. Attract FDI by setting up a
one-stop office that can provide essential servioesxisting foreign firms and newcomers. A good
reputation among existing foreign firms is the basblicity for attracting additional FDI. Industtia
clusters in turn become an important pulling faétor=DI.

3. 4 Tointensify industry-research collaboration, and gradually realize the moder nization
and up-grade of clusters

Dongguan and Suzhou are export-oriented industrstels, the investment of MNC is to utilize
China’s labor force status in the tides of the @dfl industry to a great extent, to shift the roliaain
of the industry and to hit the midstream and doveash parts whose added value is not high. So it is
very important to foster the innovation ability thie small and medium-sized enterprises in clusters,
deepen processing trade dynamics progressivelye negiterprise clusters into modern industrial
clusters, and realize their conversion and upgoadin

3. 5To perfect the service system

The industry clusters do not develop separately. naust be a perfect service system, which
mainly includes:

3.5.1Various kinds of consultancy and intermedgegvice agencies, such as market investigation
agencies, technology consultant agencies, scieméfiults exchange center, intellectual propeghtri



service center, product display center, law firmg accounting agencies.

3.5.2 Innovation center. To serve as the busimesshator for the high-tech enterprises which are
at seed stage or start-up stage.

3.5.3 Education and training system to ensure hueswurces supply.

3. 6Tocultivateregional innovation culture

The innovation culture has helped the Silicon Vabehieve greater success. It is also crucial in
developing countries.The most important thing inoivation spirit is to encourage and tolerate failur
and then to encourage to accept new things anizees¢lf value, and thirdly to stimulate every
person’s innovation and pioneering spirit from highk management to ordinary staff members.
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