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THE DETERMINANTS OF FOREIGN DIRECT INVESTMENT INFLOWS
OF GANSU PROVINCE CHINA

Hu YUXIA!

ABSTRACT

Foreign direct investment has contributed significantly to Chinese economic development. Yet
the geographic distribution of FDI is quite uneven. Compared with the inward FDI in the
eastern and mid regions of China, the Western region has attracted less FDI. FDI is fuelling
much of the rapid economic leap of the developed regions of China and the significant
inequity grows further. There are many determinant factors to influence the FDI inflows. The
essay takes Gansu province as an example, the author concludes that the core constraining
factors of Gansu province in FDI attraction are, but not limited to, the economy development
and openness degree, natural environment and the impact of industrial cluster, thus, the
government of Gansu province should formulate corresponding measures to attract FDI
inflows so as to produce optimal results and stimulate the economy growth.
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INTRODUCTION

Foreign direct investment has contributed significantly to Chinese economic development.
Yet the sector and geographic distribution of the FDI is quite uneven. Much majority of FDI
in China is pinpointed in developed and coastal provinces as Guangdong, Jiangsu, Fujian and
Shanghai, and the residual majority even immediately adjacent to the coastal areas is slightly
touched. By the end of year 2010, the foreign-sponsored enterprises in China climbed up to
the total of 710,641, and the actual utilized FDI amounted to US$1051.2 million. The Eastern
regions took up the proportion of 83.3% and 86.5 respectively, and the mid-regions 10.7%
and 8.1%. With 12 provinces and cities as Chongging, Sichuan, Guizhou, Yunnan, Tibet,
Shanxi, Gansu, Qinghai, Xinjiang, Ningxia, Guangxi and Inner Mongolia, the western regions
only covered 6% and 5.4% respectively. In the total Western FDI inflows of 2010, Sichuan
topped the list of all the Western provinces and took the proportion of 37.4%, followed by
Chongqing 29.1%, Shanxi 10.1%, and Guangxi 8.4%. Located in the north-west China, Gansu
province is land-locked and adjacent to Qinghai, Tibet, Xinjiang, Ningxia and Inner
Mongolia, the land area of which is around 4.69% of the total area of China and ranks the
seventh of all the provinces and cities of China. Gansu is world renowned for its minority
groups and stocks economy of ethnic areas. Gansu province is well-endowed with many
natural resources especially some rare precious metals, and most importantly, it builds up the
business connections between China and the Republic of Mongolia. Yet the story of FDI in
Gansu is not quite as rosy as what should be expected. By the end of the year 2010, the
registered foreign enterprises of Gansu province totaled 2016, and the actual utilized FDI
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inflow amounted to US$ 86 million, which nearly touched the rock bottom as compared with
the other eleven provinces and cities of the Western region. Based on the statistical data of
various sources, this study portrays the inward FDI flows of Gansu province from the various
perspectives and lists the underlying determinants.

LITERATURE REVIEW

A large number of literatures have empirically studied the FDI location choice in China. The
idea of FDI agglomeration in certain regions or places can be traced back to as far as
Marshall, (1920) who pointed out the reasons of agglomeration are that firms pursuit internal
and external economies of scale. Redding and Venables, (2004) noticed that the geographic
location, thus the degree of openness will affect the flows of goods, factors and information,
and will naturally affect the location choices of FDI. A large domestic literature has sprouted
in order to offer explanations of the location of foreign direct investment. Wang and Hu,
(2005) used the data sample of foreign-funded enterprises in Jiangsu province and found these
industries showed some degrees of heterogeneity in attracting FDI that more specialized
industries tend to have more FDI agglomerated. Wei and Jun, (2008) in their empirical study
of FDI in Anhui province held that the industrial structure was the main constraining factor to
attract FDI inflows. He and Tong, (2008) have chosen the FDI location choices of the
Yangtze River Delta, and concluded that the difference of aggregation factors, economic
strength, manufacturing level, technical level and labor costs had a significantly positive
power on the location of FDI, while the distance to Shanghai showed a negative impact.
Zhang, (2008) analyzed the impact of intellectual property protection of the host country, and
kept the idea that a modest and efficient intellectual property protection mechanism would
attract more FDI inflows.

Many scholars are trying to portray the internal reasons of differentiated inward FDI flows in
different regions of China. Zhang and Wu, (2005) in their essay concluded that temporary
demand had speeded up FDI inflow. Gao, (2008) proved the differentiated spur of FDI to the
economic development of eastern and western regions China. Cui and Li, (2010) focused on
the contribution rate of FDI injection to GDP growth of the three regions of China. Dengquan,
(2011) concluded that the influences of FDI on the recipient places include direct impacts and
technology spillovers. Other Chinese scholars as Lei, (2006); Gong and Jiawei, (2011); Wan,
(2011); Qu and Shi, (2011) conducted their researches from the slightly different perspectives
and reported that FDI had promoted the economic development of Western regions to some
extent. In recent years, some Chinese scholars with a limited list of Xiang, (2005); Zheng and
Wang, (2006); Chen and Niu, (2010); He and Shi, (2010) sparked their ideas and
methodologies in their essays of Chinese versions in the narrowed perspective as exemplified
by the Gansu province China, and their concluding remarks are as similar as that FDI inflows
can definitely stimulate the economy development of Gansu province, yet there are many
determining factors to hinder the FDI inflows. They further showed their concerns with the
productivity initiatives in social dimensions and the coherent results. The general literature
review discloses that the scholars or practitioners of Gansu province have realized that the
total cumulative FDI stocks definitely have positive effects on the economy growth, and they
are trying to list some countermeasures for the increase of inward FDI flows. This essay,
based on affirmative data, outlines the panorama of inward FDI flows in Gansu province and
aims to formulate corresponding measures to multiply FDI inflows so as to further spur the
local economy development.

The FDI inflows in Gansu province

Many policy-makers regard FDI attraction as an important element in their strategy for
economic development, since FDI has gained a wide acceptance as an amalgamation of
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capital, technology, marketing and management. For Gansu province, the FDI inflows keep at
a rather limited scale and vary from time to time.

Table 1: The real utilized FDI in the eleven provinces of North-West China (US$ millions)

2005 2006 2007 2008 2009 2010
Inner 407 500 579 763 950 910
Mongolia

Guangxi 609 760 929 1094 1210 1248
Chongging 284 330 762 1005 1200 1567
Sichuan 663 800 1156 1960 2140 2593
Guizhou 103 120 120 142 160 186
Yunnan 290 380 454 553 680 778
Tibet 20 20 22 24 30 26
Shanxi 558 610 689 562 720 831
Gansu 137 100 106 128.42 150 186
Qinghai 27 50 73 103 80 86
Ningxia 154 150 80 88 100 97
Xinjiang 75 100 129 205 230 247

Source: Statistical Yearbook of China 2005-2010

As evidenced from Table 1, the actual utilized FDI inflow of Western regions shows the up-
soaring trend in the chosen sample years, yet with differentiated paces. Inner Mongolia and
Chongging seem to strengthen its inward FDI flows with high speed, while Tibet, Qinghai
and Ningxia fluctuate in the FDI inflows and even stepped backward from time to time.
Consequently we may deduct that the allotment of FDI inflows in the western region of China
is quite uneven with the developed provinces and cities as the crux powers and the others
slightly touched. Gansu province is positioned at nearly the rock bottom.

Table 2: The panorama of FDI inflows in the provinces of North-West China in 2011

Provinces Projects  Ratio (%) FDI Inflows (US$ Million) Ratio (%)
Total 1358 100 9022.5 100
Sichuan 379 27.9 3373.1 37.4
Chongging 226 16.6 2627.2 29.1
Shanxi 142 10.5 909.8 10.1
Guangxi 190 14.0 759.1 8.4
Yunnan 166 12.2 600.5 6.7
Inner Mongolia 82 6.0 337.7 3.7
Guizhou 38 2.8 216.0 2.4
Gansu 28 2.1 126.2 1.4
Ningxia 25 1.8 40.3 0.5
Xinjiang 62 4.6 32.7 0.4

Source: Official statistical data of the related provinces

Though Qinghai and Tibet are two provinces excluded from Table 2 due to lack of the
concerned statistical data, it is still quite clear that both FDI inflows and the number of the
foreign-funded projects in Gansu province are quite limited and there exists huge distance
between Gansu and the developed provinces in western region of China as Chongging city,
Sichuan and Shanxi provinces.
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The constraints of fid inflows in Gansu province

Much of the foreign furor over foreign-controlled enterprises in China is an offshoot of rich
raw materials, comparatively cheap labor force, and the great market potentiality alleged by
the huge population, which was reflected in the high tides of factories in coastal cities. The
key determinant of the location of foreign direct investment is the investment environment
which is usually as broad as to include political environment, economic environment, social
environment, legal environment and natural environment. From the more concrete
perspectives, the reasons for international investment activities are mainly as follows: to seek
for market penetration, to base on resources-driven motives thus to outsource the fragments of
the productions with huge resources or labor inputs, to pinpoint near the emerging consumer
markets, to search worldwide for cost-effective production and increasingly flexible
marketing netting, or to engage in techniques collaboration. There is a long list of
determinants of FDI inflows in Gansu province as economic strengths, manufacturing level,
technique level, labor costs, technique property protection mechanism, differentiated role of
human resources and urbanization process, market size, public capital and so on. We
synthesize the core constraining factors of Gansu province in FDI attraction as the economy
development and openness degree, natural environment and the impact of industrial cluster.

The economy development and degree of economy openness of Gansu province

Table 3: The foreign-related business and GDP of Gansu province in 1999-2008°

Total Volume of Overseas Contracted Total Foreign
Year Importation& Projects and Labor FDI Tourism GDP
Exportation Service Cooperation  Inflows Earnings
1999 406.23 56.64 41.04 37.35 11549.52
2000 569.53 73.92 62.35 54.63 12716.21
2001 778.87 53.34 74.39 44.81 13594.22
2002 877.40 48.57 52.28 54.31 14883.82
2003 1327.14 41.92 38.87 21.17 16905.80
2004 1763.14 39.51 35.39 43.79 20392.51
2005 2631.36 57.89 20.44 58.76 23585.12
2006 3824.50 54.05 29.54 62.93 28458.75
2007 5495.94 106.17 118.02 70.21 35578.69
2008 6093.55 3032.21 128.42 60.34 5736.28

Source: Statistical yearbook of Gansu province

As evidenced by Table 3, in the chosen time span, the four criteria of the foreign-related
business of Gansu province are total volume of importation and exportation, the value of
overseas contracted projects and labor service cooperation, the total FDI inflows and the
overall foreign tourism earnings. All the four factors show that Gansu province has been
developing steadily and increasingly in its foreign businesses and activities. The degree of
economy openness is the weighted average of the ratio between the four determinants with the
GDP respectively. Thus, the composite economy openness of Gansu province is in the up-
soaring trend in the sample years, yet it is far below the developed provinces and regions of
China. Furthermore it lags behind the average level of China as a whole with 2.24% and
28.13% respectively in the year 1999, 12.45% and 55.05% respectively in the year 2008. This
is the most important constraint in limiting the FDI inflows of Gansu province.

2 Measurement Unit: US$ million
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Natural environment

The environment features of Gansu province is that it is land-locked and adjacent to Qinghai,
Tibet, Xinjiang, Ningxia and Inner Mongolia, the land area of which is around 4.69% of the
total area of China and ranks the seventh of all the provinces and cities of China. Gansu is
world renowned for its minority groups and stocks economy of ethnic areas. Gansu province
is well-endowed with many natural resources especially some rare precious metals. What
makes the difference is that geographic location and natural endowment of Gansu province
have built-up its public image as an agricultural-oriented place and the industrial contributions
a weak flicker. The primary industry has dominated a prominent position, thus the overall
economy development of Gansu province lags behind other developed coastal provinces of
China, and even behind the relatively developed provinces of Western region of China as
Shanxi, Sichuan, Guangxi Zhuang Autonomous region and Yunnan etc. This can not, in all
possibilities, attract the multinational corporations to make investment and the FDI inflows
are rather limited.

The impact of industrial cluster

Annual per capita income of the Core Cities and Districts of
Gansu Province in the Year 2010
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Figure 1: Annual per capita income of the core cities and districts of Gansu province in 2010
Source: Statistical yearbook of Gansu province 2010

Figure 1 alleges clearly that the annual per capita income of the fourteen cities and districts of
Gansu province are nearly at the same level with Jiayuguan and Jinchang cities topping the
list but only a bit higher in the chosen criterion. On one hand, this portrays that the main
regions and cities of Gansu province are developing at the same pace, and the economy
advancement has achieved the sustainable equilibrium. On the other hand, this facts show that
we can not pinpoint the core economic powers of Gansu province, thus it is impossible to
formulate industrial zoning and clusters. As it is the usual case, for any countries, provinces or
cities, the core powers are playing the leading roles in FDI attraction, industrial structure
strengthening, even the talents training and on-the-job education etc. yet in Gansu province,
the quasi-cloning of the cities and regions has substantially eclipsed this radiation capacity,
and consequently hinders the inward FDI flows to much extent.
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CONCLUSIONS AND CORRESPONDING COUNTER-MEASURES

Generally speaking, FDI is a significant engine for economic growth. The inward FDI acts as
a complementary fund source together with domestic investment, which has partly exerted
positive powers on economic growth. Yet even within the territory of one nation, the impact
of FDI varies among provinces and cities, between industries and regions, depending on
resource endowment, geographic location, region characteristics, labor force, and the policy
environment as well. The government of Gansu province should take the corresponding
measures to enlarge FDI inflows so as to facilitate economic development.

As evidenced by the official customs data of 2008, the total volume of the exports of Gansu
province amounts to US$ 70.72 million, and the agricultural products and the by-products
totals US$ 59.10 million and takes up the proportion of 83.57%. In the same year, the actual
utilized FDI is US$ 128.42 million. Yet US$ 109.82 million flows into the industrial sections
as the supply of water, electricity, gas and mining, which accounts for 85.52% of the total
inward FDI flows. This is well alleged that the exportation of Gansu province focuses on the
low value-added commodities, while the FDI inflows are quite characterized by the primary
industry. It is well known that, for any countries, provinces, or regions, the higher the
development of the tertiary industry, the higher the level of economy development.

So the government of Gansu province should try to better its industrial structure, so as to keep
the FDI inflows into optimal use. Firstly, to develop the traditional industrial sections is still
indispensable, e.g. the manufacturing of traditional Chinese medicine, the wind energy
industry, solar energy industry, tourism industry, foodstuff industry, the industry of flowers
and plants etc. Furthermore, it may be expected that the strategically utilized FDI inflows
shall definitely support the local firms to move up the global value ladder and try to sink into
tertiary industry, such as the fertile hi-tech industries etc.

It is somewhat ominous that much of the foreign furor over foreign-controlled enterprises in
some places of China is an offshoot of rich raw materials, comparatively cheap labor force,
and the great market potentiality alleged by the huge population. The government officials of
Gansu should make the regional investment environment more acceptable to foreign firms
from the upstream resource extraction to service delivery. So, what comes firstly is to better
the infrastructure construction, say, to enlarge road and rail density, to popularize the
telecommunication web, to stabilize the supply of water, electricity and gas etc.

Gansu province is typical of huge reserve of labor force, yet with high ratio of illiteracy and
the average education level is quite lower than that of other cities and provinces of China.
Since the purpose of multinational corporations is to reduce costs, the regions with abundant
and qualified labor force will own advantages to some extent. So the education level of the
employed persons is rather important. As is well-known that positive effects of FDI occur
only when the host region has a minimum threshold level of proficient human capital, who are
highly proficient in technology diffusion, acquisition of product and process innovation, and
better management practice. So the government of Gansu province should develop human
resources to well match with the requirements of FDI utilization. To enhance the general
education level and cement the on-the—job training and practice are most important.
Furthermore, to authorize the universities and institutes in research & development and give
them the strong backbones in financial support, thus to further commercialize the advanced
technologies into production usage are rather strident.
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