ISSN : 0974 - 7435 Volume 8 Issue 1

LioSechn o/oyy

A Indian Yournal

—====> FyLL PAPER

BTAIJ, 8(1), 2013[11-17]

Analysis of foreign direct investment on china’s industrial structure

innovation

Cheng Ye-bing

Anhui Scienceand Technologe Univer sity, School of M anagement, FengyangAnhui, 233100, (CHINA)

ABSTRACT

Since the beginning of reform and opening up, the international
competitiveness of China’s economic has been enhanced. So it leads to
the significant growth of foreign direct investment in our
country. However, the industrial structure of foreign investment runs
counter to China’s industrial structure optimization and orientation. It
makesit impossiblefor that foreign investment maximization and China’s
industrial structure optimization can’t be directly proportional to develop.
And it leads to the lack of conductivity for foreign investment in China’s
industrial. Addressing this situation, we start with the proportional
changes in composition and changes in industrial structure of FDI in the
three major industries, and analyze the changesin composition of the FDI
in China’s three industrial structures. The innovative industrial structure
change is proposed and feasible suggestions of how to guide foreign
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investment gradually is put forward.
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INTRODUCTION

After 30 years of reform and opening up, along with
the continued growth of economy and the accel eration
of theprocess of economic globalization, Chinaisnow
out of themiddle stage of industrialization. Theinitia
adjustments of China’s three industrial structures and
therational tasksin the current period have been com-
pleted basicaly fully™™3. Theforeigndirect investments
have played acertainrolein China’s economy market
regulating. It hasfurther accel erated the evolutionand
development of China’s three major industrial institu-
tions, making thetotal of China’s economic growth
mainly to change from thefirst and secondary indus-

tries into mainly in the secondary and tertiary
indugtries. Comparing to most developed countries over
the same period, the proportion of China’s secondary
industry isrelatively higher and the proportion of the
tertiary industry islower. Although China’s industrial
structure adjustment and upgrading has been put into
animportant position and theindustria structure has
been greetly improved, thereare till someurgent prob-
lemsto be solved*®l.

Theindustrid structurerefersto different industries
in economicactivitiesfrom technica and economicrd-
evance, and contai nsthe corresponding proportional
relation. Technical and economic relevanceto funda
mentally describethedifferent between industry trans-
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formationreationship, reflectsthe characteristics of dif-
ferent industrial economic activity. Proportiona rela-
tion can describedifferent industriesinthe overal in-
dustrid structure system, theeffect size, canreflect dif-
ferent industry economic activity external characteris-
tics. Fromthe staticAngleanaysis, threetimes between
industry field, mainly reflected inacertain period of the
threeindustries produce GDP accounted for the pro-
portion of thetotal gross national product, from the
dynamic perspective, threeindustriesare mainly em-
bodied in therelationshi p between thethreeindustries
of GDP accounted for the proportion of thetota gross
nationa product changes™9.

Industrid structureisthekey to influencethe pat-
tern of economic growth factors, and can describe
China’s economic development and the overall national
economic performance, and andysisthestuationof in-
dustrial structure of our country, to understand the
change of the structure of industry trendsand to opti-
mizetheexigtingindustrid structureand upgradeof in-
dudtria structureof the advantages, enhancethenation’s
overal economic strength, promote economic devel -
opment hasimportant vaue.

Our existing production and supply structurecan’t
adapt to the changes of theinternationa and domestic
market demand. On the one hand, the performance of
local productionisexcessand theleve structureisrela
tively low. Ontheother hand, thequdity of personnd is
relatively low and product consumptionisreively high.
Chinaisfaced up thetask of adjustment and upgrading
of industrid structure. And the effectiveuse of foreign
investmentsisthe main method to achievethisgoal.
However, theindustrid structure of foreigninvestment
runscounter to China’s industrial structure optimization
and orientation. Thismakesitimpossiblethat foreign
investment maximization and China’s industrial struc-
ture optimization can’t be directly proportional to de-
velop. Addressing thissituation, we start with therela-
tivity of the proportiona changesin composition, the
relationship of FDI total and economic growth, the to-
tal impact of FDI in the structure changes of the three
industrial . An experiment isanayzed, and measuresto
effectively improve China’s industrial structure are ad-
dressed. Feasible suggestions are put forward on rea-
sonably guiding foreigninvestment among China’s in-
dudtrid digtribution.

FDI AND THE STATUS OF CHINA’S INDUS
TRIAL STRUCTURE

Industry istheindustry enterprisesand organiza-
tionspart of the aggregate, theindustria structureisthe
partsor themutua relationship between industries. At
present, China’s industry standard for three kinds of
industrid structure, thefirgt industry isincluding animal
husbandry and fishery, the second industry ismining,
manufacturing, gas, eectricity and water productionand
supply, and construction, and thethird industry includ-
ing except thefirst industry and the second industry out-
sdeof dl enterpriseindustry, foreign direct investment
in China’s institutions of industrial capital investment in
thispattern property division.

With China’s economic growth, the phased devel-
opment of GDP and FDI can be roughly divided into four
stages. Thefirg stageisthat FDI gradually slowly enters
the China’s market and gradually shows a growth. At the
sametime, Chinaisasoforming the scaeof themarket
economy and economic development isrelaively dow.
Thesecond stageisthat FDI enters into the stage of de-
velopment of therapid growth. Chinaat thistime estab-
lishesasocidist market economic system. It leadstothe
rapid devel opment of the economy. The third stage is
that FDI investment shows a slowed down stage, also
the Southesst Asanfinancid crissoccurs. Thereforethe
growth rate of China’s economic structural adjustment
began to dow down. The fourth stage is that FDI has
arapid and stable growth stage, which accelerates the
steady growth of China’s domestic economy. Their spe-
cficdigributionsareshownasinFigure 1 and Figure 2.
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Figure2: China’s FDI absorption Graph from year 1983 to
2006

Ascanbeseen, withthe GDP growth in China since
thereformand opening up, Chinas three industrial struc-
turesisa so undergoing evolution. Asisshowninfig-
ure 2, foreign investments lead a growing scale of eco-
nomicand elevateto astablestate. China’s industrial
gructureshowsthefallowing forms. Compared with pre-
viousyears, the proportion of theprimary industry de-
scends. Alongwiththeintroduction of efficient cash crops,
anima husbandry and fisherieshavearapid and stable
growth. Therura economic structure hasbeen further
optimized. Thesecondindustria moderemainscontinue
torise, whiletraditiond industriesare converseto mod-
ernindudrid. Thehigh-techindustry hasbecomeanim-
portant driving force of economic growth of the second-
ary industry. Adheringtotheprincipleof high efficiency,
environmenta protectionand highly socid, thedevel op-
ment of China’s manufacturing industry ranks fourth in
theworld. Andthetertiary industry, i.e. the servicein-
dustry, hasrapidly devel oped and rose, inwhichthemost
obviousimprovement isthe share of thelabor factor,
focusing onthequality of theservicepersonnel.

However, foreigndirect investmentistill inlarge
part onthetype and quantity mainly check-market of
our country’s economy. The direction of foreign invest-
ment offsetsserioudy. In somewaysonly theinvestor
can control theinvestingindustry technology, and the
government macro-control fails, so that domestic en-
terpriseshavebeen marginadized. Thustheability of in-
dependent innovati on has been weakened, threatening
the profitsof China’s sustainable development. Foreign
investors’ fundamental purpose of benefit maximization

4 2006

runs counter to the strategic transformation goal s of
China’s foreign policy. The guarantee of the stable de-
velopment of themanufacturing sector, thecontinud ris-
ing of service sector, and optimizing thereform of the
gructureof foreigninvestment arerdated tothereform
and innovation of thethreemgor industriesin our coun-
try. Foreigndirectinvestment hasacritical roleonthe
development of the three industries. Therefore the
mechanismsand pathwaysof foreign direct investment
fromthetheoretical level to the actual usephaseare
researched. Theexperiment withthe overall data of FDI
is analyzed by the Eview 3.0 software. The Engle-
Granger two-step method is also applied. According
todifferent foreigninvestments, the elaborate impact
on reform and innovation capability of China’s three
magor industriesisdemongtrated. Thusit will beamore
scientific and rationa way to promote economic and
socia deveopmentin China. Itwill maintaintheconss-
tency of thedeve opment in China’s three industries and
aso guaranteethe profitsof foreign direct investment.

CASE MODEL

Inthisarticle, some scientific dataof the““China
Statistical Yearbook” published in 2007 is selected.
From theyear 1987 to 2006, the explanatory variables
arethethreemaor industrial output valueratios. And
first, second and third respectively represent the output
value of thefirst, secondary and tertiary industry. In
order to anayzetheimpact of thedifferent sources of
FDI onthe structure of China’s three major industries
more accurately, the paper distinguishes FDI overall.
Threeaspects, namely FDI1 FDI2, FDI3isselected to
represent theshare of foreigninvestment inthe primary,
secondary and tertiary industry. Theregression model
isshownin Equation 1.

Thesdf-created functionisexpressed asfollows
| =f (first, second, third, FDI 1, FDI 2, FDI 3) 1)

Amongthem, | istheresultsof research develop-
ment, and ismainly used to measurethe economic ben-
efitsChina’s three major industrial reform and innova-
tion.

When performing parameter estimation, alogarith-
mic model isused. Thelogarithmicformischosefor
after thelogarithm istaken, the coefficient of the ex-
planatory variablesiselastic. Comprehensively con-
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sidering the stability of thetime seriesand accuracy of
theresults, thecorrespondingvaues arerecorded as
Lnfirst, Lnsecond, Lnthird, LnFDI1, LnFDI2 and
LnFDI2. Itisworth mentioning that the fees, material
costsareincluded inthetotal expenditure of industrial
enterpriseswithintheexpendituresof scientificand tech-
nologicd activities, building fees, fixed assets, techno-
logical innovation, theintroduction of technol ogy, di-
gestion and absorption and purchase of domestic tech-
nology, etc. But other expensesunder thetechnical ac-
tivitiesexpenditurearenot includedin theinternal total
expenditure of thefunding for scientificand technologi-
cal activitiesfor different representation. A different
analysismethodisadopted.

Theempiricad method istaken asfollows. First use
the Eview 3.0 simul ation software based on theADF
unit root test and co integration test. The stationary test
the sequence of eventsisderived, asisshownin Table
1. Second, take Engle-Granger two-step method, ac-

cording to Granger causdlity test and analys's, theex-
perimental resultsarederivedinTABLE 2, TABLE 3
and TABLE 4.

TABLE 1: Thesequenceof eventsstationary test

Inspection ADF 5%

parameter Form Test Critical remarks

(C,T,P) statistic value
LnFDI1 (C,T,0) -2.22 -3.67 unit root exists
DLnFDI1 (CT,0 -4.11 -1.96
LnFDI2 (CT,0 -4.60 -3.67
DLnFDI2 (CT,0 -6.27 -1.96
LnFDI3 (C,T,0) -4.23 -1.96 unit root exists
DLnFDI3 (C,T.0) -2.68 -3.67
Lnfirst (C,T,0) -2.68 -3.67 unit root exists
DLnfirst (CT,0 -2.44 -1.96
Lnsecond (C,T,0) -1.49 -3.67 unit root exists
DLnsecond  (C,T,O) -2.60 -1.96
Lnthird (C,T,0) -1.19 -3.67 unit root exists
DLnthird (C.T.0) -2.47 -1.96

TABLE 2: Causality test of LnFD1and first

Null hypothesis  Fimpact value

Lag period probability

Decision making Consequences conclusions

LnFDI1<LNfirst
LNfirst<LnFDI1

1.82 2
0.01 2

0.99
0.20

LnFDI1<LNfirst
LNfirst=>LnFDI1

accept
reject

TABLE 3: Causality test of LNFDI 2 and Second

null hypothesis

F impact value Lagperiod probability decision-making Consequences conclusions

LnFDI2<LNsecond
LNsecond<LnFDI2

3.82
1.33 2

LnFDI2=>L Nsecond
LNfsecond<LnFDI2

Reject
2 reject

TABLE 4: Causality test of LnFDI3and third

null hypothesis  Fimpact value lagperiod probability decision-making  Consequencesconclusions
LnFDI3<LNthird 0.28 2 0.76 accept LnFDI3=>LNthird
LNthird<LnFDI3 213 2 0.55 reject LNthird=>LnFDI3

CASEANALYSIS

Usecaseanaysismodd and theuse of regression
function model evaluation function, the caseanaysis
model of the causal rel ationship between inspections,
specificasfollows.

From the Granger causality test and analysis, we
can get LNFDI1 withthefirst causality test resultsas
showninTable2. Theexpression “LNFDI1 < LNfirst”
meansFDI1 doesnot Granger Causefirst, thevaue of
P representsthe probability of “FDI1does not Granger
Causefirst .

Experimenta conclusion 1: From TABLE 2, when
thevaueof lag periodis2, the probability of foreign
direct investment causing the changes of China’s pri-
mary industry accounted for 90% or more, whichindi-
catesthat only ten percent probability can guarantee
FDI1 driveschangesin theindustry. Meanwhile, when
thevalueof lag periodis2, the probability of that the
foreign direct investment does not affect the primary
industry in Chinaaccountsfor 20%. Fromthesidere-
action, we can see that only when the foreign direct
investment accountsfor more than 80%, FDI can be
affected by the primary industry. Therefore, itissaid
that the changes of the primary industry inthe GDPis
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affected less by the changes of foreign direct invest-
ment. Therdationship of thetwo hasonly asnglecausd
relationship.

Experimenta conclusion 2: From Granger causa-
ity test and anadlysis, LNFDI2 and Second causality test
results are shown in TABLE 2. The expression
“LNFDI2 <Lnsecond” means “FDI2 does not Granger
Cause second”. The value of P represents the prob-
ability of “FDI2 does not Granger Cause second ““.

It can bedrawn from TABLE 3 that whenthevaue
of lag periodis 2, the probability of that the changes of
theforeign direct investment doesnot causethe changes
of thesecondary industry in GDP accountsfor lessthan
ten percent. That meanswe can ensurethat FDI |eads
to changesin the secondary industry above ninety per-
cent. Meanwhile, whenthevaueof lag periodis 2, the
probability of that theforeign direct investment does
not affect the secondary industry in Chinaaccountsfor
lessthan 30%. Thismeanswhentheforeigndirect in-
vestment accountsfor morethan 70%, FDI can be af-
fected by the secondary industry. Therefore, it can be
sadthat theforeign direct investment affectschangesin
the proportion of China’s secondary industry in GDP.
The proportion of China’s secondary industry in GDP
hasd so affected the changesin composition of foreign
direct investment in the secondary industry. There ex-
istsatwo-way causd relationship between thetwo.

Experimenta conclusion 3: From Granger causa-
ity anaysis, the causal relationship between LNFDI3
andthirdisshownintable4. Theexpresson“DLNthird
<LNFDI3” means “third does not Granger Cause FDI”.
Andthevaueof Prepresentsthe probability of “the
third doesnot Granger Cause FDI3 “.

It can bedrawn from table4 that whentheva ue of
lag periodis2, the probability of that the changesof the
foreign direct investment does not causethe changes of
thetertiary industry in GDP accountsfor lessthan 70%.
That meanswecan ensurethat FDI leadsto changesin
thetertiary industry above 30%. Meanwhile, whenthe
vaueof lag periodis2, theprobahility of that theforeign
direct investment doesnot affect thetertiary industry in
Chinaaccountsfor morethan 50%. Thismeanswhen
thefore gndirect investment accountsfor lessthan 50%,
FDI can beaffected by thetertiary industry. Therefore, it
can besaid that theforeign direct investment haslittle
effectsintheproportion of China’s tertiary industry in

————, FyurL PAPER

GDP Theproportion of China’s tertiary industry in GDP
promotesforeigninvestment to acertain extent. There-
lationship of thetwo hasonly asinglecausd relationship.
It can be concluded from the above three tables
that the primary, secondary and tertiary industry with
foreign direct investment hasacorresponding causdlity.
Soitisascientificand rationa guidancefor thereform
andinnovation of China’s industrial structure. It is bet-
ter tofocustoinfrastructurefacilitiesactively and steedily.
The technology transfer and innovation capacity of
Chinese enterprises are a so needed to nurtureto en-
sureforeigninvestment maximum. A scientificand rea-
sonablesystem and heal thy market competition mecha
nism should be established to ensurethat theforeign
direct investment achievewin-win with theadjustment
of theindustria structure of China’s three major state.

EXPERIMENTALANALYSIS

In order to further validation of foreign direct in-
vestment in Chinathe promoting function of theindus-
trid structure, this paper through theexperiment tothe
nation’s 2000-20100 the first industry, secondary in-
dustry andtertiary industry, China’s economy in foreign
directinvestment Stuationintheindustrid structurepro-
motion efficient, producethe vaue of the correspond-
ing resultsof efficiency, respectively with figure3and
figure4 description.
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Theforeigninvestment can creste effectiveva ueof
thethird industry structure adjustment, sorelate of the
threeindustry structuretable asfollow:
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Figure4: Foreigninvestment circumstancesthreeindustry
structureadjustment createvalue of efficient

Anaysischart 3and figure4, 2000-2010in China
between duetotheuseof foregndirect investment mea-
sures, which thecountry’s first industry, secondary in-
dustry and tertiary industry industria structure adjust-
ment, and the efficient industry adjust thevaueof pro-
duceefficiency, achieve high standard that foreign your-
salf investment can promote theinnovation of thein-
dustrid structureof our country, and hasimportant ap-
plicaionvaue.

S0, according to the circumstancesmodel and the
caseandysis, wecan haveabasic of conclusion about
theforeign entreaty investment our county companies,
especialy theforeigninvestment circumstancesthree
industry structure adjustment create value of efficient,
intheseways, our company can adapt theforeignin-
vestment which it belongsthe threeindustry, we can
consider theinvestment way can bring to our industry
structure how to changeefficiently intheindustry vaue.

CONCLUSIONS

Insummary, the mgority of China’s direct invest-
ment abroad made s gnificant achievementsand inter-
ests, but therearealot of problemsin the progress of
China’s economic and social. It is not difficult to see
that it hasacomplementary relationship between for-
elgndirect investment and the adjustment of theindus-
trid structureof China’s three major. Generally speak-

ing, it hasatremendous potential spacefor China’s di-
rect investment ontheindustrial structure adjustment
and socia development. Itisnecessary tofocusonthe
economic benefits of foreign direct investment for
China’s current industrial structure and further enhanced
comprehensivenational strength. And it needsto opti-
mizethestructure of thedomesticindustry continualy
and strengthen thedevel opment of China’s enterprises,
inorder tointegrate China’s economic market with the
world market.

Industrid structure adjustment on employment pat-
tern, economic globdization ontheindustry investment
benefit maximizationinfluenceonmotivation, foreignin-
vestment in China, themaininvestment areasin China
for the second and thethird industry, and in the second
and thethird industry investment configuration and re-
source utilizationisnot reasonable, thiskind of circum-
stanceisnot fully in conformity with our country indus-
trid structureadjustment goal . At present, China’s in-
dustrid structure adjustment and theinvestment basi-
cally hasredized the structure of the coordination and
optimization work, wasin postivetoindustrid upgrad-
ingAngleand direction devel opment, China’s industrial
structureadj ustment and upgrading.

Themain pointinthreeaspectsisastrong promote
thefirstindustry Iabor orientation changeand labor sur-
plusto thesolution of the problem, itismainly because
thefirstindustry of many employees, thepopul ation pro-
portionisonthehigh side, which serioudly restrict the
Chineseindustry high centralization, so must beinthe
rural labor forcetransfer at the sametime, considering
the countryside surpluslabor force utilization and non-
agricultural industry transfer, the other isto adjust the
industrid structure.
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