
Open Access Library Journal 
2021, Volume 8, e7945 
ISSN Online: 2333-9721 

ISSN Print: 2333-9705 

 

DOI: 10.4236/oalib.1107945  Oct. 12, 2021 1 Open Access Library Journal 
 

 
 
 

Research on Effects of Industrial Agglomeration 
on FDI in China 

Bing Lin 

International Economics and Trade Department, School of Economics, Shandong University of Technology, Zibo, China 

           
 
 

Abstract 
Since the reforming and opening up in China, many manufacturing multina-
tional corporations (MTCs) have been attracted to invest in China’s eastern 
coastal regions. There are agglomeration characteristics of manufacturing 
FDI presented in the eastern region of China. The purpose of research in this 
paper is to study the relationship between industrial agglomeration and FDI 
in China. We analyze that industrial agglomeration has impacted manufac-
turing FDI through effects of scale economy, industrial correlation, transac-
tion cost, and innovation. At last, relevant policies and measures for industri-
al agglomeration are put forward to promote the development of FDI in Chi-
na. 
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1. Introduction 

With the deepening of economic globalization, the nature of international spe-
cialization also has been changing quietly. The international intra-product spe-
cialization in FDI of MTCs has gradually occupied a dominant position. MTCs 
have distributed different sections or processes of the production chains in dif-
ferent global areas according to the principle of comparative advantage. The lo-
cation choice of international specialization or investment has been more and 
more concentrated on areas with comparative advantage. The conclusions in 
previous researches about the relationship between industrial agglomeration and 
FDI have two main aspects. On one hand, industrial agglomeration plays a posi-
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tive role in promoting FDI [1]. Owing to the cost comparative advantage is an 
important reason for a country to participate in international trade according to 
traditional theory. Industrial agglomeration can attract more factors agglomera-
tion and result in a big cost gap in different regions. These form a “centripetal 
force” to promote more FDI in the regions having cost advantage and deepen 
the regions’ degree of division of labor. On the other hand, the industrial agglo-
meration has probably a negative effect on FDI [2]. According to the new trade 
theory and new economic geography, industrial agglomeration not only reduces 
the cost through scale economy but also leads to a fierce competition resulted in 
the frustration of FDI, thus forming a “centrifugal force” to FDI [3]. Therefore, 
we will deeply analyze the impact of industrial agglomeration on FDI in this pa-
per combined with the data of China’s manufacturing industry, and explore the 
policies and measures on how to use industrial agglomeration to promote the 
effective development of FDI. 

2. Current Situation of Manufacturing Industry  
Agglomeration and FDI in China 

The location entropy index is more and more widely used in academic re-
searches to explain the relationship between the degree of industrial agglomera-
tion in a region. It is shown in formula (1): 
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In the formula, LQ represents the location entropy index, which means the 
degree of industrial agglomeration. i represents all regions in a country, j 
represents all industries in a country, and q represents the employment of j in-
dustries in i region. The location entropy index is used to measure the degree of 
industrial agglomeration. When the location entropy index of the region is more 
than 1, it indicates that the level of industrial agglomeration in the region is 
higher than the national average level. The larger the index is, the higher the lev-
el of agglomeration is. 

Using the location entropy, we calculate the location entropy of manufactur-
ing industries of 31 provinces and autonomous regions in China from 2012 to 
2018, according to the relevant data in the statistical yearbooks of every province 
and autonomous region. Meanwhile, we also calculate the attraction degree of 
FDI using the employment of foreign-funded enterprises in every region as the 
index of development of FDI, which is shown in Graph 1. 

The following conclusions can be drawn from the analysis of Graph 1: 
Firstly, the eastern coastal provinces are the regions where industrial agglo-

meration and foreign investment are concentrated. According to the ranking of 
location entropy, Guangdong, Fujian, Jiangsu, Tianjin and Shanghai are the top 
five agglomeration regions. At the same time, Shanghai, Tianjin and Jiangsu are 
the top three important provinces to attract FDI enterprises. 
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Graph 1. Location entropy of manufacturing industries and attraction degree of FDI. 
Sources: The statistical yearbooks of China. 
 

Secondly, there are few regions where the degrees of industrial agglomeration 
and FDI are not fully coordinated. Although Shandong and Zhejiang in the 
eastern regions have a high degree of industrial agglomeration, 1.176 and 1.169 
respectively, the level of FDI of the two provinces is less than 50% of that of 
Shanghai, Jiangsu and Tianjin. The industrial agglomeration level of Liaoning 
and Beijing is at a medium level, 0.925 and 0.690 respectively, but the attraction 
degree of FDI ranks 3rd and 5th in China respectively. It indicates that the level of 
regional FDI is not only positively affected by the degree of industrial agglome-
ration, but also affected by other factors. 

Thirdly, the overall situation is that the agglomeration and foreign investment 
levels are relatively high in the eastern regions, and they are relatively lower in 
the western regions. In particular, the level of Yunnan, Ningxia, Guizhou, and 
Gansu Qinghai has shown a lower development state. 

3. Effects of Industrial Agglomeration on Manufacturing FDI 
3.1. Scale Economic Effect 

There are a large number of enterprises having the same types and characteris-
tics in industrial agglomeration regions, which form scale and comparative ad-
vantages [4]. The same enterprises can attract an abundant labor force which can 
be useful for the formation of a specialized market in the agglomeration regions 
[5]. Further, the utilization of various infrastructure natural resources can also 
be shared, which is more attractive to manufacturing FDI. 

3.2. Correlation Effect 

The closer relationship among enterprises in the agglomeration regions makes 
more affiliated enterprises enter the same regions [6]. The enterprise network in 
the regions will be more perfect with the continuous participation of affiliated 
enterprises. Due to the sharing of resources, the costs can be reduced and the 
competition capacity also can be enhanced. In general, this correlation increases 
the competitiveness of industrial clusters and is conducive to attracting FDI. 
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3.3. Cost Effect 

The scale effect and correlation effect of industrial agglomeration will greatly 
reduce the cost. For example, agglomeration increases the association among the 
enterprises. The agglomeration of upstream and downstream industries greatly 
reduces the information cost of “looking for customers”. In addition, the geo-
graphical distance saves transportation costs and communication costs. The ag-
glomeration of similar enterprises makes the similar demand direction more 
clear and the scope of enterprise customers wider, which saves publicity costs 
and reduces transaction risks. However, it is imperative to consider the transac-
tion cost between the final destination of sales and the place of production If the 
transaction cost is higher than the cost saved by agglomeration, it will also lead 
to a negative effect on FDI. 

3.4. Innovation Effect 

Enterprises will pay more attention to innovation improving their competitive-
ness, because of the cooperative and competitive relation coexisting in the ag-
glomeration regions. The survivors are the enterprises according to the principle 
of “keeping the superior and eliminate the inferior”. It is urgent to improve the 
technological progress, management efficiency and competitiveness of enter-
prises. Of course, competition also has a “double-edged sword” effect. If enter-
prises cannot effectively use the innovation effect, they will be at risk of technol-
ogy falling behind and being eliminated by the market. The attraction of FDI 
investment in the region will be reduced. 

4. Policy Measures 

Firstly, enterprises should combine their strength to form scale and correlation 
effects. Scale effect not only reduces the costs but also shares the risks. Enter-
prises enhance their strength through upstream and downstream industrial lin-
kages. Driven by these effects, the positive effect of industrial agglomeration will 
impact FDI. Deep-seated relationships will be established through sharing re-
sources and reducing the investment risk of FDI each other. 

Secondly, governments should pay attention to the establishment of technol-
ogy R & D centers, or attract more high-tech FDI enterprises to invest in 
projects and regional innovation networks. When the clustered industries can 
only produce parts or intermediate products for product manufacturing, the 
distance between the final destination of sales and the place of production will 
also become an important factor to restrain FDI. Forming a technological inno-
vation atmosphere will also drive more enterprises to make effective use of in-
novation effects and enhance competitiveness. 

At last, regional governments should make rational use of their comparative 
advantages in resources and should not over-exploit resources. It is important to 
make effective use of regional factor endowment and rational allocation of re-
sources. In the process of undertaking industrial transfer and promoting indus-
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trial upgrading, local governments should fully consider natural resources, factor 
endowment, regional specialization level and other factors. It is necessary to 
realize the effective allocation of resources, guide FDI projects driving the eco-
nomic development of the region according to their own advantages, and pro-
mote the exertion and utilization of the positive effect of industrial agglomera-
tion. 
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