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ABSTRACT

The secret to Zhejiang’s rapid economic development in recent years
lies in its cluster-based development of SMEs.

Fundamentally, “Zhejiang mode” is a regional economic development
model with distinct characteristics. It is a model which “relied on individual
and private economies, connected by market network, and based on market
economy”, or put it more intuitively, is a successful implementation of
“Commerce-driven Industrial Development” and “Small Commodities, Big
Market” strategies. This model embodied in the cluster-based development
of small and medium enterprises (SMEs) in Zhejiang labeled by “One
Village, One Product”, “One Town, One Industry”. The key role played
by SMEs in Zhejiang’s industrialization process is closely related to
organizational form of production of industrial clusters. Cluster not only
provides a growth environment for SMEs, but also facilitated its realization
of competitive advantage.

Cluster-based development of SMEs has obvious advantages as well as
inherent limitations. Alfred Marshall once noted that geographical
concentration of industry can bring economies of scale with the following

three forces: (1) technological and information spillovers, (2) specialized
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suppliers of intermediate inputs, and (3) labor pooling. In addition, the
cluster-based development has its special implications for SMEs in the early
stages of industrialization in developing countries. First, industrial clusters
can help SMEs overcome the barriers-to-entry of industrialization.

Second, the spatial concentration of industrial clusters facilitated
frequent, repetitive transactions among enterprises within the cluster, and
this repetitive feature effectively lowered transaction cost because the
producers along the value chain can coordinates their production more easily
without any formal contract.

Third, through the division of labor, cluster-based co-operate system
decomposed the organizational form of production that require extraordinary
entrepreneurial abilities into the one with less demanding forms of
production organization. Thus, potential entrepreneurs may choose the
appropriate type of participation according to their own endowments and
resources. With this mechanism, the entrepreneurship in developing
countries could be fully mobilized and also further cultivated through a
dynamic interaction process.

However, we should not forget the fact that the cluster-based development
of SMEs may also have limitations. Excessive price competition within the
clusters often leads to quality crisis. Simple imitation with each other within
the cluster apparently reduced the enterprises’ willingness to develop new

products.

The 2008 global financial crisis had its impact on China’s real economy
immediately. The worsening international economic situation seriously
undermined China’s export, finance, foreign direct investment (FDI), and
employment. In the difficult time, SMEs in Zhejiang were facing not only
the historical issues but also unexpected difficulties brought by the crisis:

(1) cost increases in raw materials, labor, land and other factors; (2)



difficulties in financing; (3) shortage in labor supply; (4) irrational
industrial structure and lower industry-level; (5) burdened by corporate
tax; (6) tightened requirements for energy saving. Some SMEs on the
lower-end of the value chain were suffering greater pressure on the survival
and development.

In the context of severe crisis, a comprehensive analysis of the impact
of crisis on SMEs in Zhejiang will contribute to a deeper understanding of
and better response to the crisis, to propose appropriate countermeasures
and to help SMEs achieve breakthrough in the face of adversity. There are a
number of processes and links from the financial system disorder to the
overall decline in real economy, which could be best understood from the
perspective of transmission mechanisms. With the actual experience of
Zhejiang SMEs during the crisis, we propose Top-10 financial crisis
transmission mechanisms which can be categorized into macro, meso and
micro levels:

Transmission mechanism at the macro-level: (1) international demand
over-capacity of production production cutback; (2) exchange rate changes in
product prices international trade shrink; (3) the New Trade Protectionism trade
barriers export unsmooth; (4) demand for liquidity capital markets enterprise
financing difficulties.

Transmission mechanism at the meso-level: (5) the production chain
industrial linkage reduction in production and sales; (6) industrial concentration
strip off low-contribution links industrial restructuring; (7) cluster boundaries
Cluster upgrading integration of resources.

Transmission mechanism at the micro-level: (8) cluster life-cycle survival
of the fittest reshuffle of the industry; (9) international primary commodity
prices cost-benefit of enterprise increased risk in decision-making; (10) economic
recession the expected demand enterprise production cutback.

The transmission of financial crisis in the unfavorable international
market environment is mainly through product and capital markets. In the
international market environment aspect, the rising of nominal exchange

rate of RMB against the U. S. dollar brought popularity of new trade
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protectionism, hindered export of clusters in Zhejiang through the
transmission mechanism of exchange rate and trade. In the product market
aspect, the sharp decline in international demand transmitted along the
whole value chain through industrial linkage effects. In the capital market
aspect, due to increased demand for capital liquidity and ever-tightening
credit rationing of financial institutions, some enterprises suffered deeply
from financial difficulties or even result in money-strand breaks. In
addition, the negative expectation in demand made many entrepreneurs
reduce the production and sales, while increased credit risk destroyed the
confidence of the capital market and more and more cautious investors.

The above three aspects are intertwined rather than isolated. First, the
competitive advantage of Zhejiang production was disappointed by withering
international market demand, escalating trade barriers and other
unfavorable factors, resulting in the setbacks in product markets; then the
setbacks make many enterprises turn to capital market for help; however,
the financial institutions now will tighten the credit policy because of the
bad default risk, which in turn unfortunately result in a dead-end loop for
SMEs’ financing demand.

With all these interaction above, the following three kinds of situations
resulted from self-adjustment and recovering of Zhejiang industrial clusters.
The first result is bankruptcy, reorganization of assets, or mergers and
acquisitions within the clusters, which accelerated corporate industry
reshuffle through survival of the fittest process; the second is optimization
of the industrial structure accomplished through stripping off the vulnerable
links in value chain, and business migration/transfer; the third result is
restructuring the whole cluster through the rational integration of resources
from both inside and outside, such as internal and external enterprises,

industry associations, governments and research institutions.
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Burdened with the inflation of factor prices, shrinking of market
demands and financing difficulties, the future development of SMEs in
Zhejiang will have to tackle many challenges. It could be a difficult time,
but may also be an opportunity for upgrading.

Based on case studies of woolen sweater cluster in Puyuan, leather
shoes cluster in Wenzhou, hardware cluster in Yongkang, tie cluster in
Shengzhou, pharmaceutical and chemical cluster in Taizhou, hosiery cluster
in Datang, and pen cluster in Fenshui, we come into conclusion that,
through appropriate institutional arrangements to promote co-operation
among government, industry associations and entrepreneurs to help SMEs
achieve breakthrough in the face of adversity, it will not only realized the
upgrading of clusters in Zhejiang, but also promote the transformation of
the entire regional economy.

Policy implications from the study are summarized as follows:

Firstly, implication for macro-institutional environment: (1) reform in
land institutions; (2) power expansion of economically strong town; and
(3) reform in finance system.

Secondly, implication for local government: (1) build a sound public
service system; (2) propose industrial policies to guide cluster development; (3)
improve the supply of factor resources; and (4) cultivate champion enterprises
and build cluster brand.

Thirdly, implication for enterprises in clusters: (1) accelerate technological
upgrading, (2) strengthen innovation ability, and (3) implement brand strategy.

Fourthly, implication for clusters development as a whole: (1) give full
play to the role of industry associations, (2) foster sustainable development of the
cluster, (3) achieve internationalization of SMEs through clustering effect, and

(4) promote cost-cutting through e-commerce.
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