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Executive Summary

It is the purpose of this report to present andudis findings from two surveys of electronics firms
in HK and the PRD. The paper examines how the dgiie model works and whether it can be
transformed into a sustained competitive advantege/orld markets. Agility refers to a combina-
tion of flexibility and informality in business prces which enables firms to adapt to changing

industry and market conditions in a highly competitand rapidly changing business environment.

Strategic Orientation and Performance

Most firms in HK and the PRD are facimggreasing competition in the market of their main prod-
uct, while changes of government regulations amdviblatility of prices and demand are hard to
predict. Mostchanges in industry and market conditions are better anticipated by firms in HK or by
HK-owned firms in the PRD. When customers requirgueck expansion of production capacity,

the hiringof workers is the most serious bottleneck.

Firms in HK are using a more diversifiaulx of strategies than firms in the PRD as a result of more
sophisticated processes of strategy formulationallemfirms are often short-term-oriented. Infor-
mality, c.f. personal networks, are more important for doing business in the PRihtin HK. Most
firms use them more as an opportunity to increkesebility and responsiveness than as a necessity
to survive in an uncertain institutional environrndn the future, firms will still capitalise on-n

formality in accordance with the agile firm modelihcrease their flexibility.

Firm strategy has a significant impact parformance. Innovation- and improvement-oriented
strategies result in significantly higher growthesathan short-term orientation. However, many
companies are still able to perform well withouplng the latest technology and radical innova-

tion. Firms in the PRD with a HK link perform batteéan those without.

Customer-producer relations

Customer-producer relations are analysed to determhethernformal modes of interaction result
in higher flexibility. The electronics industry in HK and the PRDma| connected to global mar-
kets. They have to adapt to the flexibility required ladling global firms. In this context, firms in
HK apply informal modes in their customer producelations, but always in combination with

more formal modes. This is their way of increadiegibility.

Firms in HK organise themrelations to customers on a market basis to achieve flexibility, but they
preferfull control of their producers in the PRD. Recently, more firms in HK have beenperat-
ing with Chinese producers instead of expanding then production facilities. When firms in HK

selectcooperation partners, they apply a combination of formal and informal resdo flexibly
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choose the most appropriate option. Firms neeu iomise negotiation time to compete on a global
scale. Our survey results indicate that cooperdi@msed on informal modes of understanding can
guarantee a quick and flexible response on glolzakets. Half of the firms in HK settlenflicts
with producers by negotiations based on informality in order &ej privacy and confidentiality.

Informal modes increase the choice of options teesdisputes.

The Role of Agility for Innovation

Firms operating in HK and the PRD are encouragezhggage in more innovation activities to cope
with intensified competition. These activities, rexer, require long-term capital investment and
innovation outcomes usually involve a high degreanzertainty. The agility concept is expected
to play an important role not only in allowing rd@djustments to market volatility and new market

needs, but also in aiding the innovation operatibfirms in HK and the PRD.

Our analysis finds that firms in HK and the PRDdad tend to apply certain informal methods to
better utilise the great behavioural scope of eglesources and cooperation partners, which can
then increase their flexibility with respect tofdifent aspects of innovation activities. Howevert, n
all informal factors are of the same importancehis regard. “Long-term business relationships”,
“expertise” and “reputation” are the informal, loutality-related factors seen to have greater impor-
tance, compared to others such as “spatial proxinitultural similarity” and “pure personal rela-
tionships”. Such differentiation may be attributedhe specific long-term and costly charactersstic
of innovation activities and different potentiaflirences of different informal factors on the part-

ners’ or information providers’ opportunistic bef@w as perceived by firms in HK and the PRD.

In addition, we have found that applying informattiors such as “reputation”, “expertise” and
“long-term business experiences” in innovation\atiéis is indeed advantageous for the sales per-
formance of firms in HK. In contrast, such positeféects can not be found in case of the PRD. The
extensive business networks and business experadritens in HK may be one of the reasons for
greater effectivity in turning the positive effeat$ informal practice into increased operational

flexibility and further improvements in businessfpamance.

Recommendations

We conclude that HK SMEs should continue to caigigabn innovative combinations of formal and
informal business practices. If both are integragedsuggested by the agile firm model, it willeoff

a unique possibility to transform the recent sttea@f HK manufacturers into a sustained competi-
tive advantage. Based on our data, we have dere@mmmendations as to how HK firms could
strengthen the agile firm model and what they should do toprove their competitiveness in addi-

tion to being agile.



1 Introduction

The opening of China during the last thirty yeaas hesulted in tremendous cross-border economic
activities by Hong Kong manufacturers in the P&avier Delta (PRD). The ‘front office-back fac-
tory’ business model has facilitated the rapid stdalisation of the PRD and the transformation of
the HK economy towards sophisticated manufacturatgted business services (FHKI 2007). More
recently, the competitiveness of the business mioaebeen put under strain by forceful challenges
changing the business environment in the PRD:gigiroduction costs, upgrading pressures, new
regulations for export processing businesses, lafloartages, more employee-friendly labour laws,
and environmental issues. On the global scalepithrice hike, quality concerns, economic down-

swing in major customer markets, and new compstibiother locations are major issues.

Against this background, it is the purpose of tieigort to present and discuss findings from two
surveys of electronics firms in HK and the PRD aatdd in 2007 and 2008. The project is based
on the agility hypothesis which supposes that assinn highly competitive environments depends
on competencies and resources of firms to captalisformal and informal business practices alike
in order to gain flexibility. The results of ouragsis may help to better understand how the HK-
PRD business model developed and how it may betaldastain its competitiveness in the face of

new challenges.

The agile firm model: In emerging economies such as China, economiitesi of many compa-
nies are still located at the lower end of the gathain. Cost efficiency usually outweighs the re-
guirement of advanced technological capabilitiesuch an environment. In this context, agility
refers to a combination of flexibility and infornitsdin business practices. Agility can be defined a
flexibility achieved by informal business practicegormality refers to the nature of social tiexla
codes, while formality is characterised by explitites, for example oral versus written arrange-
ments, open-ended versus precise agreements, aeversus impersonal processes. In this paper,
informality is not used with negative connotatiobst rather as a term indicating a zeal for econo-
mising transactions. Flexibility is a firm’s abylito adapt itself to changing industry and market

conditions in a highly competitive and rapidly cgarg business environment.

Structure of the report: Chapter 2 gives an overview of the two surveyscivhs followed by an
analysis of industry and market conditions, striate@gientations, and performance. Chapter 3 fo-
cusses on customer-producer relations. Chaptealysas to what degree the firms interviewed are
engaging in innovation and upgrading activitiesstestain their long-term competitiveness. The
final chapter provides recommendations on how neaia competitive by using agile firm organisa-

tion.



Data and methods: The data for this paper has been collected fromsweeys of electronics firms
in HK and the PRD. The electronics industry hasnbselected because it is the most important
manufacturing industry in the PRD and closely cate@ to HK via cross-border business models.
The electronics industry covers a broad range tfiies from household appliances and consumer
electronics to semiconductors and integrated dsciti consists of companies which produce parts
and components, and companies which assembledowls. In the HK survey, 3,000 randomly
sampled companies from the HKTDC database wereactatt and 104 firms were interviewed by
the Social Science Research Centre of Hong Kongdusity. In the PRD survey, firms were se-
lected from the Guangdong Electronics Company Ggted 2007 (Dongguan) and from a list of the
Statistical Bureau of Guangzhou (Guangzhou) inigp@&edustrial districts with a high density of
electronics firms. In total, 222 interviews werergad out. 116 of these firms are located in Guang-
zhou, 89 in Dongguan, and 18 in adjacent districtsaddition to the surveys, we conducted in-
depth interviews with large electronics companie$iong Kong and with experts in HK and the

PRD, for example with bankers, lawyers, traderifip@ans, and academics.

2 Strategic Orientation and Performance

Description of the sample and the HK-PRD lii7® out of 104 companies in HK are wholly HK-

owned firms, 14 are joint ventures with HK firmsidall firms have no owner from HK. 124 firms
in the PRD are wholly Chinese-owned companies, rédwdolly foreign-owned and 19 are joint
ventures; 5 did not disclose their ownership. 3Sganies out of 222 in the PRD are HK-owned.
Firms in HK are on average 14 years old and haee betive in the PRD for 11 years. Firms in the
PRD are just 9 years old on average, Chinese-oyuséd years.

All firms in the HK sample have producers in theDRPR his was ensured by the sampling criteria.
These producers can be managed by the HK firm wizecship, networks, or the market. The dif-
ferent forms will be analysed in chapter 3 on cogoand producer relations. Since the PRD sam-
ple consists of firms with various types of owndpshhe HK link could occur on different levels.
For example, 18% of the firms are HK-owned, 40%heffirms have their most important customer
in HK and 65% have at least one out of 16 possiikages with HK.

All HK operations of firms in HK have less than 1&@ployees, since we used this threshold as the
sampling criteria for HK SMEs in the HKTDC databa$ie sizes of the PRD operations of firms

in HK and the PRD are compared in Table 2.1. Siabeur-intensive production is carried out

! Besides more obvious connections such as ownesshigrious trading links, firms in the PRD coulel tonnected to
HK via sourcing, marketing, financing, etc.



there, the employment figures are significantlyhieigthan in HK. Chinese firms in the PRD are
significantly smaller than firms with non-Chinesereers. However, most of the larger Chinese-
owned firms have a HK link which results in thersfgantly larger size of these firms in compari-

son to firms without any HK link.

Table 2.1: Employees of firms in the PRD

firms firms in the PRD (n=213)
employees in HK total ownership with without HK
(n=89) Chinese HK other HK link link
500 and above 30% 26% 13% 47% 39% 39% 4%
100 - 499 30% 38% 36% 32% 47% 38% 38%
1-99 39% 36% 52% 21% 14% 23% 58%

Note: Figures may not add up because of rounding in this and all subsequent tables

Source: own survey

Industry and market conditions in HK and PRDthis section we will analyse how the interviewed

companies assess the intensity of competition éir timarket and the predictability of changes in
industry conditions, for example price, demand,ilaibdity of labour. The results reveal a high de-
gree of competitive pressure and the need for fioresdapt quickly to unforeseen changes.

The overwhelming majority of firms in HK and the PRre experiencing increasing competition in
the market for their main product. At the same timest firms indicated that their major markets
are still growing, with significant differences beten HK (51%) and the PRD (67%). Younger
firms are more often active in growth markets wihlder firms may find it more difficult to enter

emerging markets.

Table 2.2: Predictability of changes of industry conditio ns

firms firms in the PRD (n=222
industry condition in HK total ownership with withqut
(n=104) Chinese HK other HK link HK link
price 2,8 29 31 2,6 2,7 2,8 3,2
volume 3,0 3,0 31 2,8 29 2,9 3,2
quality requirements 1,9 2,4 2,6 2,2 2,4 2,3 2,6
delivery times 2,0 2,2 2,3 1,8 2,1 2,2 2,2
resources/supplies 2,3 2,6 2,8 2,5 2,4 2,4 2,9
availability of workers 3,0 3,0 3,1 2,8 2,9 3,0 3,0
regulations in PRD 3,6 3,3 3,4 2,9 3,2 3,2 3,4

note: average score on a scale from 1 (very predictable) to 5 (not predictable),
bold figures indicate a significant difference at the 5% level for Chinese- and HK-owned firms

Source: own survey

The companies were asked to assess the predistadfiichanges for a set of industry conditions.
Government regulations in China were said to belébst predictable condition (Table 2.4). The
required quality of products and delivery times apparently easy to predict, while labour supply is

less predictable. Price and volume of orders aoegto quite unforeseeable changes. Therefore,



firms have to adjust very quickly to these condisiofor example by scaling up their facilities gr b

increasing efficiency. This is a major reason fer heed for agility for firms operating in the PRD.

A comparison between firms in HK and the PRD rev#lat being in or connected to HK increases
the predictability of industry conditions. Chindgens in the PRD indicated the lowest overall pre-
dictability. A major reason for this result could the close connection of HK firms to their global

customers.

If firms have to expand their production capacigyywquickly, workers are the most serious bottle-
neck. HK-owned firms in the PRD generally find itiam easier to expand production capacity than
their Chinese counterparts whose most significabiblpms are finance and expertise for mastering

a quick expansion.

Strateqic orientationThe firms in both surveys had to choose whichofyeneric strategic orienta-

tions best fits with their company. The resultséh&v be interpreted along with the consideration
that HK-owned firms are, on average, more advamtddrms of technological and market devel-
opment than Chinese firms. Due to long-lastingdim& customers on the global scale, HK firms
have had much more time to implement advanced pedalised strategies. Within the PRD, for-
eign-funded and HK-Macau-Taiwan-invested entergrae carrying out innovation activities more
regularly and spend a larger share of their revdoug¢hese activities than Chinese-owned firms
(Kroll, Schiller 2008).

Table 2.3: Strategic orientation of firms inthe HK and P RD surveys

strateaic orientation firms in HK firms in the PRD (n=216)
g n=102 total Chinese HK other
innovation long-term upgrading 36% 56% 53% 62% 57%
new brands and trends 12% 7% 5% 8% 10%
improvement entering niche markets 14% 3% 4% 3% 2%
follower of emerging trends 10% 8% 11% 5% 7%
short-term just responding to orders 16% 12% 14% 10% 7%
orientation short-term opportunities 13% 14% 13% 13% 18%

Source: own survey

Table 2.6 shows that the strategy mix of firms i #iffers significantly from that of firms in the
PRD survey. Firms in the HK survey are using a mmciie diversified mix of strategies, which is
especially reflected by higher shares for new biatrdduction and for entering niche markets. The
high share of firms with a long-term upgrading &gy in the PRD could reflect the fact that basic
technological and marketing capabilities have tati@eved by many recently founded firms there.

A short-term orientation is especially relevant$araller companies in the HK survey.

Informal aspects of firm strategie§he analysis of industry conditions revealed thatemtainty

arises, for example, from volatile volumes and gsjcand from government regulations. Uncer-



tainty can be reduced by strategies that are barseédformal governance modes, for example busi-
ness networks or open-ended contracts. 68% ofirtims fn HK confirmed that personal networks
are more important for doing business in the PR tim HK, 23% did not see a difference, and

only 8% thought that informality is more importamtHK.

The reasons for using personal business netwok®tner forms of informal governance are two-
fold: on the one hand, they could serve as a dubstior formal governance, since the institutional
framework in the PRD is still far less sophistichtean that of Hong Kong and the transition to a
market economy is yet incomplete (c.f. World BarlO@ and Transparency International 2008),
nad on the other hand, the barely predictable atsmng market conditions and the need to react
quickly and flexibly to these changes are makingnemic transactions more efficient if they are
based on a certain degree of informality. If infality is used as an opportunity to increase the

flexibility of a firm, it is the indication of angile business model.

Table 2.4: Reasons for fulfilling business tasks via pers onal networks in the PRD
founded before founded in 2001

firms in HK (n=104) total

2001 or later
to increase the operational flexibility 63% 62% 69%
to respond quickly to customer demands 61% 60% 62%
to substitute for missing laws and regulations 56% 60%———— > 42%
to substitute for formal business rules 48% 54%—— > 31%
to reduce risks and uncertainty 39% 41% 35%

note: percentage of 'very important' (1) and ‘important' (2) on a scale from 1 (very important) to 5 (not important)
Source: own survey

The results in Table 2.4 show that most firms aiagipersonal networks as an opportunity to in-
crease the firm’s flexibility and responsivenesdotmality born of necessity is even less important
for younger firms due to improvements in the ingitnal environment. At the same time, the im-
portance of opportunity informality does not deeliWe conclude that informality will remain an

important element of business strategies in botraH& the PRD.

Table 2.5: Tasks which are fulfilled via personal relatio  ns to government officials in the PRD
firms in HK (n=104)

permissions for production/investment 56% expansion of company size 34%
solving business disputes 52% access to resources 31%
access to buildings, land 51% financial support from government 23%
sales concessions 49% access to workers 23%
access to business-related information 36%

note: percentage of 'very important' (1) and 'important' (2) on a scale from 1 (very important) to 5 (not important)

Source: own survey

Personal relations to government officials are eisflg important for opening new businesses or
production facilities in the PRD (Table 2.5). A®saas a production facility has been successfully
set up, the need for personal relations to the mowent decreases significantly. Access to workers

or the expansion of existing production facilitissess likely to be realised via informal govern-
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ment relations. As mentioned above, personal oglatio the government do not necessarily mean
corruption or cronyism, but they acknowledge thet that many official procedures are not yet
efficient enough to allow for sufficient flexibijitin global markets.

Firms in HK have also been asked to assess theriampe of personal networks in the PRD in the
future. The results are inconclusive. 39% think thay will be more important, 39% expect less
importance. This supports the proposition thatrmfality in the PRD will not disappear over time,
even though the business environment is improiimgas will still capitalise on the opportunity to

use informality in accordance with the agile firnodhel to increase their flexibility.

PerformanceThis final section of the general overview relasesne of the factors that have been
discussed above to some rather simple performaeesumes. We used the average annual growth
rate since 2002 for sales and profits. In ordeintoease the response rate for the questions about
performance, we did not ask for the exact figur,defined four classes: decline (<0%), marginal
growth (0-2%), modest growth (2-10%), and high glo@w10%). The influence of single factors
on performance has to be interpreted with cautinoesadditional explanatory variables might be
hidden, for example if larger firms have a betterfgrmance than smaller ones, this might be due
to the fact that larger firms could realise ecoresyof scale or because they are more often pursu-
ing innovation-oriented strategies. These inteti@ia can be identified by multiple regression

models which are beyond the scope of this paper.

Table 2.6: Share of firms with high and modest growth by ownership and strategic orientation

total ownership strategic orientation
Chinese HK other innovation improvement short-term

firms in HK (n=103)

sales 69% 80% 74% 78%
profit 55% 59% 60% 41%
firms in the PRD (n=207)

sales 78% 76% 82% 82% 86% 71% 68%
profit 55% 49% 56% 67% 64% 36% 47%

note: average annual growth rate since 2002, high >10%, modest 2-10%, marginal 0-2%, decline <0%

Source: own survey

The distribution of firms among the growth clasdgédters significantly between the two samples
for sales and profits. Table 2.6 reveals that fimthe PRD realised higher growth rates than firms
in HK. The better sales performance in the PRDadea a result of the high ratio of intermediate
goods that have to be imported by firms in the RRiich lack sufficient capabilities to produce

technologically advanced products themselves.

Firm strategy has a significant impact on sales padit growth as also shown in Table 2.6 for
three summarised strategic orientations. Firms dhatactively oriented towards innovation or im-

provements have a significantly higher rate of glothan firms with a short-term orientation in
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both samples. In HK, the majority of short-termenited firms realise marginal growth or decline in
sales and profits. Firms with improvement strategierform better in terms of sales than their in-
novation-oriented counterparts, but profit perfoneeis better for the innovation-oriented compa-
nies: This finding confirms that increased effiagns achieved by innovation. However, innova-
tion-orientation is connected with higher risks.isTts documented by a higher rate of declining

performance for innovation-oriented firms in compan to improvement-oriented ones.

The fact that different degrees of upgrading resujood performance can be seen as a reason for
the strategic diversity in HK. Many companies aik able to perform well without applying the
latest technology and the most radical approaatweartls innovation. Therefore, policy initiatives
aiming solely at the support of high-tech industri® not fit with the recent situation of the elec-
tronics industry in HK. Instead, the fostering giguading activities at all technological levels

seems to be more appropriate.

High growth rates in the PRD are only reached mowation-oriented companies. The share of
declining performance is even lower for innovatmmented companies than for the others. Surpris-
ingly, innovation seems to have a more positivectfin the PRD than in HK. Once again, it has to
be kept in mind that innovation activities mighicac on a different level in the PRD than in HK.

Despite the above mentioned political and reguatmsks, the achievement of basic technological

capabilities seems to be essential for PRD firms.

A greater efficiency of innovation-oriented growshdocumented for firms in the PRD. The differ-

ence between innovation- and short-term-orientexdsfiis larger for profits than for sales. However,
it is worth noting that short-term-oriented firmmsthe PRD are performing better in terms of profit
growth than improvement-oriented ones. Apparerttg, recent transitory stage of the PRD econ-
omy still leaves sufficient opportunities for shtetm strategies and for innovation-oriented strate

gies simultaneously.

If firms in the PRD are compared according to owhgr, HK-owned firms are reaching higher
sales and profit growth than Chinese firms. Otloeeign-funded firms are growing fastest in the
PRD. A HK link has a positive influence on sales g@nofit growth. 81% of firms with a HK link
reach modest and high sales growth as opposed%o without such a link. In terms of profit

growth, the difference is even bigger with 62% 484}

3 Customer-Producer Relations

As firms cannot survive as single units in the gla®ed world, they are integrated into network
structures. A major competitive advantage of tmmdgiin HK and the PRD is the excellent and
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well-functioning firm network there. This sectioaeks to analyse and highlight the special struc-
ture of relations between firms and their custonaerd producers in HK and the PRD production
network. Firstly, the spatial distribution of custers and producers will be outlined. Secondly, the
organisation of relations to customers and produeglt be analysed and finally, the way firms in

HK and PRD smooth their relations by informal modésbe examined.

The integration of HK and the PRD into the worlad®oemy: The integration into the world econ-

omy can be illustrated by examining the spatiatritistion of customers and producers. Firms in
HK and the PRD were asked to indicate the locatiaiheir most important customer and producer.
HK firms’ most important customers are mainly laghin final markets, meaning North America
(23%) and Europe (22%). The international embedessiof firms in HK requires flexibility in
terms of speed and creative solutions to competa@mternational market.

In contrast, 40% of all firms in the PRD have thmiost important customer in HK. Final markets
of surveyed firms in the PRD (China: 38%, North Aic& and Europe: 23%) differ substantially
from the location of their most important custom#ris illustrates that firms in HK have an essen-
tial role as a customer for products manufacturethe PRD. Firms in HK and the PRD work on
different steps in the global value chain systemly@ome firms in the PRD take on a position in
the global value chain comparable to firms locatetHK. Conversely, firms in HK mainly indi-

cated their most important producer to be locatethe PRD. Thus, firms in HK indicated that
Shenzhen and Dongguan each host 39% of the mailiges. In comparison, only 3% of surveyed

HK firms’ producers are located in Guangzhou.

As the business models connecting firms in HK v@8tienzhen and Dongguan are expected to be
similar, the PRD survey was conducted in Guangar@uDongguan to give a comparison. 41% of
the firms in the PRD survey are located in Donggaad another 53% are located in Guangzhou.
Despite the extensive international distributiorce$tomers, the production networks of electronics
firms in HK and the PRD are locally concentratelisTcould be an essential characteristic for the

agility of firms in the PRD.

Modes of organising customer producer relationdkhand the PRDFirms in HK mainly organise

their production in the PRD within their own comgdfull control). But they could also choose to
organise their production in joint ventures (equiboperation), in which they decide to cooperate
with another firm and share the ownership of thedpction unit. Firms can have a dense coopera-
tion without shared ownership (non-equity coopergti Cooperation of any type always implies a
lot of understanding and trust between firms. Thaggperation needs more informal modes to
make it work successfully. When firms act on maskétey only have buying and selling agree-

ments without any further cooperation or commitment
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55% of all surveyed firms in HK completely conttbkeir PRD factories (see Table 3.1). 16% have
a joint venture partner and another 16% work insdecooperation with a PRD-based firm which
carries out the production process. In contrastieyed firms in HK prefer market-based relations
with their global customers (66%). Electronics firim the PRD survey mainly receive orders from
customers in HK (65%). Only 18% of the surveyedfirare affiliates of HK-based firms. Despite
over half of all surveyed firms in HK having thewn affiliates in the PRD, they only account for a
small part of all firms in the PRD. When firms metPRD survey indicated how they organise their
relationship to their most important producer, 68%dicated buying supplies from independent

producers.

Table 3.1: Organisation of customer and producer relation s of firms in HK and the PRD

Full Equity

Non- Market
control coopera- equit (just
to most important... n (wholly tion quity ) sum
. coopera- placing
owned (e.g. Joint tion orders)
affiliate) Venture)
Firmsin  customer 104 2% 4% 28% 66% 100%
HK producer in the PRD 104 55% 16% 16% 13% 100%
Firmsin  customer in HK 88 18% 10% 7% 65% 100%
the PRD producer 215 9% 6% 20% 65% 100%

Source: own survey

When firms in HK first moved production to the PRDe legal environment lacked laws to protect
trading processes. Firms based in HK decided tg wn and control plants in the PRD. As laws
improved in the PRD, business uncertainty decrea®ed survey shows that firms based in HK

obviously started to rethink the organisational esdpplied to producers in the PRD.

Analysing the data about how long firms in HK haleeady worked with their producers in the
PRD, a new trend becomes obvious. Only 40% of firmtie HK survey which have worked with

their producers for 10 years or less indicated dosimpplied by a wholly owned plant in the PRD.
Instead, firms more often apply equity (17%) or +eoyuity cooperation (26%) (see Table 3.2).
Firms in HK tend to concentrate on brand buildingovation, product development and marketing
rather than the extension of their factories. QigaliChinese firms can take over the role of the

most important producer.

Table 3.2: Organisational form and years of working exper  ience of surveyed firms in HK

6 yearsorless 7-10years 11-16 years 17+ years i ntotal
Full control 40% 47% 69% 100% 55%
equity cooperation 17% 16% 23% 0% 16%
non-equity cooperation 26% 21% 4% 0% 16%
market 19% 16% 4% 0% 13%
total 100% 100% 100% 100% 100%

Source: own survey
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Competitive advantages gained by smoothing relatiaa producer selectioBecause firms in HK

indicated that cooperation partners in the PRD we®ming more important, the selection criteria
for producers were analysed focussing on relats@hsip after 1997. Surveyed firms in HK ranked
the different selection criteria for producers oscale from (1) very important to (5) not important
An objective selection criterion was experti&xpertise was ranked third in importance for HK
firms in selecting producers (2.07). Selecting @dpicer according to their reputation is also an ob-
jective measure, but it carries more informal eletse¢han expertise. good reputation is of sec-
ond importance when HK firms select producers (R.Bdselection based gorevious experience
andpersonal relationships is very individual/personal and can be taken amfmmmal mode. Previ-
ous experience (2.00) is of highest importance,redme personal relations (2.48) are only of me-
dium importance. Informal elements seem to be itgmorin selecting producers and ensuring

smooth relations, although formal criteria countvad.

Table 3.3 Criteria of HK firms for selecting their produc ers in the PRD

; 1 correlation

importance (1) (2) (3) (4)
(1) expertise 2.07 1 0.578" 0.662"°  0.098
(2) good experiences in previous busi- 1
ness 2.00 0.575"  0.369
(3) good reputation 2.04 1 0.308
(4) existence of personal relationships 2.48 1

+ = The correlation is significant on the level of 0,01
++ = The correlation is significant on the level of 0,05
! mean value, 1 = very important to 5 = not important

Source: own survey

A correlation analysis shows the connectivity betwdéormal and informal modes. If the figure
(correlation coefficient) in the matrix in Table33s close to 1, firms which reported a high impor-
tance of one criteria also reported a high impaaof another criteria. If the figure is close tad®
correlation between the criteria can be assumed. dpparent that firms which ranked expertise
(more formal) highly, also very often emphasiseel ithportance of good experiences in previous
business (informal) and good reputation (more mfl) (correlation 0.578 and 0.662). This leads
to the conclusion that firms in the HK survey téaccombine formal and informal criteria to select

new producers.

Flexibility in relations:Thus, efficiency of customer producer relations bammeasured by the time

they need to agree on order details before theugtmh process starts. When customers decide to
place an order with an electronics firm in HK, thegnt to keep the time to negotiate contractual
details short as it delays the start of the pradagbrocess. Table 3.4 shows that firms in HK which
cooperate with their customers need only seven tay®rk out contractual details. When custom-
ers’ relations are market driven, firms negotiatedbout 13 days before the production process can
start. After firms in HK have received orders fromternational customers, they have to negotiate
with their producers in the PRD because they negples from them. When firms in HK have
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their own production sites in the PRD, only two slaye necessary to pass on final product specifi-
cations or delivery schedules before the produgiimtess can start. When firms in HK organise
their production in a joint venture, it alreadyeaksix days before final details are agreed updim wi
the management of the joint venture. Firms in HKaltthave reliable cooperation partners in the
PRD only need four days to finalise details. Whiemg in the HK survey rely on market relations
with their producers, it takes them seven daysddkwut price, delivery time and product quantity
and quality before the production process can.start

Table 3.4 Negotiation time with customers and producers

days of negotiation with days of negotiation with

organisational form n=76 . n=74 .
customers (mean value): producers (mean value):

full control 2% na 46% 2

equity cooperation 1% na 19% 6

non-equity cooperation 36% 7 22% 4

market 61% 13 13% 7

total 100% 100%

na = not available, sample too small
Source: own survey

Cooperation with customers provides a basis fockgui exchange than market relations, although
the majority of firms in HK do not take advantagecooperation. Cooperation requires more mu-
tual understanding and personal effort to maintair,it seems to enhance firms’ flexibility. There

is no doubt that firms having their own productsites minimises the time needed to pass on or-
ders, but reliable producers in non-equity coopemnaalso reduce the time of negotiation. The ad-

vantage of self-owned (sometimes expensive) praatusites to maintain flexibility is vanishing.

Dispute resolutionDespite firms selecting their producers carefulygl avorking out appropriate

contracts to safeguard trade, disputes can stliro®ispute resolution can be very formally organ-
ised when firms go for litigation. However, firmarcalso decide on alternative dispute settlement.
They might negotiate, mediate or arbitrate withirtipeoducers. Negotiation is the most informal
mode of solving disputes. When negotiation doeslead to a satisfying result, firms can go for
mediation. Mediation is more formal than negotiafibut still provides more informal elements
than arbitration. Arbitration can follow mediation negotiation when no solution is reached. Arbi-
tration is a direct alternative to litigation, bititis confidential and ensures privacy. Its chaeact
tends to be less formal than litigation. 45% of shkeveyed firms in HK indicated that, until now,
they have only used negotiation to settle disputiéis producers (see Table 3.5). 11% have used
negotiations followed by mediation and 44% repottet they also consider arbitration and litiga-
tion for dispute resolution. Nearly half of thenfis in HK rely only on informal dispute resolution
processes. In contrast, firms surveyed in the PRIderoften negotiate only with their producers
(62%). Another 27% move on to mediation when digputccur. Only a few firms go for arbitration
and litigation with their producers. Firms in thRIP keep very strictly to negotiation only. This can
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be explained by the lack of quality and reliabilifythe Chinese court system. Firms are forced to

solve conflicts informally amongst themselves.

Table 3.5 Modes of dispute resolution of firms in HK and the PRD

firms in HK firms in the PRD
negotiation only 45% 62%
negotiation and mediation 11% 27%
negotiation, mediation, arbitration and letigation 44% 11%
total 100% 100%

Source: own survey

The survey in HK shows that a functional legal egsencourages more firms to find the appropri-
ate dispute resolution process. Although HK firrae ase courts, most firms still prefer negotiation

as an informal mode of solving disputes, becaugseany cases this is more appropriate. Negotia-
tion is quick and often cheaper in comparison tongthe dispute to court. Negotiation relies on

good will to reach an agreement confidentially. sThicreases the probability of staying with the

reached agreement later on, even if it is not lgdahding. But if negotiation fails, at least haif

the firms surveyed in HK move on and use the esfiectrum of dispute resolution mechanisms to
solve disputes. They tend to use formal and infbmmades of dispute resolution at the same time.
This makes them flexible while providing the chamcechoose the appropriate mode of solving

disputes.

4 Role of Agility for Innovation

To cope with intensified competition, firms opengtin HK and the PRD are encouraged to engage
in more innovation activities. According to the @#lanual from the OECD, innovation refers to
the implementation of a new or significantly impeovproduct, process, marketing method or or-
ganisational method in business practices, worlplaganisation or external relations (OECD
2005). Innovation activities, however, normally ugg long-term capital investment and the inno-
vation outcomes usually involve a high degree afemtainty and risk. The agility concept is ex-
pected to play an important role not only in allowirapid adjustments to market volatility and to
great changes in market needs, but also in aiti@géw innovation operations of firms in HK and
the PRD. Agility, as mentioned in the introductioefers to adequate combinations of informality
and flexibility in business operation. It is expattthat firms’ operational flexibility will be in-
creased by applying adequate informal businesdipeadn organising complicated innovation ac-
tivities in several different areas. This chaptelt first briefly introduce the possible alternatis
for integrating agility into innovation activitiesollowing that, we will go through different aspec
of innovation, such as sourcing innovation-relatédrmation, governing overall innovation activi-

ties, deciding on innovation partners and protgctimovation outcomes to clarify the agility model
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applied by firms in HK and the PRD. Finally, we Mahalyse whether more “agility in innovation”

indeed leads to better business performance o$firm

Figure 4.1: Agile organisation of innovation

Infor mal/formal . . . ( \
relationships UI’]IVEI’SIty Flexibe arrangement . .
" "] Human capital
. I nfor mal/formal ) i i i
Alternative elationships Related |Flexibearrangement | Financial capital
companie Technologies
C Informal/formal Flexibe arrangement
ompany relationships Others > Equipments

Other resources

Flexibe arrangement

A 4

Alternative 1

—

Source: own draft

Alternatives for realising “agility in innovationTwo possible alternatives for realising “agility in

innovation” are sketched in Figure 4.1. Firstlynfs can try to utilise their own advantages and
economic powers to flexibly rearrange and allocegeessary resources for innovation internally or
directly over markets. As a second alternativengirmay gain more behavioural flexibility indi-
rectly via their stable relationships with relativgpowerful cooperation partners for innovation.
Stable relationships make it easier for comparoeprofit from their partners’ large behavioural
scope in rearranging human and financing capitdl asquiring, for example, essential technolo-
gies, either over markets or within their own hiehécal governance structures. Such relationships
go beyond formal contractual arrangements and easupported by several different kinds of in-
formal factors, such as family ties, personal retethips, investor relationships, long-term bussnes
relations and established reputations of firms.eMotthy is that the first alternative might be more
advantageous for relatively large companies witbrngf market power. In the case of HK and the

PRD, where SMEs are much more prevalent, the sesiterthative should be more relevant.

Integrating agility in innovation in HK and the PRBefore clarifying how informal factors are
applied in different aspects of innovation by firmsHK and the PRD, innovation types carried out
by them should be identified. As shown in Table, 4ht product innovation is assessed with the

highest importance among all four different innawatypes by firms in HK and in the PRD.

Behind product innovation, technological advancesewhich may only be realised in the long

term, are normally required. In addition, produmhavation involves several business operations

from procurement, R&D, and production to marketamgl logistics. This again increases the execu-

tion complication and time requirement for carrymgf product innovation. Therefore, in order to

be still able to rapidly cope with high market wdity and preference changes of customers, opera-
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tional flexibility is indeed of substantial impontee for firms in HK and the PRD. Firms in HK,
however, have long been well known for their higte@tional flexibility. Their experiences of
agility in low-tech production may help to redute trequirements upon them to adjust production
processes to better integrate agility into new wation operations. In contrast, firms in the PRD
may need to make greater changes in this regaid.i§hlso reflected in the relatively high impor-

tance of process innovation for firms in the PR@mpared to that for firms in HK.

Table 4.1: Importance of different innovation types ~ *

Innovation type \ average importance® Firms in HK Firms in PRD”
n=90 Total CN-owned  HK-owned
n=155 n=82 n=29
Product innovation 1.8 1.4 (138) 1.3 (73) 1.4 (24)
Process innovation 2.4 1.6 (143) 1.6 (75) 1.5 (26)
Organisational innovation 2.9 2.5(127) 2.7 (66) 2.2 (24)
Marketing innovation 2.4 2.3 (129) 2.3 (67) 2.3(24)

Note: 1) mean value, 1-very important, 5-not important
2) figures in brackets refer to the number of firms applying the corresponding innovation type.
Source: own survey

Long-term business relationships substantial f@odting information sourced externallihe in-

formal practices of firms in HK and the PRD usedhtmease their innovation flexibility is analysed
at first with respect to sourcing innovation-rethiaformation. Our survey results show that both
internal and external sources are used by firntskrand the PRD. It is in line with our expectation
that firms in HK and the PRD may not be economycpbwerful enough to rely only on their own
engagement in sourcing innovation-related infororatin contrast, utilising the great scope of in-
novation capabilities of external sources for inscan may be more advantageous for increasing

their innovation flexibility (alternative 2 in Fige 4.1).

To explore the role of informal factors for innowet, firms in the PRD were asked to assess the
importance of 8 factors for efficiently absorbirtgetinformation sourced externally (Table 4.2)
Four informal, one semi-informal, and three form@teria were considered. “Few contractual con-
straints” was deemed by a moderate share of filmetvery important or important, implying that
firms tend not to cover every step of external smgr by formal rules. The incomplete contracts
should be advantageous for firms’ behavioural Béiy in this regard. In addition, “long-term
business experiences” was seen to be very impootaimportant by the second largest share of
firms, while equal degrees of importance were a&sidoy the three smallest shares of firms to the

Z Innovative firms in PRD were asked only to evadutite importance of innovation types actually utalam, while
innovative firms in HK had to assess the importdioceall four innovation types, based on the asgiongthat innova-
tive HK-firms may engage more or less in all foypes of innovation considered.

% We only considered the behaviour of firms in tHeDPin this regard, based on the assumption thareat sources
are especially relevant for firms in the PRD to pemsate for their relatively low technological daitiies.
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other three informal factors considered. This ieplihat not all informal relationships are seen as
equally relevant for firms for enhancing their flaikty with respect to sourcing innovation-related
information. The specific requirements of innovation substantial capital investment and the in-
herently high risks may be the driving forces bdhsnch differentiation. “Long-term business rela-
tionships” would help to build subtle mutual trdmtween firms involved, which can, in turn, in-
formally discipline the opportunistic behaviourfoms and reduce uncertainties facing innovative
firms. In contrast, “spatial proximity”, “culturaimilarity” and “pure personal ties” may also help
to reduce interaction difficulties between firmsatved, but the potential effects may not be strong

enough for firms to establish mutual trust neeagdrnovation activities.

Table 4.2: Criteria for efficient absorption of external knowledge — firms in the PRD
__n=106 (1) (2) 3) (4) (5) (6) (7) (8)
1 very important 28% 9% 6% 3% 21% 19% 21% 9%
2 important 31% 9% 12% 8% 27% 23% 14% 15%
3 some importance 28% 30% 32% 23% 23% 28% 26% 27%
4 little importance 6% 19% 13% 15% 9% 11% 10% 14%
5 not important 7% 33% 37% 52% 21% 19% 28% 34%

Note: informal criteria: (2) spatial proximity, (3) cultural similarity, (4) personal relationships with external sources, (5) long-term
business experiences, semi-formal criterion: (8) few contractual constraints, formal criteria: (1) own innovation gap between
firms and their external sources, (6) personnel supports of external sources, (7)“financial support of external sources

Source: own survey

Reputation, expertise and business experiences malestnt for partner selectioithe agility in

innovation can be further analysed with respecverall organisation of innovation processes. For
firms in HK, all four organisational forms — “own&®”, “cooperation innovation”, “reverse engi-
neering” and “direct acquisition” are of similar portance, while the importance of a firm’s own
R&D is clearly of higher importance than the otlleree organisational modes for firms in the
PRD. However, cooperation innovation still playsimportant role in the case of the PRD. It indi-
cates that firms in HK and the PRD depend on thwm activities and external expertise to organ-
ise innovation activities. This result reinforcée thigh relevance of alternative 2 (Figure 4.1) for

agility in innovation in HK and the PRD.

Whether innovation cooperation may lead to sucaoégshovation outcomes, who the cooperation
partner is and whether cooperation relationships e maintained relatively stably all play sub-
stantially important roles. To explore the relevai informal practice for innovation flexibilityi

this regard, firms in HK were asked to assessripoitance of six informal factors and one formal
factor. We found that the criteria “good reputataf the partners”, “partners’ expertise” and “good
experiences in previous business” were deemed t@tyeimportant or important by the three larg-
est shares of firms (Table 4.3). In contrast, “@xise of personal relationships”, “to get alonglwel
with local workers/suppliers”, and “to get alonglheith public officials” were assigned the same

degree of importance by much fewer firms. “RequiogdChinese laws”, as the only formal factor
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considered, was the least important reason forsfirtHK to engage in innovation cooperation with
certain partners in the PRD. The low importancéhtd formal factor indicates that business opera-
tion in the PRD is now less constrained by fornegjulations, while the differing importance be-
tween various informal factors for deciding on cexgtion partners may again be attributed to the
specific long-term characteristics of innovatiorinaties and different potential influences of dif-

ferent informal factors on partners’ behaviour escpived by firms in HK.

Table 4.3: Criteria for selecting innovation partners in the PRD — firms in HK

get along get along w/
w/ workers/  public
suppliers officials

n=51 required expertise business reputation personal
by CN law of partner experience of partner ties

1 very important 4% 37% 35% 31% 4% 4% 4%
2 important 2% 29% 31% 41% 26% 24% 12%
3 some importance 16% 22% 26% 20% 30% 30% 22%
4 little importance 12% 8% 6% 4% 16% 12% 14%
5 not important 67% 4% 2% 4% 26% 31% 49%

Source: own survey

Formal rules and legal actions more relevant fotgmting innovative outcomeBirms engaging in

innovation activities aim to realise valuable inabon outcomes. We examined how firms act to-
wards the risks of product piracy in order to learore about the role of informal and formal fac-
tors for securing innovation rents of firms. We riduhat firms both in HK and in the PRD would
prefer cheaper innovation projects due to the iexysisks of product piracy and imitation, but they
would not lower their innovation efforts in generiost of the responding firms tend to rely on
more formal factors, such as “locations with beliégal system” for the case of HK (28%) and “ap-
ply for IP” for the case of the PRD (75%) in orderprotect their products from piracy or imitation.
The preference for formal institutions over infofnoaes can also be recognised in the relatively
high popularity of “more comprehensive contractthvgartners” in both cases (22% for HK, 16%
for the PRD), and in the extremely low popularify*‘choosing members of personal networks as
partners” for the case of the PRD (4%). Noteworghthat the latter is chosen by a higher share of
firms in HK (14%). This can possibly be attributedthe stronger stability of personal networks of

firms in HK, to which long-term business relatioipghand working experiences have contributed.

Our analysis does not only clarify the integratadragility into innovation in HK and the PRD. We
also found that applying some informal factors sash“reputation”, “expertise” and “long-term
business experiences” in innovation activitieshdeled advantageous for the sales performance of
firms in HK. In contrast, such positive effects qaot be found in case of the PRD. The extensive
business networks and business experiences of firalK may be one of the reasons for greater
effectivity in turning the positive effects of infoal practice into increased operational flexilgilit

and further improvements in business performance.
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5

Recommendations

We have derived recommendations for action fromréisalts presented above that might help HK

SMEs tostrengthen the agile firm model and toimprove their competitiveness.

Actions to strengthen the agile firm model

1.

Capitalise on cross-border business activities in an innovative way: Firms in HK and the PRD
still gain a significant advantage from cross-botogsiness relations with or via HK, for exam-
ple due to better market access, a more intimate/latge of global demand, or a sophisticated
set of financial and other business-related sesviel firms should continue to capitalise on
the opportunities of their intermediary role in fi¢ure.

Use informal strategies as an opportunity: Many firms view informality as an inferior bussge
strategy when compared with highly formalised wafysloing business in Western economies.
However, our results suggest that informality isogportunity to increase flexibility and re-
sponsiveness, even if business environments amowimg and formal ways of doing business

are becoming more feasible.

Improve predictability of changing market conditions: The need to quickly adjust production
processes often arises from difficulties in pradgtchanges in market conditions. HK firms
have an edge over their competitors in this respéi€tfirms should closely interact with global

customers and open additional informal communicatibbannels to increase the efficiency of

formal forecasting systems.

Transform the organisation of customer-producer relations: A wholly-owned production plant

in the PRD is still efficient, but close cooperatiwith Chinese producers turned out to be a
more flexible alternative. Firms in HK should contrate on their competitive advantage
(product quality, marketing, innovativeness) andhier outsource mass production to reliable

partners in the PRD.

Combine formal and informal when selecting a production partner in the PRD: Informal
modes, such as personal contacts, are a reliadle@ok way to select producers. However,
firms in HK should also pay attention to objectimeasurements such as expertise and quality.
Thus, we recommend that firms in HK establish ditieht selecting and recruitment system

for producers to ensure high quality and flexililit their production processes.

Prefer using semi-formal but reliable modes of dispute resolution, for example arbitration: Ne-
gotiation and mediation seem to be initial stepd promise quick solutions, but they do not

generate enforceable legal titles. Firms should ttansider using arbitration more frequently.
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This semi-formal mode of dispute resolution is maiserete than going to court, but ends with

an enforceable title. Legal services in the fidlditration are another advantage of HK.

Actions to improve competitiveness in addition to being agile

7.

10.

Sustain operational flexibility while carrying out innovation activities: With intensified compe-
tition, firms in HK and the PRD are forced to inmb® in order to gain an additional advantage
over their competitors on the global market. lofen argued that innovation, which normally
requires long-term capital investment, may detat®HK firms’ traditional comparative advan-
tage in flexibly and rapid reaction to market regments from both producer as well as cus-
tomer sides. Our analysis shows that an adequateaon of informal factors in different as-
pects of innovation activities may increase firraperational flexibility and therefore be crucial
for firms both in HK and in the PRD to cope withetmtensified competition and aggravated
market volatility in the future. Moreover, our aysik finds that not all informal factors are of

the same importance for realising “agility in inaton”.

Implement appropriate upgrading strategies: Upgrading of the recent cross-border business
model is not restricted to emerging high-tech ssctr to radical technological innovations.
The recent business environment also rewards bgildp basic technological capabilities by
using appropriate technologies. The use of theslentdogies is especially promising if it is
combined with innovative organisational or markgtmodels. The co-existence of different
strategic orientations might even be an advantageglthe transition of the PRD, since such a

diversification reduces risks.

Organise innovation processes more flexibly via informal arrangements. The flexibility of in-
novation activities may be increased by informai, duality-related factors such as “long-term
business relationships”, “partners or informaticoviders’ reputation” and their “expertise”,
instead of relying mainly on family ties or purerg@nal relationships. In addition, the findings
on the relatively high importance of formal instituns for protecting innovation outcomes sug-
gests that innovative firms in HK and the PRD sbawt neglect the legal protection warranted
by formal rules.

Use adequate sources for innovation-related information: Adequate combinations of informal
practices in sourcing innovation-related informatare expected to be highly relevant for firms
in HK and the PRD in order to remain competitivahie global market. Critical factors identi-
fied by our study are trusted relations to relighl®vation partners which are supported by le-

gal safeguards for innovation outcomes as provigethe legal system in HK.
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