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Preface

The purpose of this book is to provide a guide to understanding the significance
of the role of networks in small-business development. There has been much
advocacy of the idea that economies based on high levels of business trust and
cooperative relations, within and between businesses, provide a recipe for
economic success. Subjecting this claim to critical scrutiny provides the principal
motivation for this book. In line with this objective, the emphasis in this review
is to assess networking in terms of the relationships between economic
performance, industrial structure and society. This focus on the context in
which small-business networks operate is designed to assist business decision
makers, public policy makers and others interested in local economic
development assess the significance of the claims about networks.
While there is a great emphasis in the ‘serious’ literature about business
networks on the importance of history and social relations in the formation of
networks, rather less tends to be heard about more contemporary forces that
sustain network relations (and which may shift to break down existing forms
of cooperation) such as market conditions, technology and other industry
characteristics. Identifying the significance of such contemporary intermediate
influences on networks provides much of the discussion for the chapters which
follow. Another objective behind the writing of this book was to correct the
tendency to view networks as somehow more progressive, sustainable and
democratic ways of conducting business than competitive market relations.
This claim has merit, but it can overstate the reality of business relations in
competitive markets, which in practice can still depend highly on personal
relations and trust. There is also a tendency to overlook the fact that the
conditions which sustain some often praised network economies are distinctly
unprogressive. Dependence on ethnic uniformity, the privileging of work over
other life interests and reliance on connections to political elites variously
sustain particular examples of business networks. In a similar way, the book
aims to counter arguments that see universal binary trends in industrial
organisation. Thus, in contrast to the claims about the end of mass production
and the shift to an era of customised production, this account favours awareness
of the variability in market trends. In some contexts, opportunities for network
relations are growing; in other cases they are declining.
The specific origins of this book are in the author’s research into business
networks in New Zealand. This small industrial country has been undergoing
a radical shift in its public policy environment in favour of a minimalist
government role in business development and employment matters. Amidst
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the dominant advocacy of the belief that ‘competitive markets’ alone will
promote economic prosperity, a few experiments have been implemented which
seek to show that cooperation between business also has a role to play.
Reviewing the impact of these programmes to promote various forms of
business network indicated the potential stimulus to business success that can
come through cooperation. These experiences also led the author into
investigations of the New Zealand business environment and to various
conclusions about the potential scope for expanding business development
through networks. In contrast to seeking to learn from this specific context,
the public agency principally pioneering network promotion in New Zealand
followed its initial success by importing a model of network promotion. It
was not alone in the belief that network structures could be readily transplanted.
Business development agencies in other countries similarly took up the ‘hard
networks’ programme developed in Denmark. This book was conceived partly
as a reaction to this eagerness to borrow ideas from abroad. To encourage
more interest in learning from what is already in place, it is hoped that it will
explain why importing other places’ policies might not be sound strategy and
encourage scrutiny of what has been achieved through networks.
The structure of the book was developed from the argument in Andrew
Sayer and Richard Walker’s (1992) review of the ‘new social economy’ that
network relations can be separated from other forms of business linkage neither
by their function nor by their social embeddedness and reliance on trust.
Networks, they argue, do not have purposes (such as risk sharing or technology
cooperation) that are not also pursued by other organisational forms; nor can
they claim a unique reliance on trust since all business relations combine
elements of competition and cooperation. The analytical structure suggested
by Sayer and Walker involves distinguishing network relations according to
the form of the connection between businesses. That approach is reflected in
this book through a discussion of four types of network that are of importance
to small businesses: family and ethnic business networks; community-based
networks; organisational networks and buyer–supplier networks. The examples
and evidence drawn upon are international in scope, highlighting the wellknown cases around which much of the advocacy of networking has developed,
and taking advantage of the author’s career as a contract itinerant academic
variously employed in the UK, New Zealand and Singapore.
The scope of the discussion of each type of network recognises a dual
significance to networking. First, networking is an important way in which
small businesses connect with their environments. With a shortage of time
and resources, networking of various forms can be critical to the ability to
gather information about market conditions, enter new markets and learn
and develop new techniques. Second, networks are an aspect of time and
place and the opportunities for developing trust. While trust is ultimately a
matter of individual negotiation, it is shaped by historical experiences and the
institutional context in which business operates. Consequently, as well as the
importance of networks as a micro-level component of business performance,
the form that trust takes and the types of networking this encourages are
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crucial distinguishing features of business systems. But while the book recognises
these contexts it is not intended as a contribution to the theory which surrounds
these two debates. The book is aimed at students, researchers and business
decision makers who wish to gain an introductory overview of the significance
of claims about the role of networks in small-business development. Reflecting
the author’s disciplinary affiliation to geography, a subject which is mainly an
amalgam of perspectives drawn from other sources, the book eschews narrow
theoretical argument in preference to advancing an interdisciplinary perspective.
I am indebted to a number of people who in a variety of ways have made it
easier for me to complete this book, although none shares responsibility for
its content. My research in New Zealand was carried out while employed in
the New Zealand Institute for Social Research and Development, where Shaun
Goldfinch was a co-worker on a number of the investigations completed and
a co-author of subsequent publications. Richard Le Heron, David Hayward,
Ian Cooper and Adrian Field were partners in other studies in New Zealand
from which I have benefited and have drawn on in writing this book. The
research in New Zealand was funded by the Foundation for Research Science
and Technology, and I am grateful for their financial support and the assistance
of Kay Saville-Smith in helping to prepare successful contract bids. My updating
of policy initiatives in New Zealand was assisted by information supplied by
Ifor Ffowcs Williams and Peter Maher, although neither bears any responsibility
for its interpretation in this book, while Ian Chaston kindly supplied me with
copies of his research on the hard networks programme in the UK. In
Singapore, I have been greatly helped by a postgraduate student Tan Boon
Hui, who completed a study of subcontracting relations in Singapore and
helped my own work through cooperation on a separate project and in bringing
to my attention large amounts of literature that was new to me. Another
former student, Choong Ching Hoong, completed a thesis under my
supervision that has also been helpful in writing this book. I am also indebted
to the Department of Geography cartographer Mrs Lee Li Kheng for her
assistance in drawing the figures for this volume.
Martin Perry
Singapore, July 1998
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Introduction

Places that have been economically successful in the late twentieth century
tend to have little in common. Think of the differences between Silicon Valley,
Toyota City, Baden-Württemberg and Taiwan. The first is a place that has
played a central role in the development of much of the technology that
underlies the new information age. The business population of Silicon Valley
includes many large corporations, but the locality’s innovative dynamism is
generally put down to the high rates of new venture start-up. Indeed, the
eagerness of individuals to leave their existing place of work and ‘hive off’
their own business has led some observers to suggest that Silicon Valley suffers
from ‘chronic capitalism’: too much entrepreneurialism and competitiveness
at the expense of accumulating knowledge within established organisations
(Florida and Kenney 1990; Kenney and Florida 1993).
In contrast, Toyota City grew to prominence by a relentless accretion of
manufacturing expertise within a single organisation. In this case, a rural silkgrowing area was transformed into the home of the world’s third largest car
manufacturer, accommodating 90 per cent of the eponymous assembler’s own
workforce as well as a large proportion of the workforces of its suppliers and
subcontractors. Toyota’s success has been built on its advanced brand of
manufacturing, known as ‘lean production’ (Womack et al. 1991). The
methods involved, which are quite different from the high-tech innovation of
Silicon Valley, originated in the classical Ford conveyor belt system of vehicle
assembly. In addition, the welfare capitalism associated with this company
town has resulted in a social structure long regarded as anachronistic in the
United States (Fujita and Hill 1993).
The south German region of Baden-Württemberg acquired its industrial
success in various branches of engineering, including motor vehicles as well as
machine tools and electronics. It too is associated with its own manufacturing
system, in this case known as ‘diversified quality production’ (Streeck 1989).
The core of this method lies in improving the status of production workers to
that of ‘engineer craftsmen’ through high levels of vocational training, much
of it provided through an extensive network of public institutions. This
institutional context helped to create one of Europe’s most prosperous regions
based on manufacturing philosophies that contrast sharply with those used in
Toyota City. In south Germany it was accepted that there can be benefits in
accommodating ‘redundant capacities’ into the production system, that is
skills and resources which, although not immediately required, may assist the
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ability to customise products and speed up the ability to introduce new
products.
The case of Taiwan shares with Silicon Valley an emphasis on individual
entrepreneurialism. The Chinese family firm and the importance of traditional
sectors such as footwear, alongside participation in newer activities such as
computer component manufacture, make Taiwan’s economic expansion
distinctive. The individualism associated with high-tech start-ups in Silicon
Valley differs from the traditionalism of family firms and their reliance on the
flexible labour offered by kin and their personal recruits (Shieh 1992). Much
of the independence in Taiwan is, in fact, illusory given that business is often
one end of a commodity chain managed and controlled by a brand
merchandiser or departmental store company in the United States or a Japanese
computer company.
Although strong contrasts exist, it has been argued that what these and
other successful economies share in common is an emphasis on networking
(Best 1990; Scott 1992a; Storper 1992; Grabher 1993a; Saxenian 1994).
This type of networking primarily concerns the way in which firms manage
their relationships with other firms and external organisations. Network
relations are distinguished by a willingness to allow opportunities for longer
term mutual gains to influence immediate economic transactions. This is seen
in Silicon Valley, for example, in the cooperative attitudes to information sharing
among businesses as well as between business and research organisations,
something which has been linked to the origins of the technology cluster in
academia and its belief that scientific knowledge is a public good (Saxenian
1992). In Toyota City, networking exists in the relational contracting ties that
connect Toyota’s assembly plants to a network of over 30,000 subcontractors
(Sheard 1983). Compared with ‘normal’ arm’s-length trading ties, Toyota’s
subcontracting methods have been viewed as more conducive to manufacturing
improvement. In south Germany, networking in the management of
subcontracting, as well as between business and public sector research and
vocational training institutions, has led to it also being viewed as a model
networked economy (Streeck 1989). The effect of including external
organisations within the Baden-Württemberg network has been the promotion
of engineering excellence rather than simply the accumulation of small scaleimprovements, as is the case in Toyota City. In Taiwan, networking has been
central to the operation of subcontracting industries that integrate the efforts
of large numbers of highly specialised small firms.
It might be argued that searching for a link between disparate experiences
compounds a misunderstanding of the origins of economic success. To a
significant degree, successful localities achieve a fit between resources,
organisational strategies and a particular niche in the international economy.
In this sense, each supplies its own model of ‘best practice’ geared to some
segment of the economic opportunities that exist at any point in time (
Appelbaum and Batt 1994). Signs of exhaustion are, for example, evident in
south Germany and to a degree in Toyota City, although as one of Japan’s
‘seven samurai’ Toyota remains above the quagmire that has clogged much of
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the Japanese economy in the 1990s. Such shifts in regional fortunes have
caused some observers to suggest that there is an increasing divergence between
companies and countries (Lehmann 1998). In a new era of globalisation, it is
argued, the significance of embeddedness in a distinctive territorial environment
is waning as a source of economic strength compared with the organisational
effectiveness of placeless transnational corporations. On the other hand,
although the world’s largest companies may be extending their global reach,
most retain the distinctive stamp of their home territory (Dicken et al. 1997),
and internationally there has been a resurgence of small enterprise, including
the emergence of particularly dynamic regional clusters (Pyke et al. 1990).
One sign of this can be seen in Taiwan’s insulation from much of the economic
turmoil that swept through other countries in East and South-East Asia after
the currency crisis that developed in 1997. It might also be claimed that it is
too early to write off the possibility of renewed dynamism in BadenWürttemberg given the unusual pressures it has faced arising from the special
circumstances associated with German unification (Cooke and Morgan 1994).
This book examines the case for networking as a strategy for economic
success. In essence, the case for networking is that, although it has been
customary to think of entrepreneurship as an individual endeavour, business
performance is increasingly dependent on collective rather than individual
action (Johannisson 1987; Cromie et al. 1993). This might appear to be a
radical agenda, especially at a time when free market philosophies are in the
ascendancy. In practice, the claims about networking are partly a recognition
of the way in which small-scale, independent enterprise can carve a greater
niche for itself in the world economy. This argument is explored through a
review of four ways in which small firms can sustain some form of collective
structure, namely through family and ethnic cohesion, through buyer-supplier
relations, through geographical proximity and, finally, through ties of
ownership, investment or organisational membership.
By examining specific concrete forms of networking, the book seeks to
evaluate the claims about networks and small firms, both as a guide to research
into small-firm development and as a guide to the scope for encouraging
business expansion through the promotion of networks. This introductory
chapter begins this agenda. It distinguishes claims about networks at the micro
and macro level. At the micro level, there is a need to establish what makes
network relations different from other forms of business connection. Although
proponents of network solutions generally assert that network relations have
unique qualities, there has been little agreement over what precisely this
involves. At the macro level, claims about networking are often linked to a
perspective about capitalism that emphasises its social and differentiated
character (Storper and Scott 1992; Thurow 1992; Whitley 1992a). Such an
outlook deviates from the view that sees an ‘end of history’ with respect to the
further evolution of economic systems following the collapse of East Europe’s
former collectivist economies and the perceived ascendancy of ‘western liberal
capitalism’ (Fukuyama 1992). According to the network perspective,
economies, rather than converging, exhibit many varieties of capitalism, with
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much of the difference arising from the way in which businesses relate to one
another. Following the outline of these micro- and macro-level arguments,
the chapter concludes with an outline of the purpose and scope of the remainder
of the book.
Networks at the micro level
An initial problem in the debate about network relations is the need to
substantiate their existence as a particular way of organising business. As it is
impossible to be a small business without linkages, at least to customers if not
to suppliers and a range of business services as well, it seems that we need to
differentiate ‘ordinary’ from network relations. As interest in networking has
grown, different views have emerged regarding the extent to which networking
relations are a distinct set of business linkages separate from other interactions.
Three main points of view can be distinguished.
The transaction cost perspective holds that business networks are an
intermediary organisational form lying somewhere between open markets and
management hierarchies (Williamson 1975; 1985; Thorelli 1986). This
approach argues that networks arise in response to the limits of the two basic
ways of organising business transactions. Market-based transactions are
perceived to work most effectively when three basic conditions are met:
1 A contestable relationship is maintained between trading parties to an
agreement such that both parties are free to break or alter it should they
become dissatisfied with the initial agreement (without this condition there
is a risk of one party holding the other to ransom).
2 The good or service exchanged can be described and assessed adequately
prior to purchase, so that the likelihood of malfeasance is minimised and
legal remedies relatively simple.
3 There is a degree of certainty in the underlying market conditions such
that the assumptions on which the order was placed hold for the term of
the agreement.
Internal management hierarchies provide potential solutions to situations
in which these conditions are not met (and may also bring other benefits
linked to economies of scale and scope) but are subject to two main limitations.
First, there is a loss of incentive when market-based transactions become
administrative matters overseen by paid employees compared with when they
remain the purview of self-employed business owners. Second, there is the
risk of management hierarchies becoming bureaucratic and self-interested, as,
for example, in the way that individual managerial interests may conflict with
the organisation’s objectives.
Where neither the market nor the internal management hierarchy offers a
satisfactory way of managing transactions, transaction cost economists envisage
network relations as a possible solution. They combine elements of the two
basic ways of managing transactions by replacing the certainty of internal
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management or legally enforceable contracts by relationships based on trust,
reputation and mutual dependence. The network option keeps difficult
transactions outside the firm, thus preserving market incentives, and replaces
unified management by a reliance on active collaboration between the trading
parties. In this conception, network relationships are thus selected according
to a judgement of relative strengths and weaknesses. Compared with market
transactions, network relations are flexible enough to handle difficult
transactions, for example those requiring frequent renegotiation, but take time
to establish because trust, reputation and reciprocity typically only develop
through repeated interactions. Compared with integration within the firm,
networks preserve market incentives and limit the need for management
hierarchies but may be less effective than internal management in guaranteeing
the coordination of resources.
A modified transaction cost perspective was developed from dissatisfaction
with the tendency in transaction cost analysis, at least as proposed originally
(see Williamson 1994), to view network relations as a temporary or residual
phenomenon. This had the implication that markets are a starting point, the
‘elemental form of exchange out of which other methods evolve’, with
management hierarchies the evolutionary end point (Powell 1990: 296). Rather
than being a progression (which historic evidence would tend to dispute as
Table 1.1 Network, market and hierarchy relations compared

Source: Powell 1990
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impersonal monetary exchange conducted through markets has generally
emerged slowly and unevenly from the webs of political, religious and social
affiliations that first surrounded commerce), networks are associated with
specific attributes that provide enduring advantages over markets and
management hierarchies (Table 1.1). According to Powell (1990), network
modes of resource allocation gain their advantage over other discrete exchanges
and administrative fiat in three main areas:

1 Improved resource use and risk spreading. Firms can use cooperative
arrangements as a way of reducing duplication of investment in areas that
are costly and whose success depends on the actions of other firms (for
example, R&D, product development or market education).
2 Flexibility and adaptability. In environments characterised by rapid
technological change, short product life cycles or non-standardised
production systems, networks can be more adaptable to change than
internalisation of activity within a single organisation. This may allow
individual firms to specialise and to meet changing market opportunities
by making and breaking links to other specialists, providing a less costly,
less irreversible and more innovative solution than merger with or acquisition
of another firm.
3 Accessing information and skills. Established and well-tested technology
can be transferred through market transactions more readily than new
technology, which is dependent upon access to the expertise and knowledge
of the originators. More generally, some form of collaborative agreement
can be more effective than other options where access to a diffuse set of
skills or manufacturing methods is required.
The third perspective, developed mainly by sociologists and political
scientists (Granovetter 1985; Swedberg 1990; Grabber 1993a), is sceptical
about giving any particular status to network relations, believing that all
economic transactions are embedded in social relations and entail cooperation
as well as competition, implicit relations as well as formal agreements. The
embeddedness perspective thus addresses the perceived limitations of viewing
network ties as a separate or optional way of organising interfirm relations
(Box 1.1). In this vein, it has been argued that, rather than being residual or
hybrid in character, networks should be seen as lying ‘over, under and around
markets and firms’ (Sayer and Walker 1992: 139). In effect, all economic
transaction beyond the most perfunctory exchanges rely on and create some
degree of mutual association and obligation. The diamond exchange has been
cited as an example of this. On the surface, in such ‘free markets’, as in
international financial markets, it appears that high-value deals are secured by
nothing more than a ‘handshake’ between anonymous individual traders. In
practice, ‘this transaction is possible in part because it is not atomised from
other transactions but embedded in a close-knit community of diamond
merchants who monitor one another’s behaviour closely’ (Granovetter 1992:
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62). Similarly, in the construction sector it is noted that there is a persistence
of long-term relations between contractors and subcontractors which, being
embedded ‘in a community of construction personnel, generate standards of
expected behaviour that not only obviate the need for but are superior to pure
authority relations in discouraging malfeasance’ (Granovetter 1992: 68). Thus,
despite the availability of large numbers of alternative contractors, typically
general contractors have links to just a few contractors in any trade. This
stability may be partly explained by investment in ‘learning to work together’
and also, it is suggested, by ‘the desire of individuals to derive pleasure from
the social interaction that accompanies their daily work, a pleasure that would
be considerably blunted by spot-market procedures requiring entirely new
and strange work partners each day’.
Box 1.1 Transaction cost versus embeddedness perspectives on networks
Transaction cost economics is often referred to in discussions of business
networks as it has sought to explain the circumstances under which
organisations favour internal management (hierarchy), externalised transactions
(market) or some form of hybrid arrangement (networks). The transaction cost
approach holds that economising on transaction costs is mainly responsible
for the choice of one form of business structure over another. Transaction
costs are incurred in establishing and maintaining a particular trading
relationship or organisational structure plus ‘the ex post costs of maladaption
and adjustment that arise when contract execution is misaligned as a result of
gaps, errors, omissions, and unanticipated disturbances’ (Williamson 1994:
103). The total cost to the firm determines whether an activity is retained within
the organisation or obtained externally, through either independent or linked
suppliers, with these decisions taken to enable the most effective specialisation
of each business unit. In this way, networks are used to gain strategic advantage
(Jarillo 1988).
Transaction cost economists were among the first researchers to draw
attention to the variety of transactions that cannot be strictly categorised as
either markets or hierarchies (see Williamson 1975; 1979), but their
interpretation of the ‘third way’ has been opposed for three main reasons:
1

The organisational arrangements found in practice are too diverse to be reduced to
the outcome of cost calculations. The original transaction cost ideas were worked
out in the context of Anglo-Saxon business practice. This offered a limited range of
transactional options compared with the inclusion of business practice in other
cultures. Recognition of the contrasting business arrangements existing in different
localities questions the focus on cost equations and asserts the importance of
place-specific institutional environments as the determinants of organisational
structures. This argument has, in particular, drawn attention to the dramatically
different organisational structures both within East Asian countries and compared
with Anglo-Saxon practice. Transaction cost economists now acknowledge that
they were guilty of assuming that the institutional environment is everywhere the
same. They suggest that treating the institutional environment as a set of ‘shift
parameters’, which induce changes in the comparative costs of governance, is a
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response to their previous simplification (Williamson 1991; 1994). For those who
favour an embeddedness perspective, this proposed modification merely highlights
the tendency for transaction cost interpretations to rationalise particular economic
structures without an explanation of why a particular range of options is under
review (Sayer and Walker 1992). Moreover, the one-off adjustment implied by
accepting the existence of distinct institutional environments is too static as cultural
influences are continuously changing. Culture ‘not only shapes its members but is
also shaped by them, in part for their own strategic reasons’ (Granovetter 1985:
486).
Transaction cost interpretations tend to be built around simplistic interpretations
of the comparative risks and costs associated with internalisation versus
externalisation. The comparison tends to emphasise cooperation and order
within internal management hierarchies and risks of deception and
opportunism in the use of market transactions (see, for example, comments
on Williamson in Granovetter 1992: 72). Others have pointed out that the
complexity of market transactions that can be found in practice indicates how
the absence of trust and confidence in legal procedures, as tends to be
assumed in transaction cost analysis, is contradicted by widespread confidence
in customary expectations of tolerable behaviour. Compared with transaction
cost economists, therefore, the embeddedness perspective tends to be more
positive about the effectiveness of market transactions and less persuaded
of the effectiveness of internal hierarchies. The reason for this is that all
business relations and transactions are seen to involve at least minimum
levels of trust and mutual confidence, either through the way in which repeated
interaction builds personal relations or through the reliance on personal
knowledge and connections to initiate interaction. At the same time, the
tendency for personal relations to modify internal decision-making structures
can frustrate the smooth functioning of large organisations and is seen to be
illustrative of the weakness of internal management solutions to business
coordination (Granovetter 1992: 70–1).
Transaction cost analysis assumes a functionalism in which whatever
organisational form is most efficient will be the one that is observed. Although it
is recognised that adjustment to changing cost structures may be sticky, so that
transaction cost minimising might be most clearly exhibited in industries with
ease of entry and strong competition, ultimately the fitter are selected whatever
the industrial context (Williamson 1994: 87). Embeddedness interpretations
are inclined to doubt that there is a necessary coalescence to efficient
arrangements, or that exogenous pressures are the driver of organisational
change. Industrial structure and organisation are instead viewed as
consequences, partly intended, partly unintended, of many processes of
development and competition, encompassing organisational evolution and
learning as well as responses to external pressures (Sayer and Walker 1992:
210).

In contrast to the transaction cost approach, the basic claim in the embeddedness
perspective is that economic ‘actors do not behave or decide as atoms outside a
social context, nor do they adhere slavishly to a script written for them by the
particular intersection of social categories that they happen to occupy’ (Granovetter
1985: 489). Rather, economic relations are seen to be a product of inherited patterns
of behaviour, which may originate in preindustrial times, as well as contemporary
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social structures and institutions which influence the conduct of economic affairs
(Hamilton and Biggert 1988: S54). As social environments and historical experiences
vary, the form that business relations take is expected to be highly variable and
idiosyncratic, in contrast to the alleged emphasis in transaction cost economics on
universal behaviours and institutional arrangements (Granovetter 1985; Hamilton
and Biggert 1988; Williamson 1994).

A similar set of observations were collected in the trading behaviours of
North American (Wisconsin) manufacturing companies. Through
interviews and surveys of purchasing and sales managers, Macaulay (1963)
showed how many transactions that were apparently governed by formal
legal contracts were often in practice held together simply by trust that the
other party would act ‘reasonably’ in the event of a dispute arising (Box
1.2). This observation arose from the examination of the enforceability of
the ‘small print’ accompanying the sales and purchase agreements used in
business. Typically the small print was lengthy and exhaustive but also in
conflict with the small print of the other party’s contract, making both
contracts unenforceable, accentuated in some cases by being too vague to
have legal authority. It was found that trading parties negotiated carefully
what was to be sold and its price, but beyond this it was evident that business
managers preferred to believe in ‘common honesty and decency’ and to
rely on the other party’s ‘word’, confirmed in a brief letter and by a
handshake even when the transaction could involve exposure to serious
risks (Macaulay 1963: 58). Although this sort of approach raised alarm
among lawyers, it has a common-sense logic to it that supports the
embeddedness perspective:
Better than a statement that someone is known to be reliable is
information from a trusted informant that he has dealt with that
individual and found him so. Even better is information from one’s own
past dealings with that person. This is better information for four reasons:
(1) it is cheap; (2) one trusts one’s own information best – it is richer,
more detailed, and known to be accurate; (3) individuals with whom
one has a continuing relation have an economic motivation to be
trustworthy, so as not to discourage future transactions; and (4) departing
from pure economic motives, continuing economic relations often
become overlaid with social content that carries strong expectations of
trust and abstention from opportunism.
(Granovetter 1985: 490)
Box 1.2 What is in a transaction?

A contract is typically designed to incorporate some or all of the
following issues:
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•
•

•
•

what each party is to do or refrain from doing;
the identification of and expected response to contingencies affecting the
original intentions (material unavailability, transport problems, industrial
action);
the steps to be taken if one party fails to perform;
legal enforceability in the event of expected commitments being unfulfilled.
Over each of these issues there may be:

1

2

3

4

careful and explicit planning of performance expectations, for example
over the volume, material composition and quality of a component to be
assembled;
mutual but tacit understanding of an issue; for example, although it may
not have been covered in negotiations, both parties may assume that if
the buyer’s market declines it is permissible for the buyer to cancel
remaining orders that are no longer of use;
inconsistent and unexpressed assumptions about an issue, for example
a supplier may assume that there is responsibility to replace a component
failing to achieve its performance grade whereas the buyer may assume
that the obligation is to replace and compensate for any loss of production
time.
unrecognised issues, for example neither party may have considered
whether the final contract is a legally enforceable document.
Some transactions may be planned in detail, particularly by
organisations extensively involved in purchasing and subcontracting,
but many exchanges are conducted with a minimum of planning.
Consequently, many transactions proceed on the basis that the other
party will act in ‘good faith’, with the possibility of disputes arising where
there are different expectations of what this implies. Historically, the
most frequent shortfalls in planning have been the prior checking of
legal enforceability, with the result that many trading contracts have
been too vague or in conflict with the other party’s contract. Planning
for contingencies and the effect of defective performances have also
been poorly specified aspects of contracts.
Source: Macaulay 1963

Reliance on trust over legal enforceability affords some advantages, and
is perhaps inevitable, but it does not necessarily accord with business
efficiency. It implies that social relations in business may compromise
economic objectives. This possibility has been subject to inconclusive
investigation (Box 1.3), one reason for which is that, although trust may be
a basic requirement for business, there are a variety of sources from which
trust may originate. Thus, the debate about networks needs to extend beyond
a simple emphasis on the benefits of trust to the attributes of different types
of trust.
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Box 1.3 Testing for embeddedness through interlocking directorates
The role of social relations in the formation of networks has been
extensively investigated in the case of the formation and use of interlocking
directorate networks created where the same people occupy multiple company
boards of directors. Broadly, two perspectives have been applied to explain
the existence of interlocking directorates (Powell and Smith-Doerr 1994: 378).
The resource dependence perspective views organisations as the primary
actors and individuals as their agents, whereas, according to the social class
perspective, individuals are the primary actors and organisations are their
tools.
The resource dependence perspective starts from the perception that
organisations operate in unpredictable and turbulent environments that cannot
be managed through internal resources alone; consequently, they depend
on external resources to reduce the uncertainty faced. This formulation
therefore assumes an economic motive for the development of network
linkages to establish a more certain operating environment than would
otherwise be encountered. It is a perspective that typically leads to the use
of transaction cost economics to explain the form that linkages take (Pfeffer
1987).
The social class perspective, on the other hand, is driven by the belief
that social, political and economic linkages among elite groups create a
cohesive power elite. To perpetuate their status and control, closely tied
networks of corporate leaders, key policy-making bodies and elite social
groups (with connections through organisations such as exclusive social
clubs and elite universities) are formed. Interorganisational networks
formed from these associations are a vehicle for enhancing the
integration of the power elite and maintaining control of key social
institutions.
One test used to determine whether interlocking directorates are socially
or organisationally motivated is to examine what happens when ties are
accidentally broken (through death or retirement). If interlocks reflect
ongoing business relations, it might be assumed that ties that are so broken
are more likely to be replaced than ties based on social allegiance. Studies
which have examined this have found low rates of renewal (Koenig et al.
1979; Palmer 1983), but subsequent reflection on these findings has
questioned whether it is then fair to conclude that this shows that interlocks
do not support interfirm cooperation (Pfeffer 1987; Mizruchi and
Galaskiewicz 1993). Resources may, for example, be transferable to another
organisation that provides an effective substitute for the original tie when it
is broken accidentally. In addition, the original business relations may be
sustained without the interlock. On the other hand, interlocking directorates
have generally been found to have little impact on profitability when highand low-interlocked organisations in North America are compared, and this
may indicate that they do not serve an economic purpose (Mizruchi and
Galaskiewicz 1993).
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Trust
Trust is often taken to be the defining characteristic of network relationships,
but in practice there is little agreement as to which organisational arrangement
makes most use of trust. Some researchers believe that it is much more difficult
for large firms than for small firms to incorporate trust into their calculus (Malecki
and Tootle 1996). In contrast, Fukuyama (1995), in his recent encyclopaedic
review of the role of trust in business development, described increasing business
concentration as an indicator of higher levels of trust in a society. In his view it
is only in societies with a prevalence of trust that large corporations with
professional management can emerge out of pre-existing small-scale family
enterprises that otherwise remain stymied by the mistrust of non-kin.
These alternative viewpoints draw attention to the various ways in which
trust is produced. Historical perspectives identify a contrast between premodern
and modern conditions of trust, reflected in the shift from trust arising from
kinship, community and tradition to trust based on abstract systems, involving
trust in money and systems of technical expertise (Giddens 1990: 110). This
process of modernisation is also seen in the evolution from personal trust,
founded on belief, to system trust, founded on mutual self-interest and
functional interdependence (Luhmann 1988); or from process-based trust,
founded on past personal experience, to the development of institutions for
professional accreditation and guardianship and the related means of enabling
individuals and organisations to assess one another’s standing (Shapiro 1987).
An example of shifting systems of trust arises in the origins of conglomerate
enterprise in North America. The emergence of big business in the United
States has been linked to the breakdown of reputational and personal means of
developing trust as a consequence of the high rates of urbanisation and inward
migration during the formulative period of industrialisation at the start of the
twentieth century (Zucker 1986). This account of America’s industrial birth
outlines three different ways in which trust – ‘a set of expectations shared by all
those in an exchange’ (Zucker 1986: 54) – is established. Process-based trust
emerges from recurrent transactions; characteristic-based trust rests on social
similarity and institution-based trust is tied to formal social structures. Zucker’s
argument is that immigration, internal migration and business instability
disrupted the first two sources of trust and led to reliance on institutions that
produced trust, such as professions, bureaucracies and financial intermediaries,
which are conducive to the operation of conglomerate enterprise.
A similar threefold categorisation of trust has been offered in the specific
context of a comparative investigation of buyer–supplier relations in Japan
and the UK (Sako 1992):
1 Competence trust. This refers to the confidence that trading partners will
perform their obligations competently and that they have the skills and
capacity claimed. High-competence trust facilitates, for example, the
minimisation of goods inspection on delivery as required in the operation
of just-in-time inventory systems.
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2 Contractual trust. This form of trust refers to the confidence that specific
agreements will be adhered to. Different degrees of contractual trust may
exist depending on the willingness of the parties involved to accept oral
agreements over written ones and the degree of written detail required.
The less the detail expected in written documents, the greater is the trust
that both parties can be relied upon to uphold their promises with respect
to issues such as delivery dates, product specifications, confidentiality and
dispute resolution procedures.
3 Goodwill trust. This refers to mutual expectations that both parties have an
open commitment to each other as reflected in their willingness to do more
than that which has been immediately agreed. In effect, this means that
there is less emphasis on establishing explicit commitments or defining
performance levels than on maintaining ongoing relations in which both
parties are prepared to take initiatives for mutual advantage while refraining
from opportunistic behaviour.
Comparing Zucker and Sako’s classifications of trust, process trust equates
broadly with competence trust (experience of working together demonstrates
the ability to deliver) ; institutional trust broadly encompasses the scope of
contractual trust (the parties share similar understandings of rights and
obligations based on what ultimately may be enforced); and characteristicbased (personal) trust overlaps with goodwill trust (the willingness to act for
mutual advantage). Goodwill and personal trust are distinguished by their
comparative informality. Thus, these forms of trust arise from the trust between
individuals who know each other rather than from confidence in contractual
commitments or impersonal sources of information such as professional
accreditation, formal statements of experience or audit reports.
Two main questions arise from acknowledging the existence of different
types of trust. First, are certain forms of trust superior to other forms as they
affect business performance? This is critical to claims about network relations,
which tend to be based on the belief that personalised forms of trust between
business are more effective than other ways of securing trust in the changing
competitive environment (see, for example, Lever-Tracy 1992; Malecki and
Tootle 1996). An alternative viewpoint may be to suggest that there is large
measure of ‘functional equivalence’ between different ways of securing trust
(Box 1.4). Second, can trust be deliberately created such that a more desirable
form of trust can be learnt or transferred between places and organisations? The
scope for advocating networks as a business development strategy, as well as the
proposed design of any such strategies, depends on the answer to this question.
Box 1.4 Functional equivalents for trust and Japanese work methods
One reason for believing that networks can be readily transferred between
places is that ‘functional equivalents’ to the trust arising from reciprocal and
personal
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relations can generally be found. This interpretation has been used to explain
the diffusion of Japanese manufacturing to Europe and North America without
the transfer of the ‘three pillars’ thought to be essential to the operation of
just-in-time in Japan (Oliver and Wilkinson 1992). The functional equivalents
of these pillars – lifetime employment, company welfare and seniority-based
remuneration – include the capacity of transplants to (i) mobilise local political
and community support in the context of high unemployment and regional
competition for jobs; (ii) employ intensive selection procedures to identify
compliant employees; (iii) benefit from political divisions among trade unions
in an environment of declining union membership; and (iv) introduce
management-controlled participation techniques such as quality circles and
team working as ways to enhance workforce commitment to enterprise goals.
Several arguments have been raised against the view that trust has been
replaced by instrumental ways of securing workforce commitment in Japanese
transplants (Elger and Smith 1994:48). The specific mix of ‘functional equivalents’
found in individual plants varies substantially, for example in attitudes to union
recognition and the type of labour emphasised. Responsiveness to local
opportunities rather than a calculated search for equivalence is suggested by
such variability in transplant organisation. This interpretation is supported by
case study evidence showing that wages and job security, traditional aspects of
the employment relation, are what employees identify as important rather than
any distinctive work environment. A different viewpoint is that these arguments
have tended to underestimate the difference between transplants and home
country organisation (Dedoussis and Littler 1994). According to this argument, a
‘peripheral model’ of Japanese management practice exists to accommodate
the needs of transplant operations. Transplants are established to carry out
discrete operations and are thus peripheral to the organisation as a whole, as,
for example, in their minimal role in R&D and innovation. Hence, there is not a
perceived need to operate with the same degree of participatory and cooperative
work relations. In this context, the functional equivalents may be assisting a
degree of trust but this should not be confused with the level of trust needed and
obtained in the home country operation.

With respect to the former question there is a case for believing that goodwill
trust is a superior form of trust. In contexts in which trading parties are
committed to assisting each other, to sharing information and to avoiding
self-interested behaviour, it would seem that the scope for improvement and
innovation is maximised. It would, for example, act against a supplier
withholding knowledge about the performance of a component or about more
effective ways in which it might be designed or used to assist the buyer’s
operation. The ability to consider long-term as well as immediate returns may
further encourage performance that exceeds the minimum required, whether
by early delivery, higher quality or some other means of ensuring goodwill.
The presence of goodwill trust also implies the absence of suspicion, e.g. the
suspicion that a trading partner would deceive or deliberately withhold
information to one’s disadvantage in the immediate transaction. Such
opportunistic behaviour should also be minimised by contractual trust, but
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only to the extent that it is possible to specify and enforce preferred behaviours;
in contrast, in the presence of goodwill trust the commitment to avoid
opportunism is open ended (Sako 1992: 39). However, three considerations
need to qualify any claimed superiority of goodwill trust.
First, the promise of goodwill trust is that it will encourage mutual learning
and the sharing of expertise in ways that promote improvement and innovation.
Obviously, this requires that there is scope for such learning to take place. Where
a buyer is obtaining a simple standard component, or when the buyer’s
technology is far superior to that of the supplier, there may not be much scope
or interest in the mutual sharing of information. (This issue is discussed in
Chapter 6, which examines buyer–supplier relations.) Second, the extent of the
gains needs to be assessed against the cost of acquiring them. Goodwill trust
emerges through frequent and intensive communication, possibly implying
experimentation with alternative candidates selected through exhaustive search
processes. Third, the effectiveness of goodwill trust depends on there being a
broad stability in the business environment such that there is little risk attached
to entering comparatively exclusive forms of relationship. The danger of
exclusivity is that the strong commitments to one set of partners forecloses or at
least makes harder the option of breaking those links and forming others in
response to superior or more appropriate alternatives arising. In brief, the case
for goodwill trust requires that at least one of the following conditions is satisfied:
• A long-term association can be maintained to pay back the high
establishment costs, including stability in the key personnel in each
organisation, as individuals embody much of the trust.
• There is a large gap between the protection from opportunism provided
by goodwill as compared with the protection provided by other forms of
trust. The underlying business environment is comparatively stable such
that shifts in business partners are not a priority.
The second main question arising from the relative benefits of different
kinds of trust concerns the mechanisms that create and sustain trust. While it
has been suggested that time and effort will be needed to develop goodwill
trust, there is a view that such investment would be ineffective because such
trust cannot be manufactured. Rather, it is argued, open-ended trust arises as
a product of ‘higher’ commitments and forms of association through shared
familiarity, friendship, moral or religious values (Gambetta 1988). At the same
time, the attempt to build goodwill by cultivating friendship is stymied by the
instrumental motive for the courtship (goodwill for the purposes of business
advantage), undermining the attempt to build friendship (Sako 1992: 46).
This leads to the conclusion that trust is often a scarce commodity, being
heavily dependent on the history of relationships in a particular place, the
cultural disposition towards cooperation and the extent of commitment to
higher goals in society. Such a view has had a strong influence among the
proponents of network approaches to business development, as seen in the
explanation for network structures observed in the Third Italy or different
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parts of Asia as arising from particular historical experiences and ingrained
social dispositions (for example, see Orrù 1991; Harrison 1992; Gertler and
Rutherford 1996).
The perception of trust as a scarce commodity has helped in establishing a
case for networks as a distinct phenomenon but potentially leaves a problem
with respect to the ability to reproduce organisational forms that rely on
heightened degrees of trust. On the other hand, it has been claimed that in the
right circumstances almost any set of common experiences can form the basis of
a culture conducive to network cooperation (Zeitlin 1992: 286–7). Among
some network advocates there is therefore general optimism that where mutual
advantages can be identified and sufficient motivation exists trust can accumulate.
Evidence of this has been claimed from the transformations observed in Italy’s
industrial districts (Chapter 4). Although often described as localities with a
long history of cooperation, closer investigation has sometimes revealed intense
conflicts (Sabel 1992; Amin 1994). In the case of Prato, for example, Sabel
(1992: 228) notes how a modern-day visitor will be advised that trade unions
and employers’ associations work together, as they always have, but will not be
told how ‘for almost a decade after a wave of decentralisation in the late 1940s,
the unions and manufacturers were unable to sign a single collective agreement’.
The preference among contemporary participants to see a long history of
cooperation is indicative of the way in which present relations inform the
interpretation of previous events. Instead of shared identities giving rise to social
relations of trust, cooperative configurations are able to reshape identities to
that which can be shared (Grabher and Stark 1997: 20).
The possibility of creating trusting business and personal relations in
previously mistrusting environments has given rise to the idea of ‘studied
trust’ (Sabel 1992). Where participants have an interest in developing
cooperative business relations it is usually possible to obscure any recent history
of conflict by reaching back to some prior period or form of cooperation that
existed as a precedent for the existence of trust. Studied trust in this view is
thus widely accessible. This accessibility is helped by the form of commitment
that it is envisaged to give rise to. While partners are obligated to behave
loyally in the present, it:
does not obligate them to refrain from asking – out loud – whether and
under what conditions they should continue to do so in the future. Nor
is it regarded as a breach of trust to make provisions – for example, by
recourse to a second supplier – for the possibility that trust could be
breached.
(Sabel 1992: 224)
Similar ideas have developed from the examination of subcontracting
relations among small engineering firms in France, where trading partners
have been judged to develop goodwill trust while remaining ‘neither friends
nor strangers’ (Lorenz 1988). In the context of just-in-time delivery regimes,
various researchers have asked whether the cooperation arising can be
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characterised as reciprocal and of mutual development benefit or whether the
relationship is based simply on the exercise of coercion (Sabel et al. 1989;
Angel 1994; Sabel 1994; Phelps 1996). Contracting within the context of
just-in-time production can mean greater mutual dependence between buyers
and sellers. On the other hand, since this reorganisation is generally at the
initiative of larger buyer organisations, there is a possibility of suppliers losing
control of their development and becoming dependent on a few dominant
customers. In practice, evidence of reciprocity in the context of asymmetrical
interfirm relations has been found, as for example in the relations between
major retailers and their suppliers in the UK clothing and food sectors (Crewe
and Davenport 1992; Foord et al. 1996) and in the UK automotive
components sector (Panditharatna and Phelps 1995). It thus seems that
suppliers can remain motivated to improve their performance even where buyers
do not offer assistance or commitment in return. Suppliers presumably calculate
that, if they can help their customers to improve their market share, their own
business should benefit from the increased sales volume as well (Phelps 1996:
397).
The strength of weak ties
A limit to the possible advantage of open-ended trust between partners, as
noted above, is the risk of getting locked into relationships that restrict the
option of seeking contesting information or products. This gives rise to a
perceived trade-off within network arrangements between cohesiveness and
adaptability (Grabher and Stark 1997: 10). Cohesiveness is associated with
dense and tightly coupled networks; at their most extreme, every participant
is known to all other participants. Cohesiveness permits the development of a
shared culture and strong collective identity that is a force for loyalty and
long-term stability. The weakness of this coherence may be a reduced
adaptability compared with loosely coupled networks, which have the ability
to gain information and mobilise resources from outside the network. Loose
coupling may also aid adaptability to external changes as it enables response
by individual components in the network without the need to modify the
whole network or obtain a coordinated response to external pressure.
Moreover, within the loosely coupled network there is the possibility of greater
variability in skills, outlooks and capacities, which makes for greater opportunity
for innovation than in the case of tightly coupled networks.
Granovetter (1973) originated the case for the ‘strength in weak ties’. His
argument was based on the assumption that strong ties (characterised as time
and emotion intensive, with intimacy and reciprocal behaviour) tend to bond
similar people to each other, and these similar people tend to cluster together
such that they are all mutually connected. As a consequence, the information
obtained from any single contact is likely to be redundant in the sense that it
is already known and unlikely to be a source of fresh ideas. By contrast, weak
ties are more capable of acting as a ‘local bridge’ to take the participant into
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new networks and new sources of information. Weak ties enabling new
connections are thus seen to be the key to effective community organisation.
This strength of weak ties was illustrated by reference to the Italian community
of Boston’s West End. Despite its reputed cohesive social structure, the West
End community proved incapable of forming an organisation to fight against
the urban renewal programme that ultimately destroyed it. Granovetter (1973:
1375) speculated that this was a reflection of the way in which strong personal
networks could fragment a community because socialising tends to take place
in isolated cliques: ‘it is unlikely that anyone could sustain more than a few
dozen strong ties’. In the West End this tendency was accentuated by the absence
of other networks, such as those developed through formal organisations (there
were few in the West End) or the workplace (most West Enders worked outside
the district). Consequently, there were only unconnected personal networks,
and this was a barrier to developing the information flows necessary to spread
allegiance to a wider network, in this case to fight redevelopment. Although
some overlaps between individual networks would naturally exist, these were
generally not effective ‘bridges’, as the ‘bridger’ was likely to be family or friend
rather than a different constituency. Granovetter’s interpretation was informed
by investigations of the use of personal contacts in job seeking. The informants
that most frequently referred a job seeker to a new appointment were ‘weak
ties’, which was explained by their tendency to move in different circles with
separate information flows compared with strong ties.
Subsequent application of these ideas to interfirm relations has tended to
support the case for weak ties. In a study of the Ruhr, the dangers of ‘lock-in’
associated with strong ties were contrasted with the way in which non-local
linkages helped to stimulate change and technical innovation in an otherwise
introspective industrial culture (Grabher 1993b). Glasmeier (1994) found a
similar problem of rigidity in her study of interfirm networks in the watchmaking
industry in the Jura region of Switzerland. A long-standing dependence on a
single industry had allowed much business interaction to develop, but this was
ineffective in conceptualising new products. In contrast, the success of Italy’s
textile and clothing districts (see Chapter 4) has been put down to their reliance
on weak ties originating from the broad and heterogeneous institutions and
organisational forms constituting these localities (Sabel 1995). By preserving
the richness of organisational forms, it is suggested that diversity has been the
basis for the evolutionary strength of these local economies. This diversity ranges
from renowned design houses and technologically advanced medium-sized firms
to small artisan businesses and illegal homeworkers (Grabher and Stark 1997:
17). The proximity of these divergent entities, aided by skill and labour market
specialisation, facilitates the exchange of resources, information and personnel
in a way that continuously cross-fertilises each component in the district.
Although this interpretation has yet to be demonstrated in practice, it does
seem to be consistent with the often more turbulent history within districts (see
discussion of studied trust above) than the conventional view (for example, see
Lazerson 1993) that strength lies in closely knit cooperative networks of
essentially similar businesses.
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Denmark provides another example suggestive of the significance of weak ties
in creating dynamic networks. Denmark’s manufacturing sector is predominantly
the domain of small and medium-sized enterprises (SMEs) as a consequence of
an economic history that acted against specialisation and concentration. Small
firms could not integrate along value chains, as in the model of Italian industrial
districts. The requisite range of skills and resources were absent in a small
manufacturing economy that had developed in the context of a strong agricultural
base and open international borders. According to Kristensen (1995), two sources
of strength helped small businesses survive and grow. One was the widespread
reliance on agencies to mediate international trade: small firms used agents to
obtain forward linkages to overseas markets while they themselves were often
local agents for one or several foreign firms. A second source of strength was the
national training system for trade and craft skills, which made possible high levels
of employment mobility. As a consequence, many entrepreneurs and managers
had a journeyman background involving work experience in different workplaces
and locations. Both these mechanisms provided indirect ties that helped to build
a wider set of connections than would have been possible for the individual
company alone. More recently, Kristensen (1995) has noted how reforms of the
vocational training system may be enhancing the generation of weak ties. Fulltime apprenticeship training has been replaced by short courses provided in a few
standardised training institutions located in regional centres. These new centres
have the resources to customise the training curriculum to local industry
specialisations and are charged with opening up opportunities for further training
to a wider range of employees than have hitherto received formal training. Part of
this strategy means dividing training into short modules that enable work and
training to be combined. For Kristensen these changes mean that:
network building now happens in a more widespread way across the
layers of the individual organisation, so that the firm becomes entangled
in a much more varied system of personal networks than used to be the
case when access to training was less evenly distributed between top and
bottom. Consequently, workers and managers may develop a personally
rooted network that relates the firm on many levels to other firms in the
region.
(Kristensen 1995: 94)
Thus, person-based rather than subcontracting ties provide the basis for integration,
which encourages information flows and possibly cooperative relations in times of
trouble. These networks rely on employer willingness to support training and local
institutional willingness to experiment in their training provision. Both conditions are
met in the small-town economies of west Jutland, which Kristensen believes is why
these are now among the most prosperous local economies in Denmark.
Further evidence of the value of weak ties might be taken from the experience
of ‘community entrepreneurship’ and network brokers. In rural Sweden, it has
been reported that there is a tradition of well-connected individuals acting as
network brokers between business proprietors in their community and external
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parties (Johannisson 1990). While network brokers may operate their own
business, many act solely as network developers based on their larger and more
diverse contacts than local entrepreneurs (Johannisson and Nilsson 1989). Other
illustrations of the potency of weak ties are included in accounts of the economic
transformation under way in Eastern Europe (Grabher and Stark 1997).
These experiences do not mean that strong ties are without significance,
although they may indicate that a judicious networking strategy should seek a
mixture of strong and weak ties. The case for strong ties over weak ties rests on
the potential for participants in such networks to have greater motivation to be
of assistance to others and to be more readily available (Granovetter 1982).
These attributes are thought to be of most use to persons in insecure positions
who need to gain protection and to reduce uncertainty. An example of this
from New Zealand is seen in the relative effectiveness of different intermediary
organisations in their efforts to help small businesses make new business contacts
(Perry 1996). Businesses participating in these network promotion groups were
primarily new and small enterprises (businesses larger than five employees were
a minority) and generally had few business contacts. Despite a need to enlarge
their networks, only one of the network groups proved helpful. This group had
the most restricted membership, in terms of both number and similarity of
business experience, which it was argued was the basis of this group’s ability to
generate interest and trust in other members (see Chapter 7).
It is also important to recognise that different types of advantage are
generated from weak and strong ties. Where shared learning and continuous
improvement are the goals strong ties may work best. As illustrated by the
comparison between loose coupling in the Italian industrial districts and the
strong ties in just-in-time supplier networks, each is directed to specific goals
rather than being directly substitutable. Loose coupling in the Italian model
helps firms and industries adapt to changes in demand and provide frequent
design changes. These attributes are important in fashion-conscious markets
and in markets where speed of response to changes in demand is the basis of
survival (Appelbaum and Batt 1994). The long-term success of this strategy is
closely tied to the continuance of market instability and product markets
characterised by frequent design changes and customisation. Japanese lean
production, on the other hand, is focused on maximising productivity and
efficiency within mass production environments. Strong ties have relevance in
this context because the low-inventory manufacturing strategies rely on close
cooperation across the product chain and incremental learning and
improvement developed through long-term association (Sabel 1994). While
enthusiasts for the Italian model are apt to believe that mass production has
had its day, the worldwide diffusion of interest in just-in-time methods suggests
that industry will rely on a mix of strong and weak ties.
Networks at the macro level
The increased interest in business networks comes partly from the advocacy
of a particular way of conducting business, to reap the advantages derived

Introduction

21

from goodwill trust and to maximise connections to diverse information flows.
Interest in networks also derives from a view about what shapes economic
organisation. Much of this interest has grown from the expansion of Asian
economies and the awareness that they are built upon different organisational
principles to those in the West as well as being different from one another
(Hamilton 1991; 1996). This contrast challenged the previous dominant
assumption, as reflected in transaction cost economics, that the Western system
of business based on individual firms, markets and rules to enforce financial
transparency was somehow neutral and unaffected by the character of economic
activities. The perceived neutrality of Western capitalism was often viewed as a
superior form of business to which other places would gravitate if they sought
to be internationally competitive. The dramatic success of East Asian economies
made it necessary to take networks seriously, including being able to explain
how networks originated and how they were sustained. Two main answers
have been provided to these questions (Orrù 1996: 219).
One set of answers emphasises the cultural and institutional origins of
network structures. As discussed above, networking is shaped by trust. While
trust is ultimately a matter of individual negotiation, which permits the
possibility of change, historical experiences and inherited social structures are
generally seen to exert significant influence over the extent and form of trust
existing in any region. Consequently, as well as the importance of networks as
a micro-level component of business performance, the form that trust takes
and the types of networking this encourages are crucial distinguishing features
of ‘business systems’ (see Chapter 2) (Whitley 1992a; 1992b). One influence
that is said to hold an enduring control on the structure of business networks
in Korea and Taiwan, for example, relates to systems of inheritance as they
operated prior to the present century (Hamilton and Feenstra 1995). Today
these economies are dominated by Chinese family firms: in Korea through
the medium of large vertically integrated business groups (the chaebol) and in
Taiwan through the large population of independent SMEs connected through
trading transactions. Different systems of inheritance and property control
are claimed to be behind these differences, which in Korea encouraged
concentration within elite families (who today provide the chaebol owners)
and which in Taiwan encouraged the dispersion of wealth (Hamilton and
Feenstra 1995: 81). While inheritance systems have a direct significance for
business structures, the cultural influences that have been claimed to shape
network cooperation are diverse, including religious beliefs, artisanship,
ethnicity and professional and craft affiliation (Staber 1996a: 166).
The second broad explanation for the origins of networks examines their
existence as a response to pressures and opportunities in the business
environment. Thus, while an institutional account of the origins of ‘relational
contracting’ (Chapter 6) in Japan has linked this to a cultural disposition
towards relationships that engender mutual indebtedness (Dore 1987), it has
also been linked to the circumstances of Japan’s post-war economy (Sayer and
Walker 1992: 180). The small size of the Japanese domestic market ruled out
the possibility of pursuing economies of scale in the fashion of Fordist mass
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production. The entire year’s output of the Japanese automobile industry, for
example, was then equivalent to one and a half days of production in the
United States. A shortage of resources and space for storage further enforced
the experimentation with the low-inventory manufacturing methods that
developed into the just-in-time system. Among the practices that had to be
learned to make this system viable was ‘governance by trust’ in subcontracting
relations, something that had to be created intentionally rather than being an
inherited inclination (Smitka cited in Sako 1992: 46). More recently, it has
been claimed that the shape of industrial networks in Japan was affected by
the oil crisis of the 1970s, which, because it transcended all sectors, encouraged
comprehensive efforts to transfer technology between organisations (Imai
1988: 22).
The two influences shaping networks can intersect where opportunities
reinvigorate network dispositions. A case in point has been the expansion of
Taiwan’s economy, built predominantly on networks of Chinese family business
whose markets have largely been created by the reorganisation of many
consumer industries into ‘buyer-driven commodity chains’ (see Chapter 6).
Of course, the obverse of networks responding to opportunities is that
economic change can render network structures redundant or at least of
declining effectiveness. The Asian currency crisis that broke out in July 1997
has indeed led to much speculation that the network systems found in Japan
and South Korea have lost their effectiveness (Lehmann 1998). These places
share an emphasis on ‘vertical networks’. Especially in Japan, these networks
are characterised by their coordination by a single lead organisation, below
which are organised tiers of increasingly specialised subcontractors, each of
which tends to be in a long-term relationship that either prevents or at least
constrains the ability to work outside the network (Hamilton and Feenstra
1995). These networks worked efficiently in expanding mass production
industries but are difficult to adapt to environments in which markets are not
expanding (Westney 1994; Harukiyo and Hook 1998). One problem, for
example, is that individual firms have few direct linkages beyond their dominant
subcontracting tie. Consequently, if they are cut out of their existing network,
as market conditions have increasingly required (Chapter 6), the ability to
survive externally is reduced by the absence of other business connections
both with other firms in their original network and with independent
businesses. These difficulties help explain why Japanese business has found it
hard to respond to the recession gripping its economy in the late 1990s.
In short, the major idea associated with the interest in networks is that
their existence is indicative of the place-specific and time-specific character of
capitalism. How far networks originate in indigenous cultural practices and
attitudes that date back over centuries, as compared with being the reinvention
of culture to suit contemporary opportunities, is the subject of ongoing debate.
What is generally agreed is that the existence of networks is a clear sign that,
whatever the trends towards globalisation, these have yet to overwhelm
organisational variety.
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Purpose and scope of the book
The above discussion has only scratched the surface of a large and often complex
debate about the significance of business networks, but it provides the
background to the values and judgements that have influenced the discussion
of networks in the remainder of this book. In particular, the following broad
propositions underline the investigation:
• Most business linkages are based on a degree of prior association and shared
understanding and result in the creation of some sense of enduring
obligation. Such ties are established between individual enterprises creating
dyadic or multiple business relationships designed by participants according
to their preferences and demands. Business networks involve general systems
of interaction associated with a particular locality, industry or category of
business linkages that generate obligations and enduring interaction
according to repeated patterns of behaviour. The network structure may
be created through trading ties, personal connections, ties to collective
institutions or some combination of these sources of association and results
in specific opportunities for and specific constraints on business
development.
• There is a fine balance within networks between the benefits that
cooperation can bring to information and resource sharing and the danger
of closing access to alternative sources of inputs and knowledge. Evaluation
of network arrangements ideally should encompass long-term experience
and the capacity to adapt to changing economic conditions.
• In seeking to distinguish network relations from pure market transactions
and management hierarchies, idealised accounts of this form of interaction
have often been promoted. Trust, for example, is an inadequate identifier
of the existence of a network relation. While it has been common to
differentiate network relations on the grounds that they involve trust rather
than adversarial behaviour, this can overlook the variety of forms of trust
that can be utilised for the purposes of securing cooperation. Claims about
the advantages of personal and goodwill trust need to be made in comparison
with relations secured by other forms of trust.
• Networks arise from inherited cultural and institutional influences combined
with prevailing business pressures and opportunities. Networks thus function
within specific time–space economies, which must be considered prior to
any claim about the desirability or feasibility of transferring the organisational
form beyond its region of origin. Equally, networks are not sustained by
historical forces alone, and recognition of the relationships to current market,
technological and industrial characteristics must be made.
• Cultural inheritance can introduce a degree of place-specific ‘stickiness’ to
networks, but generally there is great capacity to learn new organisational
practices. More significant sources of stickiness may arise from the
unwillingness to accept the social conditions for certain networks (for
example, social uniformity, acceptance of family role or residential
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immobility) as well as the absence of economic opportunity to transfer the
network practices to alternative business contexts.
The development of typologies of network interaction has been one response
to the variability among network structures. Such typologies vary according
to what is regarded as the key attribute differentiating networks and the range
of network structures encompassed. The impact of different power relations
within networks has been the focus of particular attention, as reflected in the
distinction between horizontal and vertical networks (OECD 1993), core
and ring networks (Storper and Harrison 1991) and decentralised and
centralised networks (Langlois and Robertson 1992). The focus on power as
a key differentiating factor has arisen to correct the view that networks
necessarily involve relations between equal partners, but the typologies
proposed tend to continue the simplification of the impact of power inequality
on cooperation and elevate one variable among many attributes differentiating
networks. (For example, see Chapter 7 for a discussion of how the impact of
power distributions within industry are affected by the scope of cooperation
sought.) Contrasting motivations for network relations have been used to
differentiate ‘hub and spoke’ networks (Kerwood 1995), while various
researchers have noted differences among spatially embedded networks
(Robertson and Langlois 1995; DiGiovanna 1996; Gray et al. 1996; Markusen
1996).
The discussion below differentiates four types of network according to the
basis of the relationship through which it is sustained (Table 1.2). The four
types of binding differentiated are: (i) personal and ethnic ties; (ii) geographical
proximity; (iii) organisational integration; and (iv) buyer–supplier linkages.
These forms of network overlap, as in the way that geographically based
networks may comprise family businesses that interact according to kinship
ties and subcontracting linkages. Clearly, it is important to recognise such
interactions between different network forms, but there are benefits in a
classification that is based on the dominant network structure existing in any
particular case. Where the forms of association are not separated, this has
caused the significance of networking to be underplayed. Thus, from an
examination of business linkages in the UK, Curran and Blackburn (1994)
inferred that the reduced dependence of firms on local markets indicated a
general decline in the significance of business networks, which may not be so
where other forms of association are increasing. Separating the origins of
networks requires clarity in identifying the distinctiveness of the examples
being studied. This section briefly introduces each type, which is then subject
to fuller examination in the succeeding chapters.
Personal and ethnic networks
Small-business networks constructed around social networks develop through
associations formed by family, friends and acquaintances. In the small-business
context, these associations may be formed by the principal and the firm’s
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Table 1.2 Small-firm networks

employees, although one of the characteristics of family business can be that
staff have relatively low status and influence (Redding 1990). The construction
of the social network is influenced by two forces (Szarka 1990). The first is
the personal network of relations with specific individuals and the business
activities to which they are attached. The second is the wider cultural dimension
in which participants operate and which transfers values, attitudes and
behaviours that shape the nature of the relationships that are formed. Thus,
while all small businesses utilise personal and family ties to some degree, there
are some small-business networks that give particular priority to these
connections. Prime exemplars of this are Chinese family business networks
and ethnic minority business networks. Although in such contexts the personal
contact network has been viewed as a source of strength, generally too much
emphasis on social networks is seen to be a weakness of many small businesses
(Birley 1985).
The strength of social networks is seen to derive primarily from the depth
of trust and commitment among family and close personal associates, both as
managers and employees within the business and as suppliers, customers or
business advisors (Werbner 1984). Within communities of socially and
personally connected business, mutual support and resource sharing may be
practised, as in the recycling of credit. The mutual interest in a stable,
predictable, long-term relationship that can protect smaller businesses from
market fluctuations and unscrupulous traders motivates reciprocal cooperation,
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but protection against the maverick trader is needed. The risk of ostracism for
those who breach trust becomes an effective sanction where the business
community is self-contained and sufficiently integrated to enable information
to pass throughout the community. Strong personal ties tend to be formed
between persons from the same family, region of origin or broader ethnic
group, but a feature of enduring networks is that trust is extended beyond
such ties through individual friendship and personal recommendation (LeverTracy 1992). This flexibility has been claimed as a major source of strength
within Chinese business and other ethnic business communities. It provides
adaptability and acts as a check to introspection and suspicion of outsiders.
A traditional expectation is that the advantages of social networks tend to
be most widely realised in activities that can operate on the basis of restricted
sources of capital and short payback periods, which do not depend on
economies of scale and which can gain advantage from being able to draw on
flexible labour resources (family and ethnic minorities with little choice in the
labour market). Concentration within trading, property and small-scale
manufacturing is also encouraged by the way that the reliance on family and
trusted individuals regulates growth opportunities. Such characteristics have
tended to concentrate social networks within congested economic sectors.
On the other hand, within migrant communities, interpersonal networks may
straddle national boundaries, and multinational small businesses are thus
associated with the scattered communities of expatriate Indians and Chinese
across the Asia Pacific.
Community-based networks
Spatial containment within a specialised industrial district is the defining
characteristic of this network type. Social networks and family business are a
component of spatially embedded networks, but these are reinforced by
integration through intermediary organisations that share the strong affinity
to the particular locality. A combination of influences associated with familial,
legislative, political, historical and reputational forces induces a commitment
to place, the accumulation of knowledge and a capacity for a high degree of
industrial specialisation. Specialisation permits the disaggregation of the
production chain, producing extensive collaboration and subcontracting
linkages between individual businesses. This gives the ability to absorb and
counteract market instability through the parallel operation of competitive
and cooperative business relations. Companies compete while simultaneously
learning about changing markets and technologies through informal
communications, collaborative projects and common ties to industry
associations and research agencies.
The precise advantage obtained within industrial districts varies according
to the ties that bind the locality. After the first description of industrial districts
in Italy, a widening range of localities have been nominated as additional
examples. Closer investigation reveals that much variability exists between the
areas nominated as industrial districts and that, even among those districts
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sharing a common industry and regional location, different development paths
have emerged. Loose coupling and geographical specialisation in the Italian
districts have brought success in high-quality craft-based industries and
sustained a commitment to a collective marketing identity, a high use of
subcontracting and an industry structure in which firms concentrate on specific
skills. Districts based on other industry and market segments have tended to
lose their self-containment as a few large firms have emerged from the previously
undifferentiated cluster of enterprise.
Silicon Valley’s strength in innovative small firms is a product of a labour
market that allows employees and their knowledge to move between
organisations and entrepreneurs to hive off businesses from existing enterprises
(Angel 1991; Saxenian 1994). Both conditions have enabled the research
community to focus on the advancement of technology as a whole without
the constraint of needing to maintain allegiance to a single firm or organisation.
The university origins of much of the research community in this locality has
been a factor in this collective endeavour through its tradition of a public
good conception of scientific knowledge (Saxenian 1992). Also important
has been the openness of the social environment, which attaches little stigma
to business failure or hiving off ideas from an existing business as the basis for
a new venture. The stress on new venture formation has worked well in
developing new technology; once technology stabilises and the competitive
edge shifts to firms with close links to technology users, Silicon Valley’s
organisational emphasis loses some of its effectiveness.
Organisational networks
Another form of network organisation is held together through relations of
ownership, investment or shared membership. The degree of integration and
cooperation within these networks varies encompassing a potentially wide set
of business relationships which, it has been argued, may even be extended to
the parent–subsidiary relation (Sayer and Walker 1992: 134). While the
relationship between firms under a common ownership may provide a limited
division of responsibility, business practice differs in the preference to divide
ownership across separate operating units. Where management is seen to
require specific industrial expertise, the propensity for activities outside the
core business to be allocated to separate units tends to increase. Regulatory
conditions also affect the propensity to set up satellite firms, with Italy cited as
a case where the avoidance of tax and other obligations on large firms provides
a strong incentive for individual entrepreneurs to divide their business interests
among many small firms (Lazerson 1988). Joint ventures and strategic alliances
involve two or more firms in the control of a third-party venture, a form of
network that may be formed with a comparatively narrow and short-term
focus but from which further cooperation among the partners might be
encouraged. Business groups comprise looser forms of owner–investor network
formed through overlapping lines of financial and managerial participation
around which personal and operational ties are sustained (Strachan 1976).
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Examples of this are the keiretsu in Japan and the chaebol in Korea, both of
which have attracted great interest because of the success of the economies to
which they are linked, although recently a more critical view of these network
structures has been developed (Granovetter 1994). Franchising may also be
added as an example of an organisational network and is of particular interest
because it provides a way of overcoming distance and territorial limits on
interaction.
Common membership of a third-party association, established
independently of any one company, with powers to aid, abet, guide and
cajole participating businesses, provides another form of network (Sayer and
Walker 1992: 136). Encouragement to new industry associations is a favoured
way in which public policy in many countries has sought to encourage
business networks, as in Europe (Bianchi and Bellini 1991). The
distinctiveness of this network is the willingness of participants to accept
some degree of collective discipline or resource sharing from an external
entity that is outside the individual firm’s control. Three main types of thirdparty association can be distinguished: (i) industry-linked trade associations,
which lobby on behalf of their membership, inform and generally encourage
a collective interest in their industry’s development; (ii) specific-purpose
associations, which are formed for a marketing, research or other project;
and (iii) multisectoral associations such as small-business associations and
chambers of commerce. Industrial associations are widespread, but their
character and significance vary considerably between countries. In Japan
and Germany, industrial associations have been significant where they are
integrated within wider economic and political structures encouraging
industrial cooperation. While this might suggest that effective industry
networks are dependent on a broader ethos of cooperation, in Japan efforts
to assert collective behaviour have varied between industries with varying
degrees of dependence on government support. Where the industry
associations have been active, they have typically had to contend with
‘maverick’ firms that have resisted the imposition of a collective discipline
and instead have pursued their own interests at the cost of undermining
industry strategy (McNamara 1995).
Buyer–supplier networks
Buyer–supplier networks are formed through relational contracting or ongoing
relations of exchange, interaction and mutual development between two or
more firms (Sayer and Walker 1992: 130). Thus, these connections are
something more than the links created through ‘normal’ transactions, because
they involve some degree of commitment to mutual development and a
willingness to accept some degree of involvement by one firm in the operation
of another. Relational contracting exists within industrial districts but is a
wider phenomenon that is not dependent on proximity or place-related trust;
indeed, the extent to which these networks rely on any form of trust as
compared with contractual obligation has been the source of investigation
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(Sabel 1994). The significance of relational contracting is seen in its comparison
with arm’s-length, competitive contracting which has a focus simply on
satisfying immediate supply requirements. Relational contracting, in contrast,
is concerned with securing long-term advantage through information sharing
and cooperation. Specific ways in which this advantage may be realised are
through co-engineering of new products, which involves supplier participation
in new product or process design, or in securing price reduction agreements
over the lifespan of a production contract. Through these advantages, relational
contracting is generally credited with being a large part of Japan’s post-war
economic strength, but in the 1990s new priorities are tending to reshape
subcontracting methods in this country. This change within Japan is occurring
despite growing interest among Western business in building their own forms
of relational contracting.
The increasing management of interfirm linkages through formalised
agreements, including evaluation programmes, just-in-time delivery schedules,
supplier partnerships and technology development agreements, is one of the
characteristic ways in which buyer–supplier relationships have been changing
(Angel 1994). The reality of these initiatives often contrasts with the assumption
that relational practices imply greater cooperation. For example, supplier
evaluations implemented by buyers enable them to select preferred providers
and, through this selection, to increase suppliers’ incentive to improve their
performance, as well as aiding their ability to improve through greater
performance feedback. At the same time, behind the formal cooperative relation
lies the threat of exclusion from the ranks of privileged supplier, and so supplier
evaluation programmes can be seen to increase the uncertainty associated
with being a subcontractor. All of this underlines the continuing ambivalence
attached to the status of the subcontractor.
Outline of the book
The first part of the book continues with a review of different approaches to
the analysis of business networks. It distinguishes three levels of enquiry
responding to the various influences on network formation. At the most
immediate level, alternative ways of measuring a firm’s network are outlined
in terms of the extent and forms of linkages between individual firms and
their environments. As discussed above, network structures are expected to
vary according to the business system within which firms are located, requiring
understanding of the way in which the environment shapes network formation.
The chapter reflects this by reference to the key dimensions of a business
system and intermediary influences on networks arising from variations in
markets, technologies and industry structures. The second part of the book
reviews the four types of business networks that were summarised above,
namely: personal and ethnic networks, community-based networks,
organisational networks and buyer–supplier networks. In each case, the focus
of the discussion is on reviewing prominent examples of each network type
prefaced by an outline of general influences on that form of networking. These
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chapters assess the claims that have been made about the advantages of each
of the network structures, examined with the aim of providing guidance to
decision makers on the opportunities and constraints offered by this form of
network. The third part of the book provides an account of recent initiatives
to promote business networks in New Zealand. The discussion applies the
perspectives outlined in the book, setting the policy initiatives in the context
of the New Zealand business system and explaining how this has affected
opportunities to encourage cooperation. Among the policy initiatives reviewed
is a ‘hard networks’ programme that replicates methods employed in many
other countries developed from a policy programme originally used in
Denmark, broadening the potential interest in New Zealand’s experiences.
The concluding chapter reflects on the case for prescribing networks as a tool
for business development and offers some suggestions as to the strategies that
may be pursued.

2

Analysing networks

A general perspective is that more emphasis on network forms of business
organisation is both necessary and inevitable in the context of market and
technological changes at the end of the twentieth century. An alternative view
is that business networks are sustained in a variety of ways, each of which
addresses particular business situations with different degrees of advantage
over alternative modes of governance. This latter perspective implies that the
advocacy of networks as a tool for local and national economic development
needs to be based on specific analysis of the opportunities that exist rather
than being derived from broad theories of economic change. This chapter is
concerned with the generation of such evidence; in particular, it addresses
approaches to the measurement of a firm’s network and examines explanations
for their origins and the business conditions that sustain network structures.
This discussion proceeds from the perspective that present understanding of
the form that network relations take in any particular locality or industry has
tended to encompass a narrow range of issues drawn from broad generalisations
about changes in industrial organisation.
Two main influences explain the gaps in the analysis that has typically
dominated discussion of networks. First, the main field of study that has sought
to explain differences in business organisation is transaction cost economics
and, as reviewed in the previous chapter, this work has tended to operate from
universal assumptions about the influences affecting the use of networks. A
second reason is that for many researchers the advantages of networking are
so self-evident that detailed explanation of what sustains them has not seemed
necessary beyond linkage to general perceived trends in industrial society.
The emphasis in this chapter is on forms of investigation that relate the
origins and operation of networks to their specific environments. The
complexity of such influences to be considered means that what can be offered
tends to be more of a phenomenology of patterns and mechanisms rather
than a complete theory. As Sako (1992: 17) has observed, one consequence
of getting into this ‘intellectual morass’ rather than sticking to ‘parsimonious
economic theory’ is that influences usually treated as exogenous, such as social
and moral norms, individual preferences and technology, become part of the
socio-economic system to be examined. On the other hand, it is necessary to
enter this morass to understand the sustainability and effectiveness of networks.
The discussion in this chapter recognises the dual significance of networks
outlined in the introduction. At one level, networks are part of successful
entrepreneurship in that the way a firm manages its business linkages can have
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a significant impact on its overall performance. At another level, the form that
networks take is affected by the inherited business system shaping organisational
relations and the economic opportunities existing in any locality or industry.
The promotion of networking should therefore ideally be guided by two types
of information: understanding of the existing use of network relations by
individual firms and understanding of the environment in which those firms
operate. Whereas the former information gives an insight into the need for
network support, the latter provides guidance on the ability to promote models
of industrial organisation that rely on heightened degrees of business
cooperation. This chapter reviews these complementary ways of analysing
networks. It commences with a ‘bottom-up’ perspective that discusses ways
of measuring networks from the perspective of individual businesses,
distinguishing between firm-centred and network-centred forms of analysis.
The second part of the chapter provides a ‘top-down’ perspective, drawing
mainly on the categories for delineating the components of business systems
as proposed by Whitley (1992a; 1992b). Intermediate explanations are then
considered relating to network determinants arising between, on the one hand,
the broad impact of historical and institutional forces shaping the dominant
business system and, on the other hand, the decisions and possibilities open
to individual firms. These intermediate perspectives draw on the insights of a
recent comparison of contracting styles in the UK and Japan (Sako 1992).
Networks – from the bottom up
It has been noted that networks are not easily observed and consequently are
rather difficult to analyse (Birley et al. 1991). Methods for describing networks
differ according to whether their focus is on the individual firm and its paired
relationships (dyads) or the network as a whole, encompassing multiple
linkages. This section looks at both these approaches and reviews alternative
ways in which network relations and structures have been identified from the
perspective of individual entrepreneurs.
Firm-centred analysis
A basic way of analysing the linkages surrounding an individual firm, as applied
by Yeung (1997) developing a schema suggested by Cooke and Morgan
(1993), is to distinguish their intrafirm, interfirm and extrafirm connections.
To the original proponents of this classification, it was considered important
to recognise that business networks can commence within organisations. For
example, studies of the Baden-Württemburg economy (see Chapter 4) have
indicated how work relations within German firms pursuing ‘diversified quality
production’ promote the status of the skilled worker which, in turn, encourages
subcontracting linkages with a focus on engineering excellence (Cooke et al.
1993). Similarly Yeung’s inclusion of extrafirm connections is partly to
accommodate the importance of business to government linkages within
Chinese business systems (Yeung 1997). More generally, the comprehensive
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cataloguing of linkages may be unnecessary. Other classifications have sought
in different ways to separate ‘network’ ties from ‘ordinary’ business transactions.
To focus on network relations, Curran et al. (1993) propose a distinction
between compulsory and voluntary networks. Compulsory networks are those
to which an organisation must belong in order to survive and operate
successfully, for example banks or accountants, while participation in a local
chamber of commerce, rotary or country club is classified as voluntary
networking. This distinction thus identifies discretionary activities that may
represent deliberate network building to a greater extent than relationships
which cannot be avoided. A problem arising is that firm managers may vary in
what they see as a compulsory or voluntary activity. For example, membership
of a chamber of commerce might variously be assessed as ‘a compulsory activity
vital for the company’s success or its public image’ or as ‘a purely social activity
of little or no benefit to the company’. A related criticism is that whether a
relationship is voluntary or compulsory does not indicate its usefulness, either
on a everyday basis or during a critical incident. Thus, it may be that an
infrequently used and voluntary association, such as that with a market
researcher or management consultant, is more important to the survival of a
company at a period of crisis than a frequently used but compulsory association,
such as that with a bank.
A closely related distinction has been drawn between formal and informal
networks (Birley 1985). Formal networks include banks, accountants, lawyers
and business associations, while informal networks include family, friends,
previous colleagues and past employers. From investigations in Indiana, USA,
it was found that informal contacts were generally relied upon to establish a
business, with, for example, family and friends used to assist in locating premises
and employees. Formal sources came to the fore when the firm was running
and the owner was seeking to raise finance, resulting in banks being cited
most frequently as the most important contact at this stage in the business’s
development (Birley 1985). Thus, it was concluded that successful firms could
be recognised by their willingness and ability to diversify their network sources
to include a proportion of formal contacts. In addition, it might be argued
that informality within formal contacts is also a critical dimension of
networking, a perspective that then creates difficulty in satisfactorily
apportioning networks to either formal or informal categories.
Application of the distinction between compulsory and voluntary networks
in a survey of 350 small service firms in the UK found that typically neither
network was extensive (Curran et al. 1991). The conclusion, reaffirmed in
follow-up interviews, was that, while networks are certainly an aspect of being
in business, their significance is ‘much more limited and much less than notions
such as “networks” and “networking” imply’ (Curran et al. 1993: 24). Those
researchers who are inclined to elevate the status of networks argue that this
conclusion may be a consequence of the definitions employed (Bryson et al.
1993). Extending the range of possible network contacts across voluntary
and compulsory contacts will inevitably lead to many of these connections
being reported as unimportant because self-employed persons generally do
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not have time for ‘voluntary’ networks (Box 2.1). Rather, for most small firms
it is the links to customers and suppliers that are relied upon and which form
the key components of a network.
Box 2.1 Social networks and small-business managers in the UK
Membership of formal business organisations, social clubs and kinship
groupings has been perceived as important to the small-business proprietor
because of: (i) the preference for a personalised approach to management;
(ii) opportunities for making new personal contacts; and (iii) opportunities for
strengthening and deepening personal ties.
The British Household Panel Survey enables the comparative participation
of business owners, self-employed and employees in 10 social networks to
be explored. The networks examined were sports clubs, social clubs, religious
organisations, residents’ or tenants’ associations, community groups, political
parties, environmental groups, parents’ associations and voluntary groups.
The major conclusion was that participation in these networks was broadly
similar among the three types of participant. Overall, business owners had a
slightly higher propensity to become members of social groups than the selfemployed who, in turn, participated more frequently than employees; however,
these differences were too modest to be statistically significant. The extent
of active participation beyond mere membership of a social network also
showed no significant variation, although a modest difference in favour of
the business owners and the self-employed again existed. Among business
owners and the self-employed, membership and participation rates increased
with the number of employees in the business, although again the trend was
not statistically significant.
Source: Dodd 1997

Based on the latter perspective, Bryson et al. (1993) propose a focus on the
links that are necessary to be in business and an examination of the form that
they take. To achieve this they propose a threefold classification: (i) demandrelated networks, which are associated with clients, obtaining new business
and the maintenance or establishment of contacts with clients; (ii) supplyrelated networks, which are associated with the cooperative relations utilised
in the process of delivering a service or product; and (iii) support-related
networks, which include agents such as banks, business advisers and social
contacts which are drawn on with varying degrees of frequency and which
may help sustain the firm in a variety of ways. These distinctions were applied
in a study of UK business services, in which a number of indicators of the
strength of demand and supply networks were developed (support networks
were not investigated in the study as they were judged to be of little importance
to most small firms) (Table 2.1).
With respect to demand networks, the strength of the relationship
between a supplier and customer was measured by the proportion of repeat
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Table 2.1 Measuring demand and supply networks

Source: Bryson et al. 1993

business received by a firm over a given period of time. The number of referrals
obtained from existing customers was used as an indicator of the customer’s
evaluation of the supplier, on the basis that referrals would only be made if the
customer had a high opinion of the supplier. The level and type of service
provided was taken as a measure of the extent of ‘symmetry’ in the relationship
or the degree of interest the customer had in the supplier, which, it is argued,
in turn affects the customer’s willingness to offer support and a long-term
association. This measurement assumes that, if the service is specialised and
strategic, the relationship will tend to be more symmetrical than if the service
can be acquired ‘off the shelf’. In the latter case, the customer is unlikely to
feel obliged to extend any special relationship to the supplier of this standard
service or product.
Similar indicators were proposed in connection with supply networks. Thus,
the strength of supply relationships was assessed partly by the frequency of
contact with the supplier, as measured, for example, by the proportion of a
firm’s projects over a given period of time that involve the use of another
business. The symmetry of the relationship was assessed through the level and
range of skill obtained from another business. Thus, a market research firm
that subcontracts only its data processing needs while retaining control of
survey design and analysis was regarded as maintaining more asymmetrical
links than a firm subcontracting whole projects to specialist researchers. The
proportion of business obtained through referrals from competitor firms was
taken as a further indicator of firm status within supply networks, with the
results evaluated on the basis that firms receiving this cooperation from their
competitors must have attained a high status within the business community.
Applied to small firms in the UK business service sector (management
consultancy and market research organisations), Bryson et al. (1993) presented
a picture of extensive network activity. With respect to the demand-related
networks, for example, repeat business from existing customers was found to
provide just under two-thirds of the average firm’s turnover. The reliance on
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repeat business was lower for management consultancies, but this was offset
by these companies receiving more referrals from clients and other suppliers
than the other types of service in their sample. Firms generally gave a high
ranking to personal contacts as the factor underlying their last three sales
contracts. These contacts might arise directly between the company and a
client or indirectly through a referral from an existing client to a new customer.
In the case of market research firms, 76 per cent of recent assignments were
put down to such personal ties compared with 61 per cent in the case of
consultancy firms. With respect to supply networks, three-quarters of firms
relied on outside associates on a regular basis, typically drawing on a small
group (10 or fewer) of associates for the key services obtained externally. A
further indicator of the use of networking was identified in the propensity for
sole practitioners to combine their individual expertise where this helped to
attract business in competition with large self-contained firms.
Using indicators that focus upon business transactions, in a sector with
extensive interfirm interaction, Bryson et al. (1993) highlighted how informal,
often personally based, contacts are an inherent and vital component of being
in business. Their indicators offer an impression of the motivation for building
network relationships, their impact on business performance and the overall
character of the business environment. Even allowing for the possible inclusion
of support relations (such as links to business advisory services or industry
associations), which they believed to be of relatively little significance in the
context of UK business services, some gaps exist in the analysis. Missing from
the profile are indicators of: (i) the investment of effort devoted to network
relations; (ii) the depth of relationship (although the occurrence of repeat
business is an indicator of the status of a relationship, it also is a product of
market conditions and the significance of client verdicts as a basis for winning
new business where intangible services are involved); and (iii) the organisational
context, for example whether firms cluster into interconnected groups or
whether linkages are individual ties. Their indicators also fail to indicate how
business networks are activated and to what extent the business relationships
they identify are dependent upon social networks independent of the business
relationship.
Aldrich and Zimmer (1986) provide a set of indicators that are designed to
distinguish network ties from other business relationships. It is a schema that
has been developed by other researchers in different localities and from which
comparative assessments of network structures have been made (Johannisson
and Nilsson 1989; Birley et al. 1991; Perry and Goldfinch 1996). As well as
the recognition of network ties as a specific subset of business relationships,
the classification views networking as ‘action orientated’, i.e. dependent on
making contact and building relationships with other individuals. Networks
are used to gain access to knowledge and resources and are seen to involve
direct ties and indirect relationships existing via a direct contact. Direct
associates are viewed as most important on the assumption that the more
people an entrepreneur knows, and the more frequently they interact, the
greater is the pool of information and resources to be drawn upon.
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The underlying assumption is that the number of network contacts is a
measure of the significance of an individual’s network, but a few strong ties
with committed partners are recognised as potentially more helpful than a
larger number of casual acquaintances. Frequency of contact is, therefore, an
indicator of the relationship’s significance. At the least, regular contact provides
the opportunity to test a relationship to determine whether a particular source
is still useful. A further assumption is that the utility of network ties will be
affected by its density, as reflected in the extent of interconnection among the
network contacts of an individual firm. For example, an entrepreneur may
have contacts A, B and C, and if A is known to B and C and B interacts with
C the network is dense. According to the theory of weak ties (Chapter 1), a
high level of interconnection makes a large number of contacts superfluous,
as information flows rapidly among individuals and the diversity of views is
minimised. Access to individuals occupying different roles with varying status
and holding different opinions is thought to improve the usefulness of network
relations. Finally, the extent to which owners/ managers personally monopolise
networking activity affects the flow of information to the organisation, and so
a measure of the number of contacts having ties to other persons within the
firm is also seen to be relevant.
Birley et al. (1991) provide an example of the application of these indicators
in a study of small-business owners in Northern Ireland, subsequently repeated
in a comparative survey of ‘community brokers’ (Cromie et al. 1993). Their
analysis made use of the following measures:
• membership of clubs and professional associations and any positions of
responsibility held in these organisations (such activity was regarded as a
surrogate for networking);
• total number of network contacts and the time spent maintaining existing
contacts and developing new ones, with contacts being differentiated
according to those who are customers and those who are not (a distinction
added to the original schema in response to the tendency for respondents
to separate customers from other associates);
• a profile of the ‘personal contact network’, defined as up to five people
who could be described as preferred informants and covering (i) frequency
of contact with members of this group, (ii) length of time known, (iii)
origin of each personal contact (whether the relationship was instigated by
the respondent, the contact person or a third party) and (iv) personal
characteristics of the contacts (gender, age, occupation, whether friend,
business associate, family or other type of associate);
• size of the secondary network, measured by an estimate of the number of
contacts possessed by each member of the personal contact network;
• number of hours per month spent on journeys for the purpose of
maintaining existing contacts and developing new ones;
• proportion of existing contacts who had contact with persons within the
firm other than with the owner; and
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• density of the personal contact network, as measured by the selection of
one of four options summarising the perceived links among the five contacts
(‘do not know each other’, ‘know slightly’, ‘know each other well’ or ‘I
have no idea if the people know one another’).
These indicators were adapted to the specific context and purpose of the
Northern Ireland study but utilised some elements of comparable surveys
conducted in the United States, Italy and Sweden from which international
comparisons were drawn (see Birley et al. 1991).
With respect to the number of direct contacts, a mean number of 7.2 resulted
among the Northern Ireland entrepreneurs. This placed the Northern Ireland
sample on a par with Italy but significantly below the United States (mean
9.5) and Sweden (28 per cent had more than 10 contacts). This difference
was maintained in the estimated size of secondary networks: the proportion
of personal network contacts perceived to have ‘very big’ networks varied
from 15 per cent to 31 per cent among members of the personal contact
network of Northern Irish business managers, compared with a range of 28–
50 per cent in Sweden. Another contrast between Northern Ireland and Sweden
was the time devoted to developing new contacts. In Northern Ireland, 26
per cent of respondents devoted more than five hours a week to expanding
their network compared with 43 per cent in Sweden, despite Swedish
entrepreneurs reporting twice the proportion of their network contacts not
having been initiated by themselves. Compared with other national samples,
Italy reported the greatest amount of time devoted to the development and
maintenance of network contacts.
Similar results were obtained in all four locations with respect to network
density, with a range of 40.6–45.4 per cent for the proportion of strangers in
the network. Network diversity showed no significant difference between
Northern Ireland and Sweden in terms of the balance between social and
business contacts; although other aspects of the personal contact networks of
Northern Ireland entrepreneurs were seen to be potentially distinctive, no
comparative data were available to test this. Around two-thirds of personal
contacts in Northern Ireland, for example, were employees, with most others
being professionals necessary for the conduct of business (bankers, accountants
and lawyers). The absence of other owner managers left a gap in these networks
with respect to the sharing of information and the ability to build cooperative
linkages with other firms. In addition, the lack of associations with persons
from small-business support agencies was viewed as surprising and a contrast
to the central role of ‘community brokers’ in Sweden.
A central dilemma of the indicators developed by Aldrich and Zimmer
(1986), as applied in the above studies, is that, while acknowledging the
possibility of trade-offs between different features of a network, there is no
guidance as to the importance of the various components. Consequently, while
they do record different levels of networking, enabling comparisons between
localities and sectors, this may have little connection to firm performance and
competitiveness. Does less time spent on networking necessarily indicate an
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underinvestment in this activity? Are firms with fewer network contacts
necessarily weaker than those with many contacts? To answer these questions
it is also necessary to understand the business environment in which any group
of firms operate as this is likely to influence the opportunities and need for
networking. Understanding of the business environment is addressed through
‘top-down’ and ‘intermediate’ investigation, as discussed below, but before
that a brief reference to the contribution of network-centred analysis is
appropriate given the large volume of research that this has generated.
Network-centred analysis
There is a school of thinking in organisation theory and management that
views networking as a competitive strategy (Miles and Snow 1986; Johanson
and Mattsson 1987; Jarillo 1988). This perspective regards networks as a
mode of organisation that can be created by managers and entrepreneurs to
position their firms in a favourable environment, for example by providing
the option of securing access to other firms’ internal assets. Thus, it is argued
that understanding the dynamics of the whole network is important to firms
seeking to gain access to, and exploit, valued external resources and expertise.
The endeavour to delineate network structures and processes relevant to
understanding the competitive position of member businesses has produced
an expanding area of research [see Nohira and Eccles (1992a) for a recent
example]. The type of investigation that has developed tends to utilise a number
of indicators to describe the structure of an existing network and to generate
guidance on business strategy for members of the network.
Key components of a network structure for analysis include: network density,
reachability, centrality, strength of ties, homogeneity, stability and the balance
between prescribed (i.e. formerly specified relationships) and emergent
relationships (i.e. informal and discretionary ties) (Mønsted 1995). Although
these features may also be part of the assessment of an individual firm’s network,
here the attempt is to specify these attributes for the network structure as a
whole. Thus with respect to ‘reachability’, the number of steps (other contacts)
between one business within the network and another is measured, along
with related attributes such as the number of alternative routes between contacts
and the nature of the link that has to be utilised on the route (whether, for
example, it is a new or long established and frequently used contact) and the
‘distance’ between contacts (for example, their relative social and economic
status). Such information may be useful as a diagnostic tool to prescribe a set
of actions required by a business. It might identify the best route to reach
another contact or suggest ways of improving reachability within the network.
However, in practice, a number of pitfalls beset such lines of investigation:
1 The data collection demands are daunting as they require the simultaneous
survey of multiple firms and the linking together of potential network
connections and routes.
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2 Where the lack of a direct link is deliberate, indirect working relationships
may exist with different implications for the network. For example, a large
buyer may test a potential subcontractor by directing an existing
subcontractor to work with them; or a subcontractor may deliberately pursue
a customer by first working for one of their target’s existing suppliers. In
both these cases, the possibility of a direct link emerging exists, but in
other cases two indirectly linked parties may share a subcontractor (to avoid
its dependence on any one business and help it achieve production
economies) but have no interest in a direct link.
3 Where the existing lack of a direct connection arises through a lack of
mutual awareness of each other’s business the theoretical connection may
be of no practical significance. Should the reachability become known, it
may be possible to solicit contact directly and certainly, once solicited,
whether accepted or rejected, the whole network configuration may change.
Similar problems also arise in the analysis of other network attributes. For
example, Brass and Burkhardt (1992) have drawn attention to a number of ways
in which an individual or organisation may obtain centrality within a network, a
position of importance since centrality is associated with power and influence.
However, although in theory the central point of a network may be on the margin
of multiple networks, rather than the central node of a single network, the
‘gatekeeper’ position only assumes influence if businesses need to ‘jump’ networks
and are constrained to go through the gatekeeper when they do.
A general problem of network-centred analysis, illustrated by the above
examples, is the tendency to adopt a static and universal perspective on network
properties and to view the network structure as a determinant of business behaviour.
An alternative perspective, favoured in this book, is to emphasise how networks
are an outcome of business environments and particular competitive processes
and objectives. As argued by Hamilton (1996: 286–7), rather than an emphasis
on individual firms within networks, the embedded and substantive character of
networks should be the primary focus of investigation as this provides most insight
into the operation of networks. Take, for example, a generic structure such as the
‘hub and spoke’ network, comprising a central coordinating organisation and a
series of separate linked satellites connected to each other through the hub. Such
a structure may originate for a variety of reasons with distinct consequences for
the relative status of the hub and the spokes, whose positions are fixed according
to the motives for the network (Box 2.2).
Box 2.2 Motives for hub and spoke networks
The hub and spoke network comprises a central coordinating institution and
a series of separate linked satellites connected to each other through the
hub. Three possible motives for the formation of such networks have been
suggested, each of which implies a different relationship between hub and
spoke:
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Institutional networks are formed as a means of legitimising the
operation of network satellites. An example is the United Way, an
organisation that functions as a network hub by collecting and
distributing money for individual small charities, the satellites in the
network. The United Way provides the smaller agencies with visibility
and status, assisting their promotion while also responding to public
concern about the fragmentation of charitable effort. Power within this
network is relatively evenly distributed as satellites have direct relations
to the external environment (for example, individual charities supported
by the United Way provide services to clients, and these clients may
exert pressure on the hub for changes in fund allocation) and the hub
is not dependent upon the success of any one satellite.
2 Economic networks are formed to minimise the transaction costs of
the hub organisation (usually a large manufacturer). The satellites
are mainly suppliers of raw materials or parts, from which the hub
organisation wishes to secure a reliable and regular source of inputs
in preference to arranging purchases on a contract-by-contract basis,
and distributors who provide a marketing link to final consumers. Power
within the network, at least during its early stages, is usually
concentrated in the hub because (i) it is large with bargaining authority
over satellites and (ii) it controls the flow of communications, services,
resources and work.
3. Ideological networks are driven by a belief in a just-in-time
manufacturing ideology or other shared values that lift the network
above narrow economic objectives. Where network members are
connected by such a shared belief and relationships cease to be
based on power and resource dependencies, high levels of
information sharing and business cooperation are possible. Indeed,
in the context of just-in-time inventory management and production
scheduling, communication and information sharing are vital. Thus,
the ideological network is envisaged as a ‘knowledge network’, as
well as a network for economic exchange, in which joint learning
through the coordination of innovation among suppliers and
customers takes place.
Each network arises from specific external environments, with the status
of participants fixed by the logic of that environment. The incentive to invest
in an economic network is thought to grow where trust between trading
partners is low and information requirements are complex and large and it is
difficult to determine the reliability of a supplier in advance of a transaction.
Success conditions for an ideological network are suggested to be shared
cultural beliefs, as well as formal structures and technical linkages embedded
in computerised information networks. Source: Kerwood 1995
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Networks – from the top down
Looking from the top down, it has been argued that places are associated with
distinctive systems of business organisation as reflected in the significance and
structure of networks. This is the central claim in the embeddedness perspective
(Chapter 1), which views economic organisation as ‘a subsystem of a more
encompassing society, polity and culture’ (Etzioni 1988: 5). This perspective has
been taken up by Whitley (1992a; 1992b), who has contrasted the business systems
existing in East Asia and Europe. His starting observation was that successful
economies in recent decades have achieved dominance on the basis of contrasting
‘business systems’: lean production in Japan, diversified quality production in
Germany, flexible specialisation in Italy, family entrepreneurialism in overseas
Chinese enclaves and chaebol capitalism in Korea. Each of these models has offered
a distinctive route to competitive advantage with few signs of convergence, although
with some signs of exhaustion in the late 1990s. The lack of convergence is
explained by the tendency for national territories to be containers of particular
combinations of business organisations and relationships. These variations arise
out of the supporting institutions and social structures that influence such factors
as workforce training, financial structures, management–labour relations and
interfirm relations, each of which is seen to be ultimately a product of historic
conditions affecting the level and nature of trust in society.
Specifically, Whitley proposes that business systems can be differentiated according
to the character of three main components: firm characteristics; market structures;
and management–labour relations within organisations (Table 2.2). Each component
is affected by the form of trust existing which, in turn, is explained in relation to
institutions and social relations existing prior to industrialisation (background factors)
and experiences obtained post industrialisation (proximate factors).
Firm characteristics are assessed in terms of the balance between
externalisation and internalisation, with high levels of business specialisation
(which results in the use of various forms of market contracting) being
interpreted as dependent on the opportunities for establishing trust between
businesses. The particularly high levels of business specialisation found in
Taiwan and Italy, for example, have been linked to the ability to operate
reputation-controlled supplier networks within geographically specialised
regional economies. Firm characteristics are also differentiated according to
the perceived transferability of management skills and attitudes to business
growth. The North American conception, for example, has tended to view
businesses as a portfolio of resources which can be continuously traded and
rearranged to take advantage of prevailing opportunities. This contrasts with
the dominant outlook in Japan, which views managerial skills as industry
specific. The latter case encourages enterprise division according to activity,
with linkages maintained through membership of business groups, whereas
the North American perspective results in large diversified conglomerates.
Market structures are differentiated according to the extent to which they
are relational (implying ongoing relations of exchange, interaction and mutual
development) or competitive (implying arm’s length and one-off transactions).
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Table 2.2 Business system origins and key components

Source: Whitley 1992a

Firm characteristics are used to explain the extent to which an economy tends
towards relational or competitive market relations. Large diversified
organisations are envisaged to have a greater reliance on competitive trading
relationships than family and other small businesses for whom personal and
kinship ties are important ways of operating. Where businesses are organised
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into business groups formed by overlapping ownership and investment ties,
as in the case of Japan (Box 2.3), intermediary trading companies and
merchants connected to the group tend to be used to coordinate interfirm
linkages.
Box 2.3 The Japanese business system
The Japanese business system is distinguished from its Western counterpart
by the emphasis on mutual obligation. There is a high level of interdependence
in the relations between large firms, subcontractors, trading organisations
and financial institutions. Transactions occur predominantly between parties
that retain an ongoing relationship, typically managed through an authority
hierarchy. Examples of this are the tiered networks of subcontractors linked
to a core manufacturing firm and the high levels of mutual dependence in the
relations between employers and their core employees as reflected in longterm employment obligations. In summary, Japan’s business system
components include the following main attributes:
1

2

3

4

Economic actors: firms, including large undertakings, tend to favour
specialisation. This is reflected in (i) the externalisation of many
production tasks and (ii) expansion within the core activity rather than
unrelated diversification. Concentrating expertise is believed to benefit
learning and innovation and encourages reliance on internally trained
and promoted managers and long-term relations with principal external
contractors.
Market organisation: specialisation results in a high use of market
transactions relative to internal management coordination. Transaction
uncertainties are contained by managing external relations within
networks of interfirm mutual obligation with a long-term focus. Choice of
trading partner is price inelastic in the short term: an ‘outside’ supplier
offering lower cost will result in the existing supplier having to match the
new price rather than a change in supplier. Stable business groups linking
independent firms by a mix of investment, ownership and operating ties
emerge in this context.
Coordination and control systems: employee adaptability to the
organisation and internal capacity for learning are sought through
employment relations characterised by a commitment to long-term
employment, for most employees, and reward systems that recognise
age, length of service and possession of firm-specific skills. In comparison
with Western systems, there is little emphasis on externally accredited
qualifications and more emphasis on group responsibilities rather than
detailed individual job specifications. Company directors are usually the
company’s own senior managers and rarely sit on multiple boards;
managers are generally internally promoted industry specialists.
Background social institutions: the above characteristics rely on trust
between individuals and unrelated collective entities. A precedent for
the development of such loyalties is seen in the cohesive and highly
integrated village
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communities in the preindustrial Tokugawa period. The Tokugawa
Shogunate established peace through a hierarchy of personal loyalties
and obligations, incorporating consensual and group-based leadership
within village communities that were integrated into the central state.
Proximate social institutions: elites come from a narrow range of
backgrounds, eliminating conflicting allegiances and providing conditions
conducive to the formation of a developmental state. The education
system prioritises attendance at prestige institutions as the entry point
into elite positions in the state and industry, rather than the acquisition of
specific skills.
Source: Whitley 1992a; 1992b

Management–labour relations constitute the third component of a business
system, in this case emphasising how firm characteristics are influenced by the
opportunities for adopting particular forms of workplace organisation. Two
contrasts can be used to illustrate the links between workplace organisation
and business characteristics: (i) methods for obtaining workforce cooperation
and commitment; and (ii) skill accreditation methods. With respect to the
former, a distinction exists between the use of explicit, formally defined
contracting arrangements, including tightly specified employment contracts
and job descriptions, and an emphasis on securing compliance through
adherence to shared values (which broadly equate to the dominant approaches
found in North America and East Asia respectively). With respect to skill
accreditation, a distinction exists between market-based and organisation-based
accreditation systems. In a market-based accreditation system, employees tend
to pursue career paths on the basis of externally obtained and accredited
training, with membership of trade and professional associations as further
sources of personal status. In an organisation-based accreditation system, the
workplace is the important provider of training and employees are encouraged
to pursue careers within single organisations. Firm-specific skills are thus
created, providing opportunities for career development within the organisation
but with reduced capacity for transferability between organisations. The
workforce flexibility and cooperation encouraged by organisation-based
accreditation provides a capacity to develop idiosyncratic skillsets among
workers. In turn, this is thought to enable firms to specialise and thus to bring
reliance on external business relations.
Background and proximate institutions, social structures and experiences are
identified to explain the mix of firm characteristics, market structures and
management–labour relations that develop in a locality. The background factors
relate to institutions and social relations existing prior to industrialisation while
the proximate factors and experiences arise during the industrialisation process.
Family, religious and educational systems are important background influences
shaping general patterns of trust, obligation and cooperation within business
systems. For example, the contrast within East Asia between economies
characterised by business groups and those exemplified by family enterprise
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has been related to historic possibilities for mobilising loyalty and commitment
beyond family interests. Business groups and extensive use of interfirm
contracting in Japan, for example, which depend on the development of
collective loyalties to large employers and cooperation between individuals
and groups within firms, have been linked to a history of cohesive and highly
integrated village communities (Whitley 1992b: 21). The predominance of
family business in Chinese and Korean communities, on the other hand, is
seen to be partly a product of the insecurity existing within migrant business
communities and their lack of involvement in institutions that encourage trust
beyond that existing among family relations. Whereas in Japanese feudal society
clan leaders had to maintain order and court personal loyalty, in Chinese and
Korean societies Confucian ideologies reinforced strong authority relations,
which reduced the need for the elite to perform useful services in exchange
for the loyalty of subordinates. This difference was manifested through the
development of intermediary institutions in Japan, designed to encourage
local allegiances, whereas in China and Korea authority was remote and distant
from the bulk of the population, leaving family as the main focus of allegiance.
The proximate influences shaping business organisation are diverse, but
those dealing with the availability of, and conditions governing, access to
financial resources and different kinds of labour power are stressed, as well as
political and legal institutions affecting private ownership and business risk.
In respect of financial systems, a distinction is made between credit- and equitybased business funding. In credit-based systems, investment capital is provided
primarily by banks, whereas in equity-based systems it is obtained through
capital markets via competitive market transactions. The crucial difference is
that long-term credit from banks, particularly those with regional development
objectives, such as Germany’s state banks, can be a more patient form of
funding than equity capital from stock markets. In the absence of risk sharing
between business organisations and financial backers, risk sharing through
asset diversification is encouraged, resulting in multiproduct businesses. On a
larger scale, business systems are shaped by the form of state control and the
extent to which this permits the existence of a strong developmental state,
such as those existing in several East Asian countries. Developmental states
operate with autonomy from pressure groups, enabling prioritisation of
economic growth through the building of close links between government
and selected business interests, which are given security to pursue long-term
investment strategies.
The business systems perspective draws attention to the variability of
successful economic recipes and demonstrates how conditions of trust can be
important influences on the form that business activity takes (Box 2.4). The
perspective has been influenced primarily by investigations of East Asian
business practice, which can be seen as a limitation as the framework can be
less convincing when a wide range of environments are considered. For
example, in the East Asian context, migrant communities have been linked to
conditions that were conducive to the survival of family business, whereas in
North America high rates of migration have been seen to be a factor breaking
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down family and personal networks and encouraging the formation of
internalised business conglomerates. Similarly, in the case of some European
business systems, key contributors to their industrial structure have a recent
origin which seems to negate the significance of background influences.
Germany’s skill certification and training institutions, which are key aspects of
its industrial economy, were largely established as a response to post-war
economic success and tight labour markets (Streeck 1991; Jurgens 1993).
Without specification of the expected relative significance of the different
contributors to and components of a business system, or the necessary
sequencing of historic processes, the rationalisation offered by business system
interpretations does not provide hard laws of business development that have
predictive capacity. The value of business system insights lies in identifying
influences on business organisation that stress links to historic institutional
and environmental conditions. In so doing, it is necessary to emphasise that
the effectiveness of any particular form of business organisation is explained
by the supporting environmental conditions which enable that system to
operate, not by reference to some universal economic logic.
Box 2.4 Australia and Finland: contrasting small industrial economies
Australia and Finland are both small industrial economies with a high
dependence on resource-based industries: pastoralism and minerals in
Australia and forestry in Finland. Whereas Finland has succeeded in building
downstream resource-processing and support industries, Australia has
remained primarily a commodity exporter. The differential experience can
be explained by influences on the formation of their business systems.
Australian institutions have been shaped by an Anglo-Saxon inheritance
encouraging competitive relations. In Finland, conditions were conducive
to networking and cooperation, from which emerged industrial diversification.
Both economies are affected by changing fortunes in their key sectors and
are no longer reliant solely on their resource sectors, but influences
surrounding these sectors continue to shape their business organisation
strategies.
Australia’s rural economy was built upon extensive, isolated farms supported
by itinerant seasonal workers rather than local communities. The low
technology involved in processing and the ease of transporting the raw
material and processed wool enabled downstream activity to disperse, in
Australia and overseas. Farmers organised national bodies to represent
their interests and restricted the growth of a processing industry that may
have challenged farmer behaviour and profitability. Through links to political
parties this outlook encouraged adversarial politics.
In Finland, the forestry industry provided raw material that was processed
in paper mills located along lakes and rivers in close proximity to one another.
Difficulties in log transport and the accessibility to a large internal market
(Russia) encouraged local processing. The competing mills relied on close
links to foresters and machinery producers to maintain their viability. In
addition, the support of financial institutions, willing to provide long-term
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capital investment, and trading houses that marketed Finish produce as a
whole rather than representing single firms helped the expansion of
processing capacity.
Australia’s economic diversification was sought through import
substitution policies. This domestic market protection resulted in a sharp
political division between primary sector exporters and a ‘feather-bedded’
manufacturing sector. This division was compounded by the organisation
of the industrial workforce according to the British model, imported via its
dominant settler population. Trade unions organised along craft and trade
skills, rather than industry or enterprise affiliation, supporting national pay
awards and an emphasis on external, rather than internal, labour markets.
These arrangements militated against the building of trust between workers
and employers. Interfirm cooperation was inhibited by the absence of
employment relations with a long-term focus. Foreign-owned (British and
USA) branch plants dominated import substitution industries, and this was
a further obstacle to cooperation as links were established primarily to their
parent organisations.
Finland’s economy has been built on extensive cooperation. Centred
initially around support for a dominant sector, ultimately the combination of
patient investment capital, strong export orientation and close cooperation
across the production chain spawned a wide range of related industries. In
contrast, Australia’s individualistic business system has struggled to diversify
into value-added commodity-processing or support industries and has found
difficulty in introducing Japanese-style management and organisational
methods despite growing advocacy of the need to do so.
Source: Marceau 1992

Networks – intermediate perspectives
The broad insights of business system theory with respect to the impact of
society-wide historical and institutional forces need to be complemented by
the identification of contemporary influences on network relations. Business
structures are dynamic, adapting in response to changes in markets, national
competitiveness, technologies, organisational experimentation and learning.
At any point in time the dominant business system permeates across its terrain
with varying degrees of intensity. In contemporary Japan, for example, the
dominant system of keiretsu business groups exists alongside independent smallfirm districts, which survive with varying degrees of success. While some districts
are breaking down as firms are absorbed within externally controlled vertical
production chains (Chapter 4, Box 4.5), elsewhere in Japan’s economy forces
are acting to break down vertical integration (Chapter 6, Box 6.1). Explaining
these processes of change means identifying the technological, economic and
other influences that determine variations in the effectiveness of network
relations within particular contexts.
Transaction cost economics studies the circumstances under which
organisations favour internal management (hierarchy), externalised transactions
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(market) or some form of hybrid arrangement (networks). As discussed in
Chapter 1, this approach holds that economising on transaction costs is mainly
responsible for the choice of one form of capitalist organisation over another.
Transactions with uncertain outcomes, which recur frequently and which
require substantial specialisation of assets to deliver are expected to be
internalised within management hierarchies. Conversely, exchanges that are
straightforward, non-repetitive and require no transaction-specific investments
are expected to result in external market transactions. In practice, such rules
are often a poor guide to organisational outcomes. They are based on
assumptions of a neutral institutional environment and stereotypical evaluations
of the relative costs and benefits of alternative organisational forms (Chapter
1, Box 1.1). Bearing in mind these dangers, application of transaction cost
expectations needs to be undertaken with a wide perspective on the cost
considerations relevant to interfirm relations and the complexity of the issues
affecting their disposition. An example of such an approach can be found in
an explanation of the origins of the particular contracting methods used in
the electronics industry in Japan and Britain (Sako 1992).
The preference for obligational (relational) contracting among Japanese
firms and for arm’s length contracting ties among firms in Britain (see Chapter
6, Box 6.2, for definitions) was explained by five influences according to Sako
(1992), namely economic and technological variables; legal environments;
financial market structures; employment relations; and the environment for
small-firm entrepreneurship. Chapter 6 provides discussion of the other
influences; here some amplification of the impact of the first of the five
influences – economic and technological variables – is given. Discussion of
this set of influences reinforces the difficulties previously discussed in
determining outcomes from universal assumptions of the distribution of
transaction costs, and the need to be sensitive to their two-way causation
(transaction costs may encourage certain organisational forms while
organisational forms also determine transaction costs). Six economic and
technological variables have been shown to have some bearing on the impetus
to form network ties, each of which is discussed below.
1 Asset specificity. A central hypothesis of transaction cost theory has been
that relationships in which supplier assets are specialised have lower
transaction costs inside an organisation (Walker and Poppo 1991). A key
reason for this is the belief that the creation of assets specific to a particular
transaction invites opportunism by both parties: the firm investing in the
assets has incurred a sunk cost and can be held to ransom by a customer
exploiting this commitment by seeking lower prices; the customer, having
no easy alternative source of supply, can be held to ransom by the supplier
demanding higher prices. Transaction cost economists have come to see
the network as a solution to these risks of opportunism if the network
includes at least one of the following: quasi-vertical integration, in which
there is buyer ownership of specialised tools used by the supplier; credible
commitments, in which promises to avoid opportunism are supported by
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reciprocal trading (a supplier promises to place orders with the company it
sells to); or negotiation of an effective dispute procedure. Sako’s analysis
concluded that a high degree of asset specificity tends to favour the use of
obligational contracting (because it becomes more worthwhile for trading
partners to invest in trust building), whereas a lowering of asset specificity
tends not to favour one contracting style over another. This conclusion
was drawn partly from evidence that some network solutions to the risks of
asset specific relations are not workable in practice. For example, production
equipment is not easily transferred between companies because suppliers
tend to require compatibility with their existing activities and because the
operation of equipment may depend on worker skills. The solution offered
by quasi-vertical integration might not, therefore, be realised because
equipment may not be so readily transferable between suppliers. Sako found
that the degree of constraint this imposed varies between technologies. For
example, in Britain, moulds, a key technology in printed circuit board
assembly, are described as ‘idiotproof’, and so are relatively independent of
individual workplace skills, whereas in Japan this technology tends to be
more dependent on human skills. The reasons for this difference in
technology, Sako concluded, lie partly in the willingness of customers and
suppliers to be locked into a relationship. In other words, the perceived
risk of asset specificity varies, and this, rather than any absolute differences
in technology, explains the organisational arrangements selected.
2 Product development and design. Contracting relations vary according to
the inputs provided by the supplier. Asanuma (1989) distinguishes three
types of relationship on the basis of the supplier’s ability to modify or
originate technology for the customer: design-supplied (manufacture
according to specifications set by the customer); design-approved
(manufacture according to specifications approved by the customer);
catalogue-goods (manufacture of standard items). From the customer’s
perspective, design-approved relations differ from the other cases in three
areas: (i) the extent of information and uncertainty over performance; (ii)
the risk of proprietary knowledge being lost; and (iii) the extent of supplier
bargaining power. Thus, the need for customisation and supplier inputs
into the development and design process are inducements to obligational
relations, but as with asset specificity choices remain in the precise
organisational response. Thus, to avoid the need for obligational ties, some
producers in the UK have maintained a distinction between suppliers of
prototype components and production components. This separation helps
the buyer retain negotiating power over suppliers of design-approved
product by limiting the scope of work sourced from any one supplier. From
the suppliers’ perspective, the willingness to help their customer with
improvement ideas will be influenced by the perceived likelihood of gaining
further work in return for their assistance, as well as the design input asked
for.
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3 Product differentiation. Businesses with competitive strategies that
emphasise product differentiation and diversification through the shortening
of the product cycle are more likely to be associated with obligational
relations than businesses with other marketing priorities. Products that
undergo frequent design changes require more customer–supplier
coordination over design and development than do products of stable
design, which both demands and acts to induce obligational relations.
Whereas product differentiation has tended to be viewed as a necessary
component of all modern business, in practice it is generally more evident
in markets for consumer goods (a specialisation of Japan) than for industrial
products.
4 Market uncertainty. Whereas transaction cost expectations often see the
existence of uncertainty as an inducement for network relations, Sako’s
analysis points to the complexity of establishing general rules related to the
impact of market conditions. From the buyer’s perspective, market instability
might be an incentive to form obligational ties, as this offers flexibility in
production scheduling, which minimises the risk of excess purchases of
products whose demand is difficult to predict. On the other hand,
transaction cost expectations have tended to overlook the incentive to favour
arm’s-length ties in unstable markets so that buyers can avoid any
responsibility for protecting their suppliers from market unevenness.
Technology characteristics partly influence how far buyers seek to avoid
any obligation for protecting suppliers as the ability to change production
scheduling at short notice without obligational ties varies between industries.
In Japan, arm’s-length contracting ties tend to be important in the electrical
and electronic goods industries, where components are often of standard
design and therefore comparatively easy to buy ‘off the shelf’. In the car
assembly sector, however, components are often specific to individual
models, and this is associated with the use of obligational contracting
(Asanuma 1989). From the supplier’s perspective, market instability might
encourage support for obligational ties to customers who are prepared to
assist their operation by smoothing demand unevenness. On the other hand,
conditions of market instability might be associated with high levels of
opportunistic behaviour by buyers who seek to exploit the uncertainty to
the disadvantage of suppliers. Where this occurs, suppliers may be reluctant
to make specific investments to support an individual customer and prefer
to retain arm’s-length ties.
5 Demand growth. Market growth is propitious for obligational relations as
the cost of investing in trust is reduced in an expanding market. Conditions
of growth contribute to general business confidence and the sense of shared
goals and reduce the risk to buyers in making commitments about ongoing
work. At the same time, suppliers have greater confidence in customer
promises. Buyers are constrained in their choice of alternative suppliers
and thus under pressure to accommodate supplier expectations and retain
their cooperation. Japan’s experience indicates how prolonged periods of
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growth can encourage expectations and norms in business that are slow to
change in altered economic circumstances.
6 Industry structure. The extent of concentration or fragmentation of
industries was judged by Sako to be broadly neutral in its consequences for
contracting styles. Greater availability of potential trading partners might
increase the opportunity for choice and change in business relationships,
favouring arm’s-length contracting. The much higher level of industry
concentration in Britain, where arm’s-length relations predominate,
compared with Japan, where ownership is fragmented, conflicted with this
expectation and led to the conclusion that the willingness to enter committed
relationships was not affected by the availability of choice.
One implication of the influences identified by Sako is, that even within a
society where historic experiences and institutional structures favour
obligational ties, economic and technological considerations interact with these
influences to create differences in network formation. Some confirmatory
evidence of this comes from a study of the contrasting levels of interfirm
cooperation within industrial districts in Japan (Edgington 1997). Compared
with the auto assembly industry, industries such as ceramics, textiles, machine
tools and office tools were found to exhibit less development of ‘structured
relationships’. The contrast in the development of interfirm cooperation was
explained by the fact that these other industries use fewer components, often
with less rigorous mechanical requirements and of standard design, and by
the existence of longer product cycles outside the auto sector. For instance, it
was found that the office equipment industry relied largely on ‘off-the-shelf’
electrical parts that were available nationwide, while in the ceramic tiles and
textiles industries short production runs mitigated against the use of customdesigned parts and thus reduced the impetus to build formal relationships
with suppliers (Edgington 1997).
The main message for the intermediate scale of analysis is the need for
sensitivity to the range of influences shaping business organisation and the
interactive nature of these influences. It is possible to provide checklists of
issues to be examined, but simple rules relating to their impact are hard to
sustain. This conclusion applies especially to complex problems such as the
comparative development of subcontracting relations; it also applies in simpler
cases, such as the explanation for differences in network development among
small firms in the same locality (Box 2.5).

Box 2.5 Explaining participation in small-business networks in Christchurch,
New Zealand
A sample of small businesses (most with fewer than 10 employees) located
in Christchurch, the main urban economy of New Zealand’s South Island,
identified five influences that explained an individual proprietor’s participation
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in a business network (defined as any form of cooperative working relationship
with other business). The sample was drawn from the membership of a local
government
business support initiative known as the Canterbury Business Advisory
Foundation (see Chapter 7).

1

Local geography: the social, economic and physical character of the
immediate neighbourhood in which the business was located affected
the ability to enter networks, especially among retailers, whose business
success is influenced by the shared character of the location to which
customers must be attracted.
2 Industry and market structures: competitive business attitudes were
perceived as a barrier to networking in those industries in which cost
competitiveness was especially intense. In such cases, it could produce
idiosyncratic cooperation, such as a women’s hairdresser who took
business advice from a man’s barber rather than other hairdressers, or
a cake maker who shared flour with a baker while eschewing contact
with others in his speciality.
3 Entry point: business owners with prior association to the industry in which
they operated, through either family connections or paid employment,
had less likelihood of being isolated than those who had set up their
business in an industry new to them.
4 Personal characteristics: networking is helped by personal confidence
and sociability. Not all business proprietors naturally have these attributes,
and many acknowledged it as a barrier, commenting that they were not
the sort of people’ to ‘go out and make contacts and attempt to sell their
businesses’. The aggressiveness in pursuing growth and willingness to
sacrifice family responsibilities also influence networks.
5 Business development objectives: network priorities and constraints varied
according to the particular development issues currently faced by the
business. The new entrant faces immediate needs to gain business skills,
acquire familiarity with the market and develop contacts with suppliers
and customers. Established businesses required to turn around their
performance because of changes in competition or market opportunities
need to build new networks and learn new skills to adapt to changes.
Satisfied firms not seeking to increase their business may give little priority
to networking, while larger mature businesses tend to place an ongoing
value in maintaining connections with business professionals and with
other small businesses, partly to express their support for small business.
A developmental firm aggressively seeking to grow and develop new
markets requires specialised forms of technical and marketing assistance.
Market integration firms seek cooperative arrangements with other firms,
either suppliers or end buyers.
Source: Perry and Goldfinch 1996
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Conclusion
This chapter has reviewed three tiers of network analysis and has argued that
these levels of explanation need to be integrated to evaluate the state of network
development in any particular locality or industry context. A central message
in this chapter has been the need to evaluate network development within its
local context rather than to expect convergence to a single organisational
pattern. There are a wide variety of ways in which production can be organised
as localities and corporate strategies combine in novel and different ways. At
the macro level, the business systems perspective draws attention to the
necessary institutional and environmental conditions that sustain the particular
ways in which work and business are organised within any locality. The
effectiveness of any particular form of business organisation is thus explained
by the supporting environmental conditions which enable that system to
operate, rather than by reference to some universal economic logic. A key task
in the analysis of business performance and work organisation is to reveal the
origins of distinctive patterns of economic organisation and their source of
effectiveness. Such analysis provides insight into the feasibility of transferring
patterns of work organisation between places. At an intermediate scale of
analysis, economic and technological factors affect interfirm relations, as
illustrated by the comparison of contracting styles in Britain and Japan.
Influences such as asset specificity and product cycle characteristics are relevant,
but with a significant element of decision-making discretion and individual
experiences, so that establishing laws about their impact remains difficult.
Finally, at the micro level, alternative ways of measuring a firm’s network have
been employed. These techniques highlight a trade-off between measures that
focus on actual trading ties and those which seek to identify a specific subset
of ‘network’ relations that are perceived to be of special importance and
dependability to the business. The latter are consistent with the definition of
networks as comprising repeated interactions among personal contacts but
may have limited bearing on a firm’s performance compared with the trading
links that sustain the business from day to day.

3

Family business in ethnic and social
networks

Business systems built upon social networks have tended to be viewed as a
residual phenomenon that assumes importance in contexts in which
institutional trust is underdeveloped or unavailable to certain groups (LeverTracy 1992). As mentioned in Chapter 1, such a viewpoint underlines
Fukuyama’s (1995) categorisation of economies with a preponderance of small
family firms – France, Italy and the Chinese economies of Hong Kong, Taiwan
and southern China – as low-trust economies. The refusal to trust professional
managers and the subdivision that occurs with partible inheritance means
that by the third generation, at least, any emerging large firms have been split
or fallen back into the multitude of small firms. The low level of general trust
also prevents these small companies from building business relationships to
compensate for their lack of economies of scale. Characteristic features of
family business networks are thus expected to be a preponderance of small
business units, high levels of interfirm subcontracting, unstable business
relations, personal decision making and control, opportunistic diversification
and the pronounced life cycle within individual businesses. Intermittent periods
of growth rather than sustained expansion are taken to characterise family
enterprise.
The recognition that social networks can be a sustainable basis for smallbusiness growth has been brought about by examination of ethnic businesses.
The prime example promoting this change of perspective is the Chinese family
business, and more particularly the networks associated with ‘overseas Chinese’
(Lever-Tracy 1992; EAAU 1995; Redding 1995). Studies of overseas Chinese
family firms have shown that continuing links with the region of origin have
been of great importance in increasing the effectiveness of Chinese ethnic
businesses. Crucial to this increased effectiveness are links between overseas
Chinese networks and what have been some of the fastest growing economic
regions in the late twentieth century. Few small firms, or even large firms, are
able to sustain international operations, but overseas Chinese businesses are
an exception. As well as requiring investment to identify opportunities, Chinese
businesses overseas face the challenges of setting up a management structure,
acquiring local marketing knowledge and accumulating the resources to protect
and if necessary enforce contracts over third parties remote from the business’s
home territory. The international ties available to migrant communities are a
definite source of advantage, provided that the group in question has retained
its access into trading networks overseas. Overseas Chinese are generally viewed
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as well endowed with such connections. Consequently, the apparent
opportunity to use these networks to gain privileged access to dynamic
economies has led government business agencies in Australia (EAAU 1995)
and Singapore (Perry et al. 1997a) to promote links with overseas Chinese
networks. More generally, research into ethnic communities in Western
countries has come to recognise that immigrant communities have potential
to deploy their cultural resources to business advantage (Portes 1987; LeverTracy et al. 1991; Ram 1994). Whereas a traditional interpretation stressed
that ethnic business success relied on attributes such as thrift, deferred
gratification, industriousness and self-reliance, the focus of explanation has
shifted to the role of networks of mutual aid and trust as well as the possibility
of continuing links with the country of origin.
This chapter reviews the role of socially based business networks, paying
particular attention to family business networks and use of social networks by
ethnic minority firms. It commences with a general overview of ethnic enterprise
followed by a review of overseas Chinese business networks. As well as reviewing
general characteristics and competing claims associated with the Chinese family
firm and its networks, the discussion examines specific experiences in three
host localities: coastal China, East Asia and Australia. The larger experience of
minority ethnic communities in Western societies is then considered, including
case studies from the UK and Australia. The final part of the chapter provides
a brief review of the organisation and status of family business networks in
Western countries and considers whether a revival of the family business is
feasible in Western economies.
Ethnic enterprise
It has long been recognised that the propensity for ethnic minorities to support
thriving small-business communities varies between racial groups (Ward and
Jenkins 1984; Waldinger 1986; Min 1987). Thus, while all ethnic minorities
tend to be disadvantaged in the external labour market, which provides the
initial reason why there is an interest in self-employment, different ethnic
groups have more or less success in developing ethnic business communities.
This phenomenon has generated much debate, often centred on an argument
about the relative contributions of the ‘structure’ of the receiving society and
the ‘culture’ of the ethnic minority as it affects individual and collective
behaviour. Rather than prioritising one set of influences over another, recent
analysis has emphasised understanding of their interaction (Lever-Tracy et al.
1991 ). Thus, cultural factors alone are not a sufficient condition for minority
business success: the opportunity structure within the host society has to be
considered and how it encourages or constrains ethnic enterprise (Min 1987).
The cultural influences affecting ethnic business formation relate to attitudes
to work and achievement, which may be linked to historic experiences and
processes, as well as practical considerations that affect the motivation and
ability to succeed in business. The cultural and psychological characteristics
that have been judged as conducive to entrepreneurship include values such
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as work ethic, frugality, future orientation, emphasis on profit seeking and
individual orientation. Jews, Chinese and Japanese have often been cited as
exemplars of ethnic groups with such values positively inclined to business
(Min 1987: 176). They impart a commitment to long hours of work that is
often a necessary aspect of ethnic enterprise, which tends to be concentrated
in labour-intensive industries. Contemporary migrant flows tend as well to be
differentiated by aspects such as education, financial resources and the business
environment in the home country. The growth of a Cuban business enclave
in Miami, for example, was facilitated by the arrival of Cubans with a certain
amount of capital and entrepreneurial experience (Portes and Bach 1985).
The business success of Koreans in the United States has similarly been linked
to the possession of investment capital and high education levels on arrival
(Min 1984).
The components of structure potentially affecting enterprise development
include ethnic resources and the opportunities for enterprise in the host economy.
Ethnicity can be considered a resource in so far as the social structure of the
ethnic community can be converted into a business asset (Waldinger 1986:
269). Collective solidarity within an ethnic group, maintained through family,
kinship and social networks, is generally seen to assist entry into business
(Min 1987: 177). Groups that maintain strong ethnic ties can gain advantage
from the use of rotating credit associations as a means of amassing finance for
business establishment. Indeed, the ability to operate credit unions has been
viewed as a reason why Asian groups are represented in business in the United
States to a greater extent than Afro-Americans (Light 1972).
The ability to secure and maintain a trained labour force is another ethnic
resource, and one that has been viewed as the prime advantage of ethnic over
mainstream business communities (Waldinger 1986). This advantage arises
because ethnic enterprise tends to be confined to sectors with comparatively
low barriers to entry in which labour markets are unstructured, in the sense of
being weak in regard of recruitment information flows, security of tenure,
training or career development. These characteristics are a major impediment
to success in small-business sectors as they typically mean that persons with
low skill and low attachment make up much of the available workforce. A
central issue confronting small firms is how to increase their recruitment of
persons able to learn skills and to retain their commitment and attachment to
their workplace. One response is the use of ‘word of mouth’ recruitment
because (i) workers hired tend to share the characteristics of those who
recommend them; (ii) employees concerned about their own future are unlikely
to recommend poor recruits; and (iii) once in place, new recruits are subject
to informal surveillance by their sponsor. Although immigrant business owners
are not unique in using this method of recruitment, they are often able to
employ it more strategically than mainstream businesses, especially if they too
rely on recruiting from the ethnic minorities. Immigrant owners can mobilise
direct connections to the ethnic community from which they originate to
construct an attached labour force, for example by using the contact networks
of family and relatives for recruitment. Ethnic owners might also be better
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positioned to retain discipline and commitment among their workforce. Ethnic
commonality provides the scope to develop a sense of shared interests between
employer and employee. This may require that the employer shows that the
employment relation is more than an instrumental exchange, for example by
accommodating cultural practices or employing newly arrived migrants. In
return, claims over employees may give the ethnic business advantages in terms
of low wages, low labour turnover and the ability to prevent employees from
setting up business on their own in competition.
Internal characteristics alone cannot explain how certain ethnic groups have
gained an advantage in business: there must also be opportunities open for
small business in the host society. The structural influences conditioning
economic opportunity include the status gap between migrant and indigenous
populations, the possibilities for residential succession and government policy.
A large status gap between ruling and subordinate classes has been seen as
helpful to certain ethnic groups, with the absence of intermediate classes
encouraging the ruling elite to promote an alien group to act as business
intermediaries. The concentration of Chinese in the grocery business serving
the black population in the Mississippi Delta has been explained in this way,
whites having been reluctant to service black consumers directly for fear of
losing standing in the white status system (Loewen 1971). The success of the
overseas Chinese in South-East Asia has been similarly linked to the preference
for colonial elites to see wealth accumulate among non-indigenous individuals
who are not in a position to become political opponents (see below).
In contemporary urban settings, residential succession has been shown to
influence ethnic business opportunity. Residential succession leading to a
change in a locality’s racial mix tends to be followed by a business ownership
succession. Consequently, a higher level of residential segregation in the United
States than in the UK has provided more openings for West Indian immigrants
to enter business in American cities (Reeves and Ward 1984). Similarly, in the
UK, a positive relationship between the number of new Asian shop owners
and the proportion of Asians living in their catchment area has been found
(Aldrich et al. 1984). However, the new opportunities created by residential
succession may fall not to the dominant new settler group but to the ethnic
community with the greater organising capacity (Aldrich 1980). At a more
general level, as ethnic entrepreneurs attain advantage over other businesses
more readily in traditional inner-city industries than in other sectors, their
ability to enter self-employment is affected by the opportunities for inner-city
industries (Waldinger 1986). Government policy is an influence on ethnic
business opportunities. Indirectly, the desire to evade regulation and taxation
can provide more opportunity for small businesses to the extent that they are
subject to less surveillance and enforcement than large organisations, although
this advantage would accrue to all types of small business irrespective of
ownership (Boissevain 1984). Directly, governments may give support to
minority business owners, possibly targeted to those whose ethnic resources
leave them under-represented in small businesses or aimed at providing
assistance to upgrade businesses trapped in low-wage and unstable sectors.
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In short, therefore, the accumulated research evidence points to an
interactive interpretation of the progress of ethnic enterprise (Waldinger 1986).
Ethnic business proliferates in industries where there is a match between the
demands of the economic environment and the informal resources of the
ethnic population. Once in place, certain processes help to perpetuate an ethnic
business community, which tends, for example, to attract a disproportionate
number of new immigrant workers, perpetuating their labour market
advantages. Existing ethnic entrepreneurs offer a role model that encourages
others to enter self-employment, partly through the way in which initial business
success can signal a supportive environment for new entrants. The characteristic
operation of an ethnic business tends to maximise the transfer of opportunities
to other migrants. Skills are relatively easy to pick up in the small immigrant
firm. Responsibilities are typically defined broadly and, because of
understaffing, individuals are expected to take on a number of tasks. Family
members drawn into the business may obtain managerial experience and be
given access to suppliers and customers, providing the networks for their own
entry into business. More generally, recruitment on trust through the
immigrant community has been viewed as more likely to promote the
delegation of authority to employees of the same ethnic group than to ethnic
employees in mainstream businesses.
The economies of agglomeration can have a positive impact on ethnic
business where this brings a marketing benefit and acts as a stimulus to
specialisation (Auster and Aldrich 1984). Whether this means that the
appropriate growth path should be to build ethnic economic enclaves, with
their own interlinked manufacturing, wholesale, retail and business service
networks, has been disputed (Lever-Tracy et al. 1991). A case for the
development of enclave economies was made from a study of the Cuban
business sector in Miami, which, it is claimed, had become not only a thriving
place of employment for migrant Cubans but also the emerging commercial
and financial capital of the Caribbean, displacing New Orleans (Portes 1987;
Portes and Leif 1989). This growth has been explained by its high degree of
autonomy from the mainstream economy and the high degree of self-enclosed
interdependence (Wilson and Martin 1982). It is argued, on the basis of a
comparison between the Black and Cuban economy in Miami, that ‘enclave
economies that are vertically and horizontally integrated yield higher initial
profits per unit of demand, create higher levels of production in related
industries, pay higher wages and create more jobs’ than those which are not
(Wilson and Martin 1982: 138). As a consequence, competition with the
mainstream economy becomes possible.
In a similar vein, high levels of integration and external competitiveness have
been claimed in the case of South Asian (Indian and Pakistani) business in the UK
(Werbner 1984; Ward 1991). A progression from market stall trading to
distribution and finally manufacturing activities is identified, which in the process
expands opportunities for individuals and businesses working in the enclave. These
arguments rely in part on the relationship of trust that is assumed to exist between
members of the ethnic community, enabling more effective relationships with
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suppliers and customers to develop than are obtained where ethnic firms operate
in the mainstream economy. Rather than viewing the ethnic group as passive or as
victims, this perspective suggests that they can actively deploy their ethnic resources
to their advantage. On the other hand, the influence of the external environment
cannot be ignored in conditioning the success of the enclave strategy or of
facilitating its feasibility (Ram 1994). For example, in the case of the South Asian
business community in the UK, racism has been a significant force in compelling
the reliance on community resources (Phizacklea 1990). In contrast, in the case
of overseas Chinese, the development of internal networks has tended to arise in
contexts where they have advantage over indigenous business, including the
preference among ruling elites to give business opportunities to an outside ethnic
group. The following sections give the background to these two contrasting
experiences and draw attention to the role of the wider context in shaping the
impact of personal networks within ethnic business communities.
Overseas Chinese networks
The business practice of overseas Chinese has been rated as one of three
successful forms of capitalism found in Pacific Asia, together with that associated
with South Korea and Japan (Redding 1995). The description ‘overseas
Chinese’ originates from a Chinese phrase for ‘sojourner’. This suggests a
temporary residence outside China, perhaps consistent with the intention of
many original emigrants but now misleading in the permanency of their foreign
residence and shift of their sovereign and political loyalties. The term ‘overseas
Chinese’ does, however, remain consistent with the ongoing use of home
connections within their business practice. The ‘overseas Chinese’ comprise
emigrants who left China at various points over the last century predominantly
to settle around the margins of the South China Sea. This population numbers
around 50 million across Taiwan, Philippines, Indonesia, Singapore, Malaysia,
Thailand, Vietnam and Hong Kong. If the regions of coastal China are included
(Guangdong and Fujian), which may be justified on the grounds that these
provinces are the recipients of internal migrants as well as a source region for
overseas Chinese, the total population rises to 200 million. In addition, there
are overseas Chinese in North America (3.4 million) as well as smaller
concentrations in Europe and Australasia (EAAU 1995: 13).
Several divisions exist within the Asian overseas Chinese population, but their
business practice is believed to share a structural integrity. The divisions arise
from variations in place of origin (leading to differentiation by dialect, subdialect,
clan and family) and destination. In respect of the host territories, a fourfold
division has been proposed: (i) the city states of Hong Kong and Singapore,
which are influenced by British traditions of governance; (ii) Taiwan, because
of the dual influence of American and Japanese political and economic
philosophy; (iii) the ASEAN (Association of South-East Asian Nations) host
environments, where the Chinese are an ethnic minority (unlike the other cases)
but are powerful in business; and (iv) coastal China, where overseas Chinese
participate with indigenous Chinese in a hybridised market/centrally planned
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environment (Redding 1995). The structural integrity of overseas Chinese
business practice is claimed on the basis of their common refugee experience
and retention of traditional Chinese culture. These shared experiences have
provided a context in which the family business form has, it is claimed, been
honed to its environment as a sustainable and highly effective business form.
Three consistent and dominant influences have been identified as the central
influences on overseas Chinese business practice (Redding 1990):
1 Paternalism. The family is a primary agency of socialisation in Chinese
culture centred on the benevolent authority of the father. The traditional
Confucian values associated with the family were filial piety, ancestral
worship, family continuity (including the primacy of sons over daughters)
and mutual support within the extended kinship network (Kuo 1987).
These values emphasised the role of the family as a force for stability,
reflecting the weak development of civil society and intermediary sources
of allegiance and authority between the state and the individual. In modern
contexts, family relations have been modified by the formation of nuclear
families, better educational opportunities and legal protection for women’s
rights. Loyalty and responsibility to the extended family as well as filial
piety in the narrow sense of fulfilling parental wishes nonetheless survive as
strong ideals among overseas Chinese (Yang 1988: 117; Menkhoff 1993:
77). Translated to business practice in the typical firm, such values encourage
centralised control by a single dominant leader whose authority is largely
free of challenge from inside the system. Even among larger companies
with salaried managers and non-family owners, it is rare for decision making
to extend beyond a small inner circle of family members. As a result, there
tends to be a long-term continuity to the leadership of firms that provides
a basis for accumulating knowledge and building networks.
2 Personalism. Connections with persons who can be trusted and by whom
one will be trusted are regarded as the basis for doing business. This is the
concept of guanxi, which literally means social relationships or particularistic
ties (Box 3.1) and without which it is generally thought that businesses
cannot survive. Reliance on personal ties functions as an alternative to legal
safeguards and serves to guarantee the reliability of business transactions.
This is backed up by a code of ethics in which an infringement of trust can
be responded to by social sanctions that curtail survival in business and
bring severe public disgrace. Where this sanction exists, reliance on guanxi
may bring cost savings compared with employing professional advisors and
lawyers to safeguard transactions, although this needs to be offset against
the investment in developing ties and the constraints on pursuing growth.
Box 3.1 Guanxi and overseas Chinese business
The essence of Chinese economic organisation is the strong antipathy to
impersonal contacts as a basis for business dealings. Even in the Chinese
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economies of Hong Kong, Taiwan and Singapore, as well as where they are
economically powerful minorities with access to enforceable legal systems,
the
preference for trading through personal connections or guanxi is said to
remain strong. Guanxi involves personalised relations with people who can
be trusted and by whom one will be trusted, thus combining elements of
instrumentalism and reciprocity.
Kinship ties are typically the most important, but they are far from the
exclusive starting point for guanxi. Indeed, in some contexts kinship relations
may be avoided because of concerns that this might confuse business
objectives with the expectations of family that they will be given ‘special terms’.
Guanxi may be built through a wide range of other ties.
• Fictive kin involve the elevation of ‘business friends’ into especially trusted
persons as symbolised by the use of family titles such as ‘uncle’.
• Locality ties arise from a common place of origin. Typically there is flexibility
in the territorial scale needed for personal association to develop, with
anything from village to province potentially accepted as a tie between
persons. The extent of this flexibility may be explained by the role of dialect
as a further bond, reinforced by the role of dialect associations established
in the places that migrants have moved to. The links between dialect and
business were reinforced by the tendency for dialect groups to be
economically specialised, resulting from the advantage of clustering
employment according to language spoken.
• Surname ties can provide a basis for guanxi. Early Chinese migrants joined
clan or surname associations to provide mutual support. The shared
surname need not imply any kinship connection, but it provided enough
ground to link persons as if they did share a related ancestry.
• Workplace ties developing between two employees can become the basis
for a subsequent business relationship where both move into
complementary businesses of their own. The fact of once having worked
together can be an incentive to form a trading partnership under their
independent control (Chapter 5, Box 5.2).
• Classmate ties as a basis for subsequent business ties have a long history
in China and can be traced partly to the esteem given to success in
education. The wide basis for building guanxi ties means that, while kinship
networks are made considerable use of, many other kinds of personal
connection are deployed for the advantage of business.
Source: Menkhoff 1993; Lever-Tracy 1996

3 Insecurity. The sense of being a besieged minority focuses efforts on the
pursuit of wealth as a route for security. The feeling of insecurity arises
where overseas Chinese are a demographic minority in their new place of
residence. Where they are the racial majority, insecurity arises because of
regional tensions linked to their relationship with China, in the case of
Taiwan and Hong Kong, or encirclement by Malay societies in the case of
Singapore. These contemporary inducements to a perceived ‘state of siege’
augment personal histories that might include extreme poverty and which
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resonate with the continuing pursuit of economic independence. This can
be further encouraged by the shortage of other ways of obtaining status in
transient and newly formed societies, as well as the perceived responsibility
to build resources for the continuance of the family name.
These three major influences generate a primary concern for business
organisations to remain within the scope of one person’s control. Thus, the
key characteristics claimed for Chinese family business (Table 3.1) essentially
flow from the small-scale and simple organisational structure required for
personal control to remain effective. Sectoral affiliation tends to follow from
this, with even the most resource-rich businesses associated with activities
such as property, hotels, retail, shipping, banking and resource processing
(PERC 1997). Small firms tend to be concentrated in local and distribution
services or in consumer goods manufacturing, particularly those affected by
fashion changes, where batch production and high levels of subcontracting
limit the capital and expertise required. Complex manufacturing based on
brand marketing and R&D has generally alluded overseas Chinese enterprise,
although there are exceptions, such as Acer in Taiwan (Chapter 6, Box 6.8).
Sectoral affiliation also tends to occur where reliance on personal networks
can be deployed to greatest effect. Four types of linkage have been crucial to
the development of overseas Chinese business: government–business; family
and intrafirm; interfamily and intersectoral; foreign and technological (Harianto
1997).
The cultivation of government–business linkages has been crucial to the
success of the ethnic Chinese in South-East Asia, as governments in these
economies are centrally involved in the allocation of business opportunities.
The tendency for the ruling elite to draw on the resources and skills of Chinese
traders dates from the nineteenth century. Originally, this linkage reflected
the preference for patronising people who were not in a position to become
political rivals. The tendency to isolate overseas Chinese from association with
mainland China, only interrupted when it appeared that the influence of
Communist China was increasing during the Cold War era, also helped in this
Table 3.1 Typical characteristics of Chinese family business

Source: Redding 1995
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role (Mackie 1992: 44). The basis of government–business linkages has
changed, and in the contemporary world can have more to do with the financial
resources accumulated by the overseas Chinese and ability to ‘buy’ government
favour, for example through donations to government-sponsored charities
and campaign funds (EAAU 1995: 151). In addition, Harianto (1997: 144)
argues that access to government connections is a result of an earned reputation
for business reliability. Whatever the origin, there is no doubt that the
opportunities to gain access to significant business opportunities in SouthEast Asia are critically dependent on close relationships with political elites.
Family and intrafirm linkages are important to family business, but the
nature of Chinese society, where trust and personal networks are the basis for
survival, amplifies these dependencies. Within the firm, the personal ties that
link owner managers to their staff, extending down the management hierarchy
to lowly positions such as the company chauffeur or security guard, provide
advantages to employer and employee. Employees gain a sense of occupying a
privileged position compared with non-family, giving the employer a ‘trusted
window’ through which to monitor the firm and the possibility of drawing on
extra commitment when additional labour or sacrifice is needed. Personal
networks may also be deployed externally as an additional source of feedback
on individuals within the organisation and the wider standing of the business,
providing some safeguard against personal patronage degenerating through
nepotism (Harianto 1997: 145). The cohesion gained by the Chinese family
business makes it responsive to new opportunities that match the personal
vision of the owner. The relative ease of following an opportunistic
developmental path, however, can also lead firms into inappropriate or underresearched ventures.
The web of interfamily and intersectoral linkages is partly a product of
business growth. Given that large and complex organisational structures are
avoided, business growth tends to be through subdivision, with each unit
coming under the control of one individual and specialising in certain products
and markets. In addition, economic transactions with suppliers, shippers and
distributors are usually conducted on the basis of personal connections.
Impersonal dealings sustained by contract and law remain part of business.
The reliance on personal trust rather than formal contracts tends to be most
evident for important and long-term links. Lever-Tracy (1992: 58) cites the
typical rationale for this as given by one business owner: ‘if a person is
trustworthy you do not need a contract, if not, then they will find a way to get
round any document’. These connections are not restricted to family and may
extend beyond dialect or other ethnic associations to include any dyadic ties
of friendship and personal recommendation. Nonetheless, shared history,
common experiences, ease of communication and shared membership in social
and other organisations are the most natural environments in which personal
trust may grow, especially as networks tend to expand though personal
recommendations. Another factor here is that the willingness to rely on trust
rests on all parties being motivated to protect their reputation. Impaired
reputation is the main sanction against unscrupulous behaviour, but for this
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to be effective requires a shared communications network and collective
ostracism of persons who breach trust. Consequently, the reaching out of
trust-based networks makes them more fragile as they seek to extend their
influence beyond family and ethnic affiliation (Lever-Tracy 1992: 58).
The development of foreign and technological linkages is a product of the
exposure of Chinese business to international competition as the
industrialisation of East Asia has proceeded. The drive to form these alliances
results from the insertion of East Asian economies into international
commodity chains controlled by foreign multinational corporations (MNCs)
(Chapter 6, Box 6.5). On the one hand, foreign MNCs have sought access to
the local resources and the experience of domestic firms. On the other hand,
successful indigenous firms have sought access to the technology of foreign
companies in their efforts to secure a growth capacity beyond ethnic
connections. Such linkage in some countries is encouraged by governments,
which see technology agreements with foreign companies as an important
method of furthering national economic expansion.
Growth paths
Two growth paths have been observed among leading overseas Chinese
businesses in East Asia (Harianto 1997: 149). The dominant pattern has been
opportunity driven, capitalising in particular on the ability to secure business
franchises from the government. Within the context of Asian economies, it is
possible for leading Chinese capitalists to be granted exclusive or near-exclusive
rights over the distribution of individual products, such as basic food items
and building materials, infrastructure provision, such as telephone services
and power, as well as for the running of television networks, transport services,
airports or gambling complexes. In addition, they may also secure privileged
access to construction projects. Whatever the precise activity, each is capable
of giving a business a dominant position in the home market, and then the
resources and status to establish operations elsewhere in the region. The end
result of exploiting these various growth avenues has been the creation of
large multiactivity conglomerates that tend to expand through acquiring
companies rather than by growing existing ones. For example, among the
400 or so companies in the Salim Group of Indonesia is the KFC franchise for
Indonesia, the largest cement producer in South-East Asia, the world’s largest
producer of noodles, Indonesia’s biggest miller of flour and largest private
bank, a television station and a motor vehicle assembler (EAAU 1995: 153).
The entire enterprise accounted for around a fifth of Indonesia’s total gross
domestic product (GDP) in 1993. Following Indonesia’s political upheavals
in 1998, the group’s privileged economic position became the target of popular
animosity and an example of ‘crony capitalism’. With international agencies
pressing for greater transparency in the organisation of Asian economies, the
future for Salim and other like groups is uncertain.
A second growth path, which represents a departure from traditional
practice, is the attempt to build a specialised industrial organisation. This
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growth trajectory may originate through linkage to a foreign MNC as firms
seek to graduate from a subcontractor to a company with their own technology
and brands (see Chapter 6). Alternatively this strategy may be pursued by
firms that first specialise within their home market and then seek linkage with
foreign companies to expand in overseas markets. This latter trajectory is, for
example, evident in the international expansion of Asian property groups and
in agro-food industries, such as the CP group of Thailand (Suehiro 1997).
Kinship and personal contact networks shape the growth paths of the
majority of overseas Chinese business. The distinctive aspect this brings to
overseas Chinese small business is a high level of internationalisation. The
ethnic Chinese residing in East Asia mainly originate from within a relatively
confined part of China, but they dispersed widely, especially after a second or
third generation and movement away from the first place of settlement.
Consequently, individuals can frequently claim linkage to persons now living
in other countries through family, dialect or ancestral ties. More recent sources
of connection have added to the networks straddling national boundaries,
including ‘third-country’ Chinese who migrated from China to South-East
Asia and then subsequently relocated to evade political or social upheavals in
their new abode. During the 1950s and 1960s, for example, there was a large
outflow of Sino-Indonesians from Indonesia. Among these second movers
are now several prominent entrepreneurs located in Hong Kong and Singapore
whose business empires have expanded back to Indonesia (EAAU 1995: 181).
When many Chinese families lost their assets in the wave of nationalisations
during the time of the ‘Burmese way to socialism’ in the 1960s, outmigration
tended to flow according to dialect. Generally, the Hokkien went to Singapore
while the Cantonese went to Hong Kong and San Francisco. An indication of
the importance of the connections created by displacement from the place of
first settlement is provided by the flow of investment from predominantly
ethnic Chinese states to Indonesia, Burma and Vietnam (Table 3.2).
Use of interpersonal trust in place of the close management supervision
and detailed planning that usually accompanies entry into an overseas market
greatly simplifies international expansion for overseas Chinese business. Of
course, the precondition for accelerating the internationalisation process is
the existence of relatives or friends who share a propensity for business and
who are able to contribute to a linked trading network (Lever-Tracy 1992:
Table 3.2 Investment from ethnic Chinese states to selected Asian countries
1986–90

Source: Chia 1993
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59). A particularly intense example of this was the web of subcontracting
linkages that were formed between business in the former colony of Hong
Kong and the neighbouring Pearl River (Zhujiang) Delta region of mainland
China (Box 3.2). Taiwan’s ‘go south’ strategy has generated another investment
flow in which SMEs have made a significant contribution, this time moving
into South-East Asia and Indochina in search of lower cost sites for businesses
linked into international subcontracting chains.
Box 3.2 Subcontracting and personal ties in the Pearl River Delta
Hong Kong returned to China as a Special Administrative Region in 1997.
As a colonial territory, Hong Kong had been an economic enclave on the
eastern mouth of the Pearl River (Zhujiang) Delta. The territory’s
manufacturing sector expanded after the 1950s, mainly under the control
of its Chinese residents. The larger proportion of these Chinese residents
were originally migrants from the surrounding area or from the larger
neighbouring province of Guangdong, supplemented in the late 1940s by a
new wave of migration as people sought to escape communist rule in
mainland China.
By the late 1970s, the competitiveness of manufacturing in Hong Kong,
mainly concentrated in the clothing, textile and electronic products industries,
was at risk from increasing labour shortages and rising production costs. At
this time, China started to allow foreign investment in designated parts of its
coastal territory, including areas in Guangdong, and businesses in Hong Kong
moved rapidly to take advantage of this. Hong Kong was the source of over
a quarter of the foreign investment into China 1979–89, most of it directed to
Guangdong and particularly the Delta area.
Social affinity and physical proximity as well as the special investment
incentives in the area shaped the destination of Hong Kong investment in
China. Also important was the preponderance of production subcontracting
within the investment flow, much of it involving the decentralisation of capacity
from Hong Kong-based SMEs.
Hong Kong firms had a choice of four types of subcontractor in China: (i)
kinship factories, which had connections with or were owned by mainland
relatives or close friends; (ii) participating factories, which were fully or partly
owned by other Hong Kong investors; (iii) affiliated factories linked to Chinese
state-owned trading or specialised corporations; and (iv) local factories
independent of the contracting firm, other Hong Kong investors and the
Chinese state.
The Hong Kong firm’s choice of subcontracting partner was influenced
by its size. Large firms were inclined to associate with affiliated and kinship
factories; SMEs with participants or, to a lesser degree, kinship factories.
The limited organisational capacity of SMEs was thus reflected in the reliance
on Hong Kong business or kinship ties to establish linkages and ensure
exchange reliability. The stronger preference for participating factories
reflected how these firms tended to be well equipped by their Hong Kong
owners. In contrast, the use of affiliated factories by larger firms reflected
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the ability to utilise a Chinese state agency to locate and introduce these
connections.
Ties with kinship and participating factories dominated because it was
comparatively easy for Hong Kong businesses to establish links and trust
with these organisations. Reasons given for the choice of specific
subcontractor often included xiangxia (home town), shuren (close
acquaintances) and guanxi (relationships). Thus, among the kinship ties,
most involved factories in the original home town of the contractor. Similarly,
participant factories were often located in the Hong Kong investor’s hometown
or alongside other factories with links to Hong Kong. While clustering was a
feature of the participant factories, the use of kinship factories encouraged a
dispersal of subcontracting ties, sometimes into rural locations or even outside
Guangdong.
The use of pre-existing kinship and business ties and the proximity of the
contracting parties enabled Hong Kong firms to establish reliable
subcontracting ties, typically satisfied by one or two suppliers. A high level of
cooperation was often demonstrated in the gradual upgrading of the
subcontractor’s capacities. Some suggest that the ease with which Hong
Kong firms decentralised their production weakened the overall
competitiveness of Hong Kong’s manufacturing sector by removing the
impetus to invest in advanced high technology. Thus, ease of setting up
subcontracting ties is not necessarily equated with long-term success.
Source: Leung 1993

Perspectives on Chinese business
Almost everywhere in South-East Asia, and at all income levels, the Chinese
now appear to be better off than their indigenous neighbours. A relatively
small proportion remain as labourers, whereas they tend to make up a
disproportionate share of the most wealthy class, a fact which in some
countries has led to positive discrimination to promote the economic status
of indigenous people. The successful diffusion and continued expansion
of overseas Chinese business has been interpreted in three main ways
(Mackie 1992; Harianto 1997). The cultural historical argument places
emphasis on traditional Chinese culture and values, especially the neoConfucian ethic, as the driving forces behind the dominance of overseas
Chinese business in East Asia. A capacity for hard work, frugality, thrift,
resilience, respect for education and commercial success as well as the
determination to protect family and kin group solidarity are values that
have been employed in this perspective. There are limits, however, to how
far this explanation can go. It is difficult to reconcile with the lack of
entrepreneurial drive exhibited in mainland China. Although some growth
of enterprise has taken place in China’s southern and eastern regions since
the late 1970s (Lever-Tracy 1996: 99), in a contemporary overseas
environment outside of their Asian heartland Chinese entrepreneurs are
less prominent than in Asia and may exhibit much in common with other
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ethnic small-business communities (Box 3.3). This suggests that the
particular context of East Asian society has been a central aspect of the
status achieved by Chinese business. This includes initial commercial
advantages, the drive to improve their marginal social status and a focus to
succeed through business by the closure of alternative and sometimes more
attractive routes to success, such as land ownership, government service
and certain professions (Hagen 1968; Mackie 1992).

Box 3.3 Ethnic business experiences in Australia
The trust-based personal networks utilised by ethnic business
communities can be linked to individual historical experiences, but the
need to adapt to modern business environments can result in much
similarity between ethnic business communities. The comparative
strategies and experiences of Chinese and Indian businesses in
Australia, predominantly in two cities (Brisbane and Sydney), illustrates
this coalescence. The evidence was collected in interviews with 100
Chinese and 38 Indian business owners, most recent immigrants, in
small manufacturing and service businesses.
The two ethnic groups were found to have similar levels of business
success and access to resources. There was a common reliance on family
members both as partners and to establish international trading networks.
Both groups were inclined to be opportunist and innovative in the pursuit of
business growth, including transnational linkages. Utilising family resources
and connections to a long tradition of trading, the Indian enterprise provided
more of the most dynamic businesses in the sample and overall showed
greater interest in expansion and overseas markets than did the Chineseowned businesses.
The Indian community in Australia is smaller than the Chinese, is more
fractured by religious differences and contains proportionately fewer selfemployed. Consequently, there is no economic specialism in the Indian
community, equivalent to restaurants among the Chinese, that provides an
employment training ground prior to self-employment. These differences
largely explain the business contrasts that could be found. In the Indian group,
reliance on non-familial community and friendship ties for raising capital,
forming partnerships or finding employees or customers was comparatively
low. A greater degree of family solidarity resulted, for example, in stronger
views that children should stay within the business than usually expressed
by Chinese business owners.
Indian businesses depended less on long-term loyalty and trust and
more on outsiders and ‘normal’ business transactions sustained by law
and contract than did the Chinese business community. As well as fewer
family and personal connections to draw on, the comparatively high
proportion of legal graduates among the Indian community in Australia
may have encouraged the confidence in market-regulated interactions.

70

Family business in ethnic and social networks

Less than a fifth of Indian business owners had obtained information or
advice from community networks, compared with two-fifths of the Chinese.
Similarly the Indian group were less inclined to recruit through personal
recommendations, although close to a third still did so.
Source: Lever-Tracy et al. 1991

A second interpretation provides an economic perspective on the advantages
obtained by overseas Chinese business. Here the stress is on the preference for
conducting transactions with personal networks on the basis of trust rather
than contractual enforcement and secure legal frameworks. In places where
problems of uncertainty and opportunism are severe, which is generally seen
to have been the case where the overseas Chinese have gained dominance,
reliance on personal networks is able to supplant the functioning of external
markets. Thus, because basic information necessary for business, such as prices,
the sources of traded goods, the past performance and financial standing of
enterprises, is predominantly available only through personal networks, Chinese
business practice has won out. It also seems that this can be a factor
differentiating successful from unsuccessful Chinese businesses. In a study of
Chinese businessmen in Indonesia, for example, the successful entrepreneurs
were discovered to have more extensive networks of kin and ‘fictive kin’ (Box
3.1) drawn from the indigenous population that were used to support their
enterprise (Omohondro 1983). The practice of working on low profit margins
and high turnover in order to build up market share, aligned with close control
of cash flow helped by refined accounting methods, is another characteristic
source of economic strength (Limlingan 1986). The success of such strategies,
to the extent that they depend on trust, reliability and access to low-cost
supplies, can be seen as another fit with the emphasis on personal networks.
The effectiveness of a ‘rock-bottom’ approach to trading also has to be assessed
against the structural condition of the markets in which Chinese enterprise
has been the dominant form of business (Harianto 1997).
A third view focuses on political–economic advantages arising from the
pervasive government presence in the economies of East Asia in which overseas
Chinese have gained prominence. In pursuit of political patronage, ethnic
Chinese have often been better positioned than other social groups (Huff
1989). Post colonialism, the necessity for political connection has become
much greater in places such as Thailand, Malaysia and Indonesia. The foremost
Chinese businessmen in these countries are all known to have close links with
political leaders (Koike 1993). Even in Singapore, where the People’s Action
Party has promoted its political and economic environment as uniquely noncorrupt and transparent, personal connections to senior politicians have played
an important role in the success of business projects promoted by Chinese
entrepreneurs (Yeung 1997: 43). The general absence of well-developed
democratic politics and the pervasiveness of one-party rule make connection
to politicians important. Such linkages provide the opportunity to influence
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licensing decisions, new development plans and the distribution of government
capital and undoubtedly have been important in the growth of Chinese business
empires. On the other hand, at the local level, connection with low-level officials
can provide help on a smaller scale, but for the great mass of small businesses
political patronage is irrelevant. Moreover, as an overall explanation for the
impact of Chinese business, the significance of political connection has to be
considered against the way in which Chinese business people conduct their
activities and the accumulated reputation for reliability thus gained that made
them the favoured economic agents (Harianto 1997: 143). However, without
the ability to exploit cosy government–business relations in developed markets,
it may be expected that overseas Chinese business will not attain the same
prominence outside its homeland.
These three perspectives – culture, economic and political – can collectively
account for the business success of overseas Chinese, although their precise
role and relative importance are still subject to debate. The entrepreneurial
capacity of overseas Chinese business is a separate issue. As discussed above,
there has been little headway into activities that are dependent on an
independent technological capacity or which involve complex integrated
manufacturing (Redding 1995). This has led to the dismissal of Chinese
business as ‘ersatz capitalism’, being not the genuine article but rather just a
form of opportunistic ‘rent-seeking’ enterprise. The dependency on foreign
technology and marketing capacity has been a feature of those clusters of
manufacturing activity that have developed, such as in Taiwan (see Chapter
6). But this cluster of Chinese enterprise now includes some larger
manufacturing companies and new start-ups based on modern technology
alongside the larger population of dependent subcontractors (Hobday 1995).
This supports the conclusion of Mackie (1992) that the ersatz characterisation
is too sweeping, and the alternative perspective offered by Redding (1990;
1995) that overseas Chinese business selects its activities shrewdly to match
its organisational strengths and capacities. Nonetheless, even accepting the
capacity for some sophisticated business activity to emerge among overseas
Chinese investment, two questions of sustainability remain, one a longstanding
phenomenon, the other an issue of recent origin.
Succession problems are a well-known weakness of family businesses; indeed,
it has been pointed out (Fox et al. 1997) that this issue has been the subject of
research for almost 50 years (Christensen 1953). The general evidence is that 70
per cent of family firms do not survive beyond the first family owner (Birley 1986).
The adage relating to Chinese family business is that the first generation creates a
business, the second builds on it and the third lets it go downhill (Lau 1974). A
serious practical impediment to succession is the multiplication of persons with a
claim to a share of the business as it passes between generations as well as the
potential for division among actual inheritors (Menkhoff 1993: 83). Such
problems, of course, are most likely to arise in the case of small enterprises which
do not have the capacity to accommodate an increasing number of persons vying
for a share of company income. Moreover, even where inheritance works smoothly,
other succession issues challenge the survival of small family-owned firms (Box

72

Family business in ethnic and social networks

3.4). In the case of larger Chinese businesses, it may be not succession or family
feuds that threaten survival (to date there are too few cases from which to judge
this) but the lack of professional management depth in personally run companies
(PERC 1997). Thus, case studies of some of the more successful Chinese business
groups in Asia typically reveal shortcomings in management capacity, with limited
ability to survive outside the protected home environments (Hatch and Yamamura
1996; Suehiro 1997).

Box 3.4 Succession issues in a family business
The successful transfer of management authority between generations is critical
to the survival of a family-owned business. The incumbent’s strong attachment
to the business can frustrate succession, accentuated by his or her influence
over the style and culture of the business and possibly by expectations of
continuing contact. Ongoing contact may create loyalty conflicts among staff
or encourage the successor to place too much reliance on the former incumbent.
Difficulty letting go often means that succession takes place only after the
death of the incumbent. Succession without the incumbent’s input raises its
own challenges: (i) it lessens the transfer of accumulated knowledge and
increases the likelihood of rapid policy changes; (ii) it lessens the incumbent’s
control over the choice of successor, risking conflict between competing parties;
and (iii) it may destabilise links to key stakeholders. A proactive approach to
succession, which manages the exit of the existing chief executive officer (CEO)
and attends to five relationships, is thus considered advisable:
1

2

3

4

Key stakeholders (shareholders, investors and suppliers) need assurance
that the hand over is being well managed and that business performance
will be maintained.
Successor behaviour on appointment and capacity to assume
responsibility are crucial influences on maintaining confidence in the
business. Demonstration of a long-term commitment, willingness to take
on the task (which may be in question where appointment has been guided
by family interests) and speed in acquiring the necessary familiarity with
the business are required from the successor.
Incumbent–successor relations ideally facilitate a progressive delegation
of authority. This process should also demonstrate an accommodation
of the successor ’s preferences, otherwise their status can be
compromised by the perception that their appointment is on condition
that the business is run according to the incumbent’s rules.
Incumbent–stakeholder relations need to be managed especially with
the stakeholders who are not part of the family. Critical here is a clear
message to the stakeholders that the incumbent is committed to retirement
and that there is family agreement over the successor and his or her
business intentions. The impact on key non-family employees also
requires management to counter any sense of nepotism compromising
commercial interests and to assuage concerns about promotion prospects
for non-family.
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5. Successor–stakeholder confidence must be built to achieve acceptance
and authority. To this end, the successor needs to develop a leadership
style that compares favourably with the predecessor’s. In a ‘low-level’
succession strategy, the successor is allowed to build up relationships
with stakeholders gradually as they assume responsibility. A ‘delayed
entry’ strategy allocates initial roles and responsibilities outside familial
influence as a way of enabling the successor to build self confidence and
individual style.
Source: Fox et al. 1997

The second sustainability issue relates to the capacity of Chinese business to
survive political and economic change in Asia. As was exposed by the financial
market turmoil that swept through East Asian economies from mid-1997, the
region has lost competitiveness compared with mainland China (Rosenberger
1997). This is reflected, for example, in a major shift in the destination of foreign
direct investment attracted to Asia and the rate of trade growth between China
and North America and Europe. This directly affects the viability of overseas
Chinese business, whether directly in the loss of subcontracting opportunities
or indirectly as regional incomes stagnate and service sector activity slows down.
Although overseas Chinese investment has been a major reason behind China’s
rapid modernisation (Box 3.2) there are reasons to doubt that China will continue
to favour this connection to the same degree (PERC 1997). Five considerations
indicate that the overseas Chinese may be increasingly disadvantaged in their
homeland in ways that weaken their wider business capacity:
1 Hong Kong’s conversion to a Special Administrative Region of China has
created a vehicle for mainland-owned businesses to gain access to capital
through channels independent of overseas Chinese networks.
2 It is too simplistic to assume that common ethnicity will result in overseas
Chinese being viewed as the preferred investors or joint venture partners.
Singapore, for example, which has invested heavily in industrial townships
in mainland China and in assisting its own SMEs to invest there, has so
far largely failed to deliver on its claims to guanxi and a privileged
relationship with China (Box 3.5). One reason may be that China prefers
direct access to Western companies and their technological superiority,
possibly encouraged by the belief that China is in a stronger negotiating
position when dealing with Western investors rather than with fellow
Chinese.
Box 3.5 Singapore and the limits of guanxi
Although China commenced a more open attitude to the receipt of foreign
investment in the late 1970s, businesses in the predominantly Chinese city
state of Singapore continued to report that China was closed to their investment.
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The Singapore government stepped in to convert its population’s ethnic ties
into guanxi for business investors. For example, as part of their efforts to
encourage foreign investors wishing to enter China to cooperate with
Singaporean agencies, a former president of Singapore Technologies Industrial
Corporation (a state-owned conglomerate) is quoted as saying:
If you are a multinational in Europe or elsewhere, involved in technology and
want to come to Asia then we suggest you look at us as a possible partner.
STIC has an established network in the regional market. We also have all
important guanxi (connections) in China.
(Cooke quoted in Yeung 1994: 1940)
The Singapore government’s belief in its privileged links to China partly
underlies the launch of a major regionalisation programme, including the
development of industrial townships in China by Singapore government
agencies (Perry et al. 1997a). The largest of these projects is the development
of the Suzhou industrial township, 80 kilometres inland from Shanghai. The
development plan, to be completed over 20–30 years, envisages a town of
600,000 people, covering 70 square kilometres and with a workforce of
350,000. About 50 kilometres from Suzhou, the Wuxi–Singapore industrial
park is also under development, which is one of several smaller projects in
China linked to Singapore’s economic development agencies. These
townships are designed to attract foreign MNCs based on China’s economic
attractions, Singapore’s reputation for efficient infrastructure provision and
its claims to have a special status with Chinese authorities. As well as the
profit from real estate development, these projects are being used to push
the overseas expansion of a range of Singapore enterprises, including taxi
firms, medical clinics, warehousing services and retailing. Singapore firms
are being encouraged to establish overseas, with taxation incentives, advisory
support as well as the provision of education facilities and support networks
in the new townships. By the late 1990s, neither strategy was progressing
smoothly. Investment in Suzhou was below target in 1996 and 1997 (Harding
1997), and in early 1998 senior Singapore ministers indicated their
dissatisfaction with the commitment of their Chinese partners. Competing
industrial parks developed by Chinese agencies closer to Shanghai and in
the adjoining municipal district of Suzhou have disadvantaged the Suzhou
project. It has also lost special investment incentives that are now available
in a rival park. Among individual Singaporean investors in China, a survey in
1996 found that the level of investment satisfaction among companies
claiming to give a lot of attention to guanxi was little different from those who
had claimed not to have done so. Overall, companies reported that they
were less than ‘moderately satisfied’ with their investment. Among the reasons
cited for their disappointment was that they had ‘believed too easily what the
Chinese said and promised as well as underestimated the financial needs of
the investments’ (Ng 1996).
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3 Impending political succession in Asia and expectations of increased
democratisation raise questions about the future of those overseas Chinese
businesses that are maintained by their political linkages and protected
market positions.
4 The rise of China in Western eyes can encourage an undifferentiated fear
of all groups with linkage to China, including the overseas Chinese. In the
past, the overseas Chinese had a degree of anonymity in foreign markets
and were not a target of suspicion in ways that might inhibit their investment
freedom. To the degree that China becomes a more controversial political
and economic power, as for example with the diffusion of images such as
‘Greater China’ (Harding 1995), which raise the spectre of a transnational
coalition of ethnic Chinese with expansionist ambition, this advantage looks
likely to reduce.
5 Faced with strategic challenges overseas, Chinese capital has little capacity
to orchestrate a concerted coordinated response. It has been observed that,
in many respects, the Chinese business networks function without a head
or definite organisation with its own plans or economic boundaries (Hatch
and Yamamura 1996: 96). Rather, overseas Chinese business tends to be
characterised by family patriarchs operating with short-term horizons
focused on immediate profit opportunities.
The reality of these possibilities has yet to be tested, but they serve to
underline the main messages of this section. The personalised, informal style
of capitalism practised by overseas Chinese has had distinct strengths in its
home territory compared with Western forms of business and has supported
the internationalisation of small firms. The prominence achieved and
effectiveness of personal networks has depended on a wide range of supporting
conditions which are changing in ways that challenge Chinese family business
practice. Even without changes in the external environment, experience in
the United States indicates that, as opportunities for professional and
managerial employment in the wider labour market expand, business
participation rates among the ethnic Chinese drop. This suggests that greater
economic freedom is sought among later generations, in the sense of avoiding
the long hours of work and restricted activities typically associated with running
a small family firm (Waldinger et al. 1990).
Ethnic business in a hostile environment
The overseas Chinese provide an example of an ethnic business community
that has gained its strength partly from building strong internal linkages. This
strategy has worked while external conditions have favoured Chinese business
expansion, including the ability to exploit political connections. However,
reliance on community resources and personal networks is not always successful
or the route to economic independence preferred by ethnic minorities in
business. The South Asian business community in the UK illustrates these
alternative experiences.
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In the early 1980s, self-employment rates among immigrants from South
Asia (India, Pakistan and Bangladesh) became higher than among the
population as a whole and more than double that of Afro-Caribbeans, another
large immigrant group in the UK (Ward 1991: 56). By the end of the end of
the 1980s, business proprietorship rates among South Asians had increased
to around double that of the white population. As this share was achieved
after an initial period of settlement when participation in business was not
high, it has been argued that the South Asians coming to the UK envisaged
their future as workers rather than as business people (Ward 1991). In the
case of the Pakistani and Bangladeshi populations, confirmatory evidence for
this might be seen in the high rates of unemployment among those not in
business. In the case of the Indian population, high self-employment was
combined with low unemployment, suggesting that this population
experienced some success in generating employment among its own
community. Consequently, whereas ethnic groups shared similar settlement
histories and exclusion from paid employment, their propensity to enter and
succeed in self-employment varied.
The unfavourable opportunity structure for South Asians in the wider labour
market as the impetus for self-employment was confirmed in a study of 50
business owners in the English West Midlands (Ram 1994). This study also
suggested that disadvantage continued in self-employment. Almost half of
the businesses examined served the Asian community, but this was not generally
a reflection of firms exploiting their ethnic resources. Rather than expressing
a positive reason for serving their own ethnic market, business owners tended
to see this focus as a sign of weakness. Some had tried to break into white
markets but had failed to overcome the barriers in their way, including racism.
A group, mainly clothing manufacturers sold to mainstream retailers through
intermediaries. Use of an intermediary left them at a distance from the buyer
and unable to gain purchasing priority or business guidance from the end
buyer. Nonetheless, the continued use of the intermediary was considered
unavoidable as experience suggested that white buyers would not deal directly
with immigrant entrepreneurs. The sample also included businesses that were
dealing directly with white customers, which the owners of businesses generally
explained as resulting from employing ‘English’ people in their sales team.
For most ethnic firms, the marketing constraints generally encountered were
compounded by limited business skills typical of the wider small-business
community, although in this case made worse by negative attitudes from
business services, including banks and accountants. In this context, firms come
to rely on familial and community networks as a necessary rather than preferred
practice.
Ram’s observations on the family contribution within the businesses he
studied also provide a correction to the interpretation of the family as an
ethnic resource. The firms in his study were family managed, typically being
established as a partnership of husbands and wives, brothers, fathers and sons
or cousins, with family filling key positions in the company. The prime
motivation for this was economy and to resolve problems of trust and
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delegation: in essence, the same motivation that has been found more widely
among immigrant businesses in the garment industry in Paris, London and
New York (Morokvasic et al. 1990: 170– 1). This approach has its limitations
where the importance of the family is a barrier to business development, as
Ram found to be the case among some of his study firms. The emphasis on
family responsibility provided a check on business expansion in firms that
viewed that employees could not be placed in positions of trust or which were
resistant to employing specialist managers, an attitude that tended to arise
when the specialist might compromise the status of a family member in the
company. These problems were accentuated by the typical gender division of
labour, which gives men the job of managing external relations with customers,
suppliers, banks and so on, while women have charge of internal work
supervision. Such stereotypical job allocations are a general feature of ethnic
business and often a source of weakness. As shown in the case of Pakistani
businesses in a northern English city, the responsibilities allotted women may
often be indifferent to their skills (Werbner 1984).
In conclusion, it was judged that the reliance on family networks in the
ethnic business is a way of coming to terms with the external environment by
‘negotiating a route through the racial constraints of the market, serving
externally as a marketing channel and internally as a flexible source of labour
and managerial discipline’ (Ram 1994: 50). At the same time, reliance on
network relations, especially in terms of markets served, was often forced and
recognised as a constraint on the business. Once the commitment to family is
made it can obstruct access to outside assistance and support and, because
family resources are deployed according to social conventions, the allocation
of managerial responsibilities might further constrain business efficiency.
Family business
Family business has an importance in Western countries that extends beyond
ethnic communities. In the United States, based on a comparatively narrow
definition, it has been estimated that in the early 1990s family businesses
constituted over a fifth of all businesses, contributed 12 per cent of GDP and
employed 15 per cent of the workforce (Shanker and Astrachan 1996). This
estimate counted a business as a family enterprise if family members were
directly involved in ownership and operation and if it involved multiple
generations from the dominant family group, who also provided at least one
of the firm’s key managers. These criteria were intended to distinguish firms
with a high level of family involvement. More generally, studies of family
business have proceeded on the basis that they (i) have a single dominant
family group owner with more than 50 per cent of the shares in the business;
(ii) are perceived as a family enterprise; and (iii) are managed by persons drawn
from the dominant owning family (Westhead 1997). A broad definition
comprising the first two of these three criteria has generally been viewed to be
sufficient to demarcate the family enterprise, although the question of
appropriate definitions continues to attract much debate.
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Changing family structures, which have generally weakened extended family
networks, have tended to question the distinctiveness of this form of business.
Consequently, a key issue in the discussion of family enterprise is how far the
social basis of the business imparts different characteristics to other small firms.
The existence of overlapping family and business roles is a potential source of
conflict because family and business priorities may vary (Kepner 1983; Lansberg
1983; Dyer 1986). To the extent that family objectives exert most influence
over business objectives in the family firm, it may be expected that they possess
characteristics and development challenges that are different from those in
non-family firms. The form that these differences should take is open to
argument. On the one hand, the additional motivation that can exist within
family firms may accentuate the drive for business growth. As well as providing
income, business success is a matter of family esteem, independence and an
inheritance for future generations. On the other hand, the focus on family
firm survival may encourage conservative business strategies, such as staying
within less competitive and more slow-growing markets (Davis and Stern
1988). Determining which of these possibilities is dominant demands careful
statistical enquiry. Family business occupies specific economic niches that
accentuate any behavioural characteristics that adhere to the ownership and
management type, and judgement is required to determine whether the sectoral
adherence is through choice or necessity.
One such careful investigation of the impact of family ownership and
management has been conducted on a matched-pairs analysis of 146 UK
companies, comprising 73 family and 73 non-family firms (Westhead 1997).
The study examined 51 variables linked to business ambition, perception of
the competitive environment operated within and managerial strategies.
Contrary to the researcher’s expectation, there was a great deal of similarity
between the two groups. Irrespective of company type, the vast majority of
respondents were concerned to ensure business survival and independent
ownership and similarly perceived their external environments to be well
endowed with investment and growth opportunities. The only significant
difference in this regard was the greater proportion of non-family business
respondents judging that their competitive environment was ‘very stressful,
exacting, hostile; very hard to keep afloat’ (but less than half of both samples
held this perception). There was also a large area of overlap in the competitive
strategies employed, but where differences existed they could often be viewed
as an indication of more conservative and self-sufficient outlooks in family
compared with non-family firms.
Westhead (1997) found that respondents in family companies were
significantly more likely to claim that they:
• viewed provision of employment for family members of the management
team as a business objective (a goal held by over a third of family firm
respondents);
• accepted their dependence on a single supplier or a single customer (in
both cases, however, over two-thirds of family firm respondents indicated
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that they were seeking to reduce such dependence);
• used product or process patents or copyrights, or some combination of
these protections, to provide a competitive advantage (a fifth of family firm
respondents said that this was their practice).
Compared with non-family companies, the family firm was significantly less
likely to claim to:
• ‘actively promote managers based on their specific skills, knowledge and
competence’ (42 per cent of family firm respondents indicated that this
was not their practice);
• ‘emphasise long-term capital investments’ (less than a third of family firm
respondents indicated that this was their practice);
• ‘emphasise immediate profitability’ (less than half of family firm respondents
indicated that this was their practice);
• ‘actively predict competitors’ moves’ or ‘actively attempt to predict industry
trends’ (in both cases less than half of family firm respondents indicated
that this was their practice, with the proportion dropping to close to a
third on the former attribute);
• ‘use formalised management information systems to support decision
making’ (less than a third of family firm respondents indicated that this was
their practice);
• ‘actively further refine a technology developed by others’ or ‘actively use
technology developed by others’ or ‘actively improve our existing
technology’ (the share of family firm respondents indicating that they did
adopt these practices being 29 per cent, 53 per cent and 49 per cent
respectively);
• ‘use advertising which differentiates our products or services from those
provided by its competitors’ (slightly more than a quarter of family firm
respondents indicated that this was their practice; in contrast, the overall
use of advertising did not vary significantly).
It is possible to see in these responses an indication that the support of the
internal family network is at the expense of external networking. Family
companies, for example, generally perceived that they had gained a competitive
advantage by offering products or services protected by a patent or copyright
and were less inclined to devote resources to raising their industry awareness
or maintaining a flow of new technology than non-family firms. On the other
hand, when asked about their engagement in ‘networking activities’ to reduce
environmental uncertainty, both groups of firms indicated a low participation
rate. The proportion of ‘networkers’ among non-family firms was double that
among family firms (21 per cent compared with 11 per cent) and, although
this was not a statistically significant difference, the relative inaction of family
firms is consistent with other studies.
In a cross-national comparison of eight European countries, it was found
that family businesses consistently exhibited more restricted networks, less
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cooperation, collaboration or subcontracting with other firms (Donckels and
Frohlich 1991: 159). The low network orientation of family businesses was
related to the profile of their owner managers, who were characterised as risk
averse and less inclined to view creativity and innovation as important than
were entrepreneurs in non-family businesses. As a consequence of the
comparatively low profit and growth orientation of owner managers, it was
concluded that the family business sector should be seen as a stable rather
than dynamic component of European economies.
Conclusion
Social networks originating in the ‘community’ and the ‘family’ are key aspects
of the operation of ethnic enterprise. These networks can provide opportunities
for small-business development that give advantages over mainstream
enterprises, such as the ability to establish international trading connections,
but are generally not a sufficient basis for success in business. If constrained to
stay within the market generated by the ethnic community, there is typically
little prospect of significant growth. As well as the dependence on opportunities
for expansion in the sectors open to ethnic business, networks only become
effective where the ethnic group has access to ownership and the ethnic
community is predisposed to business, assisted by its external environment.
Three cases included in the chapter illustrate such connections. Overseas
Chinese business has achieved prominence through its expansion within
territories where the development of markets and political systems have
generally opposed arm’s-length transactions. As this economic context changes,
the challenges to Chinese business networks are increasing. The experience of
South Asian business people in the UK indicates how an external environment
shaped by racial discrimination constrains the expansion of an ethnic business
enclave. The wider experience of family enterprise in Europe suggests that
family and non-family businesses are indistinguishable in many respects, as
might be expected by contemporary family structures. Hence, the fact of being
a family enterprise does not impart competitive advantage, although it may
make the business more suited to less dynamic parts of the economy than
non-family business.

4

Community-based networks

The community-based network has perhaps encouraged most interest in the
possibility of enhancing competitiveness through interfirm cooperation. The
industrial districts of the Terza Italia have been a particularly appealing image
of an alternative model of industrial organisation, combining innovation, craft
skills, independence and a strong attachment to place. These networks of
loosely linked but spatially clustered firms have famously been described as
creating an ‘industrial atmosphere’ where the ‘secrets of industry are in the
air’ (Becattini 1978). Since their observation in the plains of Tuscany, industrial
districts have been identified in many other parts of the world, all of them
associated with particularly dynamic local economies. Indeed, this association
has led to the interpretation of the industrial district as a possible future
direction of industrial society (Piore and Sabel 1984). As well as the craftbased districts of northern Italy, other technological and geographical
foundations that have been claimed to generate industrial districts include: (i)
high-tech, R&D and innovation-intensive areas (for example Silicon Valley,
Boston, Britain’s M4 corridor and Grenoble); (ii) subcontracting nodes formed
around large manufacturing companies, such as around Baden-Württemberg
and in southern California); and (iii) revived inner city industrial districts (for
example film making in Los Angeles) (Saxenian 1991; Sabel 1992; Storper
1992; Cooke and Morgan 1993; Longhi and Quéré 1993).
The distinguishing characteristics of an industrial district include interfirm
dependency (measured by product specialisation and local division of labour);
disaggregation of the value chain into independent, specialised activities; shared
norms and cultural and social factors that facilitate interfirm cooperation;
locally embedded industrial know-how and capacity for innovation and
information sharing; and a matrix of supporting institutions and business
services that facilitate the integration of an extended division of labour within
the district (Lorenz 1992; Asheim 1993; Amin 1994). The building blocks of
an industrial district – such as a craft tradition, small-firm clustering,
subcontracting linkages, the decentralisation of production from large
enterprises and a growth in small-business activity – are widely found. This
has encouraged a view that industrial districts can be induced by public policy
(Cooke and Morgan 1993). Alternatively, it has been argued that the similarities
of so-called industrial districts are superficial (Amin and Robins 1990; Amin
1994). Close examination, according to this point of view, reveals that new
growth centres have depended on a fortuitous bunching of circumstances,
unrecognised at the time and difficult to replicate. Historical, cultural, social
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and political dimensions can be as important as economic forces in the
formation of an industrial district (Illeris 1992).
The chapter commences with a review of industrial district theory. It gives
particular attention to the debate about the extent of coherence among the
diverse localities that have been cited as examples of community-based
networks. As the functioning and potential advantages of industrial districts
have been extensively reported in existing literature, the chapter does not
cover all aspects of this form of networking. Rather, the chapter is focused on
recent trends in some of the more prominent industrial districts that have
influenced thinking about the advantages of localised business clusters. These
experiences illustrate the challenges to sustaining industrial districts when their
supporting market and technology conditions shift against its operating
advantages. This discussion thus seeks to stress the contingent influences on
industrial district success as a guide to the scope for promoting localised
business clusters.
Industrial district theory
In the 1980s, industrial districts attracted the attention of researchers, who
saw in them a potential alternative to the continued dominance of large
organisations (Piore and Sabel 1984). In certain circumstances they could
offer advantages over vertically integrated firms. The industrial district won
where agglomeration and disintegration of the production process was
accompanied by interfirm collaboration in the form of adjustable combinations
of small-firm expertise and production capacity. As well as greater flexibility
than the large integrated producer, a perceived advantage was based on the
belief that information for innovation flows more successfully between
individual specialists than within a large organisation.
In summary, the strength of industrial districts was envisaged to derive
from five characteristics (Bull et al. 1991):
1 A blend of well-established and experienced older firms alongside high
rates of new enterprise formation, bringing to the district elements of
continuity and change.
2 An extended social division of labour in which workplaces tend to specialise
in one phase of the production chain, creating numerous small or moderately
sized enterprises, many of which may act as subcontractors only. Within
the most self-contained districts, the production chain extends to suppliers
of machinery and marketers linked to customers outside the district. A
broad equality of power exists among firms within the district, at least to
the extent that no firm is subservient to and dependent on another.
3 Within the cluster there is intense competition among firms that specialise
in the same phase of production. At the same time, there is also a high level
of interfirm collaboration as specialised firms must cooperate with firms in
a complementary phase of the production process.
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4 Rapid innovation diffusion is realised through the geographical
concentration, collaborative working relationships and, where the district
has an open labour market, by the flow of personnel between firms.
Nonetheless, it is still possible that a few leading firms may emerge, either
based on their superiority for innovation or because of their role as
production coordinators for subcontractors who are without direct contact
to end customers.
5 Social as well as economic cohesion helps perpetuate the life of the district.
Community solidarity derived from a shared system of values, including
commitment to the locality, underscores the operation of business. Networks
of family and personal contacts can sustain trading links and the emergence
of new firms. These connections enable linkages to operate through trust
rather than formal contracts.
These various advantages of the industrial district are most apparent in
conditions of market instability associated with shifts in consumer markets
that demand differentiated designs and require accommodation of frequent
technology improvements (Appelbaum and Batt 1994). Rather than a
constraint, industrial district theorists have tended to see such conditions as
endemic in industrial society at the end of the twentieth century. As one
influential advocate put it:
Perhaps the most dramatic response to the continuing instability of
international markets has been the formation or revitalisation of regional
economies that strongly resemble the nineteenth-century centres of
flexible specialisation. These districts...[use] flexible machines and skilled
workers to make semi-custom goods that command an affordable
premium in the market. Their technological dynamism distinguishes
them from the small firms that...[use] traditional tools and skills to
maintain existing goods, the new industrial districts constantly renew
their products and production methods.
(Sabel 1989: 22)
Since such depictions of the industrial district were outlined, three main
points have tended to dominate subsequent discussion about the mechanics
of these localities. One concern has been the need for definitional detail to
provide strict criteria for localities nominated as industrial districts. For example,
one researcher (Gertler 1992: 263) has asked how precisely is an industrial
district to be recognised:
How big or small, in terms of areal extent, can these be? What proportion
of transactions involving producers within such districts need be wholly
contained within the same area? And what kinds of social relations
between producers in the area in question qualify as being representative
of the unique behaviour believed to take place within such districts?
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These questions were provoked by unease at the widening range of localities
being considered as industrial districts and the associated multiplication of
definitions to justify their inclusion. The social embeddedness of the industrial
district has been taken to be its crucial distinguishing characteristic (for example,
see Harrison 1992; DiGiovanna 1996) and a second concern has been to
specify the ‘social norms’ that facilitate business cooperation and which frustrate
damaging price and wage competition. A third area of debate has centred on
the evidence about the actual functioning of industrial districts. One concern
has been to provide evidence of the precise source of advantage obtained by
firms within districts. Some critics, for example, point to lax regulation, tax
evasion and exploitative labour practices as elements of the growth of Italy’s
industrial districts (Murray 1987; Amin 1989); others have raised questions
about the significance of proximity between individual firms (Box 4.1). Another
concern has been to examine the sustainability of industrial districts over time,
investigating how their operation is affected by their economic success and
their adaptability to changing macroeconomic and market conditions
(Bagnasco and Sabel 1995).

Box 4.1 Proximity and networking
It is a general belief that business networks partly arise from, and are a
further inducement to, the spatial agglomeration of economic activity. Faceto-face personal contacts are thought to be fundamental to the building of
network associations, and this form of interaction is thought to be sensitive
to distance. As noted in a study of subcontracting links in Lyons, France:
Firms prefer to deal with subcontractors within a 50 km radius. The issue
is not transportation costs. Rather, it is the importance of personal contacts.
Client firms only establish partnerships with firms of which they have
considerable experience and managers argued that personal contacts
with their opposite number were essential to building up viable relations.
(Lorenz 1989: 129)
Such claims are supported by a comparison of the qualities present in
face-to-face contact that cannot be obtained in electronically-mediated
exchange (Nohira and Eccles 1992b).
1

2
3

Face-to-face interaction requires that participants are present together
unlike electronically mediated exchange. This locational freedom gives
space and time advantages but at the loss of ‘social context clues’, such
as age and gender as well as the nuances of personality and social
status.
Face-to-face meetings capture the full bandwidth of emotions (discomfort,
ease, attraction), including both intended and unintended signals.
Face-to-face contact provides opportunity for interruption, repair,
feedback and learning at a more rapid rate than through electronically
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mediated exchange. This can mean that the initial response to a message
can be judged prior to completion, enabling adjustment in pursuit of the
preferred reaction.

Reflecting these differences, it is argued that electronically mediated
exchange is only an effective substitute for face-to-face interaction when the
identities of the communicators are not crucial, when the circumstances at
hand are certain and unambiguous, when the actions necessary are standard
and routine and when ongoing interaction does not depend on a robust structure
of relationships (Nohira and Eccles 1992b: 299). Robust in this context means
protected from opportunistic and deceptive behaviour. The inference from this
presentation of alternative communication modes is that electronically mediated
exchange best suits ‘arm’s-length’ and hierarchical relations, whereas personal
contact is the medium for building and sustaining reciprocal relations.
On the other hand, much subcontracting and business interaction goes
on between remote partners. Big companies are extending their global reach
and organisational capacity to allow for the possibility of long-distance supply
linkages. This widens their choice of suppliers, enhances purchasing
economies and reduces costs through the economies of large-scale
component manufacture (McGrath and Hoole 1992; Perry and Tan 1998).
With modern methods of communication, it is evident that proximity is not
necessarily required to manage these close relations or to secure supplier
improvement (Donaghu and Barff 1990).
With respect to just-in-time as a force for agglomeration, the high degree
of localisation in Japan resulted partly from the poor transport infrastructure
and resource constraints in its post-war economy (Sayer and Walker 1992).
Toyota is an extreme case of industry clustering compared with other Japanese
car assemblers because its rural location permitted establishments to set up
around the assembly operations (Elger and Smith 1994: 41). Outside Japan,
the impetus to agglomeration has been highly variable, with just-in-time most
likely to encourage agglomeration only where at least one of the following
conditions applies (Morris 1992):
1
2
3

The buyer accounts for a large share of the supplier’s business or is
located in a region where the supplier’s sales are concentrated.
The supplier does not have sufficient capacity in its existing operations
to supply the customer and is required to open a new plant.
Delivery schedules are frequent, meaning several times a day (although
perhaps less frequently if individual orders vary in content), and longdistance deliveries are constrained by poor communications.

In Europe, good communication linkages have enabled dispersed supply
networks (Milne 1990). In the UK, some Japanese car assembly companies
have expected British suppliers to establish a site close to their plant, but the
response to this can be just to open a supply depot (Sayer and Walker 1992:
185). The USA’s ‘transplant corridor’, containing most of the auto assembly
plants set up by Japanese companies, has attracted a component industry,
but close to 40 per cent of suppliers are over 400 kilometres away from the
assembly plant supplied (Kenney and Florida 1993).
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The significance of proximity may be less in terms of interfirm relations
than the way in which local cultures may influence business organisation. A
comparison of two specialised industrial districts in Italy, both developed
around leather craft but one successful (Santa Croce) and the other (Stella,
Naples) less so, illustrates this point. In Santa Croce, the availability of local
institutional support in the form of both financial, technical, marketing,
infrastructural and business services and a collective social and political
culture, meant that business proximity became significant to the forms of
business cooperation that exist (Amin 1994).

Typologies differentiating industrial agglomerations have been produced
in response to the burgeoning cases claimed as examples of localised business
networks. Robertson and Langlois (1995), for example, distinguish between
districts according to their degree of ownership and coordination integration.
In this typology, ownership integration relates to the degree of ownership
separation between individual production units; coordination refers to the
cooperation between transacting parties, recognising that common ownership
can be associated with varying degrees of coordination. According to
Robertson and Langlois, small-firm clusters necessarily share low degrees of
ownership integration but combine this with varying degrees of interfirm
coordination [an assumption that might be challenged on evidence of extensive
financial ties between small firms in Italy’s industrial districts, through informal
credit markets and investment links (Dei Ottati 1994)]. They distinguish three
types of district:
1 The ‘Marshallian’ industrial district. This is the loosest type of network,
being characterised by the geographical clustering of firms within an industry
without significant interfirm coordination. This is the type of district identified
by Alfred Marshall in his studies of specialised local economies in early
twentieth-century Britain. Firms are small and specialised but utilise market
mechanisms for acquiring inputs and distributing their production. The
effectiveness of the cluster derives from what Marshall referred to as the
‘commons’ – the pool of infrastructure, other services and industry intelligence
on which individual firms draw and from which much of their competitive
strength is obtained. As Marshall described them, industrial districts illustrate
competitive capitalism at its most efficient, a condition attained where
transaction costs are minimal and economies of scale are insignificant.
2 The Third Italian district. These districts are places of industrial
specialisation in which small-firm specialisation is accompanied by interfirm
rivalry and cooperation. Competition occurs as firms seek to develop
distinctive capabilities, particularly with respect to their design skills.
Cooperation arises in the willingness to support industry initiatives and
resources, such as trade shows and international marketing ventures, and
from the preference to acquire inputs and support services through ongoing
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linkages. Rather than internal growth, firms establish links to satellite firms,
possibly formalised through an ownership stake, to secure access to
intermediate goods at lower cost or with greater security than under ‘arm’slength’ contracts.
3 The venture capital network. In the case of the venture capital network, the
participation of investors in the district potentially results in the creation of
two networks. Producers may cooperate, although interfirm relations are
expected to be as in the Marshallian district. A degree of coordination is
imparted to the district through an upper-tier network of venture capitalists
that provides individual firms with entrepreneurial and management guidance
and connections with potential suppliers and customers. These connections,
it is suggested, make venture capital networks particularly effective at the
start of product life cycles when the final form of an innovation is still to be
determined and there is advantage in maximising the flow of ideas.
In addition to small-firm networks, Robertson and Langlois identify districts
in which there is a mix of large and small firms, a form of network that other
typologies have paid particular attention to. Thus, as well as small-firm clusters,
Markusen (1996) identifies the ‘hub and spoke’ district as a form of industrial
concentration that includes big firms. It can also be seen as a form of network
to which some industrial districts have started to become more akin. The hub
and spoke formation (Chapter 2, Box 2.2, and Thorelli 1986; Jarillo 1988;
Powell 1990; Oliver 1990; Gray et al. 1996) is coordinated by a single
controlling organisation, which may be a large firm or a non-profit organisation
such as a university or research centre. Around the hub are satellites, which
are indirectly linked to each other through the hub. Ties between hub and
spoke are strong if a firm’s suppliers are chiefly dependent on a particular hub,
as either customer or supplier, weak if the satellites are linked to several hubs,
and weaker still if there are no direct relationships between hub and spoke. In
the last case, the role of the hub is to act as a generator of externalities for
proximate businesses, for example to enable small firms to start up and thrive
by building a local skilled labour pool and business support services.
Suggested examples of the hub and spoke district with relatively strong
links are the spatially concentrated network created by Toyota and its network
of suppliers in Toyota City (Fujita and Hill 1993), the ‘core–ring’ system
around the car component company Bosch in Germany (Sabel et al. 1987;
Cooke and Morgan 1993) and the agglomeration of small and medium-sized
companies supplying large defence contractors in southern California (Scott
1992b). An example of a weakly linked hub and spoke district is Seattle, where
the aircraft manufacturer Boeing has its headquarters and principal production
site (Gray et al. 1996). Boeing is the key driver of the metropolitan economy
of Seattle despite the fact that around 85 per cent of its suppliers are located
outside the region.
Apart from the having one or a few organisations that shape a district
formation and character, hub and spoke districts may differ from small-firm
networks in five main ways (Gray et al. 1996):
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1 The spokes from the hub firm to suppliers and subcontractors may extend
far beyond the local economy. This can assist local development by
facilitating access to ideas or techniques that are new to the region, but it
can also act to raise the pressure on local linkages, with performance being
judged across a wider range of potential suppliers.
2 The economic growth of hub and spoke districts is regulated by the position
and success of hub organisations and their continued commitment to
production and procurement within the district. This contrasts with the
small-firm district, where cooperation in sharing risk, spreading the cost of
innovation and stabilising markets may act to reduce the vulnerability of
the locality to economic change.
3 There may be little cooperation within the hub and spoke network, especially
if the hub enjoys dominance in an oligopolistic industry, as this suggests
that its suppliers will be highly dependent on its custom. In this context,
communication between firms may not extend beyond product specification,
quality standards and delivery schedules.
4 Labour markets in the hub and spoke district are primarily controlled by
the hub. If the hub offers good pay and stable employment, labour turnover
will tend to be low, with workers strongly inclined to stay within the
dominant organisation. This differs from the situation in small-firm
networks, where labour is committed first and foremost to the district rather
than to an individual firm, partly through the setting of wages and conditions
through regional agreements. Commitment to the hub can result in a drain
of labour skills if staff are transferred to branches outside the locality or if
they pursue independent careers by moving away from the locality to other
branches of the hub organisation. Similarly, the hub can act as a magnet to
migrants in search of its superior employment. This potentially fragments
the social structure of the community and the uniformity of values that are
said to be important in the cohesion of industrial districts.
5 Business and financial services in the hub and spoke district may not provide
the specialisations and interests that support local entrepreneurship.
Dominant firms, for example, may have ties to national trade associations
and frustrate the ambitions of local companies, which are perhaps more
likely to provide support for small firms through joint training and marketing
or technical and financial assistance. Similarly, local government may centre
its promotion and regulation around the needs of the dominant employer.
The hub and spoke district can provide a conducive environment for local
enterprise and promote business expansion among satellites independent of the
hub. However there are other characteristics, as indicated above, that can disadvantage
the locality compared with the successful small-firm industrial district. As is discussed
below, some of the leading cases that have been proposed as small-firm industrial
districts are acquiring more of the features of a hub and spoke district to the loss of
the locality’s self-containment and other industrial district attributes.
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The Italian case
The industrial districts of north central Italy are widely taken as the exemplars of
flexible specialisation (Powell and Smith-Doerr 1994). In the classical description,
each district is composed of small-scale, decentralised production units integrated
by business practices guided by trust-based governance structures (Lazerson
1988; 1990). They are differentiated according to their product – knitwear in
Modena; bicycles, motorcycles and shoes in Bologna; food processing machinery
in Parma; woodworking machine tools in Capri (Figure 4.1) – but are generally
presented as a homogeneous phenomenon. Although associated with ‘mature’
industries, the districts are composed of ‘modern’ firms that are alert to the
opportunities for design and production innovation.
Industrial districts – the orthodox view
As noted above, the key to the success of industrial districts is generally put
down to their blend of competitive and cooperative forces (Lorenz 1992:
195–6). Competitiveness arises in the diversity of subcontracting and supplier
linkages. These linkages enable a wide range of products to be made within
any line of activity and provide channels for the transfer of skills and
information. The result is a high level of ‘flexibility’ which, in the context of
the industrial system existing within districts, has been defined as ‘the ability
to match quality and quantity changes in market demand without having to
incur excessively large overheads’ (Nuti and Cainelli 1996: 109). Frequent
change in interfirm relations rather than tied associations is typical, so that
firms team up with the partner that is most skilled and reliable for the job at
hand. The more distinctive each firm is, the more it depends on the performance
and products of other firms to complement its own. Repetitive contracting,
embedded in local social relationships cemented by common allegiances,
variously existing to kin, religion, politics or industry or some mix of these,
encourages reciprocity. Firms compete intensely but within the norms of
competition that contain opportunistic behaviour that otherwise might take
advantage of one business’s dependency on another for specific skills or market
connections. Similarly, adherence to a collective marketing image and a
reputation for quality and design originality act as a check on the use of
subcontracting simply as a method of cost minimisation. Monitoring is
facilitated by the multiple ties between individuals and firms, helped by the
spatial clustering. The willingness to support and utilise the services of trade
associations that provide their members with business support, training and
marketing assistance helps to maintain the viability of a decentralised production
system. Rather than differential employment conditions between
subcontractors and lead firms, family labour is relied upon to provide a flexible
and cooperative workforce accommodating fluctuations in workload.
Family structure is linked to the origins of industrial districts. Localities
that have retained traditional family and community structures have favoured
the retention of small firms (Bamford 1987). In most of Italy, large-scale
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Figure 4.1 Industrial districts in the Third Italy (1995). Source: Cossento et al. 1996

industrialisation and migration tended to break down complex (extended
and multiple) family systems, but less so in the Terza Italia. This survival has
been explained by the preponderance of share cropping in the former
agricultural economy, as it is thought to have protected the extended family
structure (for example, because landowners favoured share croppers with large
families for their labour power) and provided a peculiarly fertile background
for the development of small-scale entrepreneurship. It fostered a household
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division of labour, a tradition of entrepreneurial guile in managing the
relationship with the landowner, experience in trading and dealing with banks,
and a transition from farming to urban employment conducive to participation
in the booming new industries of the 1960s and 1970s.
A unified local political culture underlies the operation of an industrial
district (Trigilia 1990; 1995). These political cultures vary between voting
affiliations to the Christian Democratic Party and the Communist Party but
are regarded as equal sources of economic strength in three ways. First, cultural
unity has helped local politics stay free of sectional interests and dependence
on patronage, allowing a focus on the community as a whole. This has enabled
the provision of collective goods which have reduced costs for both employers
and workers. These goods include social services for workers (transport, public
housing, schools, daycare centres) and, for local firms, the provision of industrial
estates, training centres and support to consortia for marketing or export
facilities. Second, the persistence of community values that cut across social
classes minimises the distance between individuals and encourages belief in
the possibility of social mobility. This, in turn, helps support a ‘spirit of
enterprise’ as reflected, for example, in widespread ambition to become selfemployed, maintaining a sense of association between workers and small
entrepreneurs. Trade unions were thus accommodating of employer demands
for ‘flexible’ work patterns in exchange for increases in local wages, negotiated
at the regional rather than firm level, commitments to full employment and
assistance in the event of redundancy. Third, because the political parties
controlling local communities were largely excluded from national politics,
they concentrated on the development of local institutions and the protection
of the local community. Integration of urban and rural communities and
resistance to inward migration that might upset the existing social balance
became part of the local agenda.
Finally, and what initially drew attention to the industrial districts, has been
their sustained economic success over more than three decades, particularly
those located in Emilia-Romagna (Cossentino et al. 1996). Over the period
1963 to 1995, Emilia-Romagna’s GDP per inhabitant was consistently above
the Italian average, the difference growing from around 10 per cent to a peak
of 30 per cent in 1981 and falling back to 25 per cent in 1994 (Pyke and
Sengenberger 1996: 10). The region’s economic performance is also significant
on a European scale. Measured in terms of per capita income, Emilia-Romagna
ranked eighth equal among the European Union’s 171 regions in 1994, with
GDP per capita 28 per cent above the EU average (Regional Trends cited in
Financial Times, 23 April 1998).
Industrial districts in close-up
Four key ideas are contained within the standard account of the Terza Italia
as summarised above: (i) consistent structure and experience across localities;
(ii) a preponderance of small units; (iii) the flexibility of interfirm relations;
and (iv) a high capacity for innovation. Recently, and partly in response to the
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less spectacular economic performance of the districts from the mid-1980s,
these attributes have come under critical scrutiny (Gottardi 1996; Nuti and
Cainelli 1996; Vipraio 1996). Though by no means rejecting all of the
traditional account, closer review shows a growing diversity of experiences
and significant internal reorganisation, par tly responding to the
internationalisation of production. These issues are summarised below,
identifying alternative viewpoints to some of the conventional wisdom about
industrial districts.
The claims about industrial districts have tended to progress without a
definition that enables localities to be graded according to their possession of
specific attributes (see Box 4.2 for an exception). As a consequence, a host of
differing places have tended to be included as part of the same phenomenon,
for example isolated townships specialised in a particular activity have been
treated in the same way as clusters dispersed in and around a large industrial
city. A taxonomy of districts, presented as an indication of the variety existing
rather than a comprehensive assessment, distinguishes three separate types of
district (Nuti and Cainelli 1996: 112):

Box 4.2 Counting industrial districts
Based on an analysis of 1981 census data, Fabio Sforzi identified 61
‘Marshallian industrial districts’, which were mainly located in the three regions
of Veneto, Emilia-Romagna and Tuscany. These localities were identified
using three criteria: (i) a geographical cluster of small firms specialising in
the different production phases of a single commodity; (ii) a social structure
mainly comprising small entrepreneurs and extended families with high labour
force participation; and (iii) close proximity between the workplace and
residence of small-business operators. To be included, typically around half
of total employment was in ‘light’ manufacturing, with at least a quarter of this
in the dominant industry. Out of the 61 districts, two-thirds were specialised
in one of four sectors – clothing (16); wooden furniture (12); footwear (11)
and textiles (5) – with eight other sectors represented across the remaining
17 districts. District employment in these industry specialisations accounted
for around 4 per cent of Italy’s total manufacturing employment. Of this
employment share, around three-quarters was accounted for by the four
sectors most frequently generating industrial districts. In terms of population
significance, 4.3 per cent of Italy’s resident population lived in the 61 districts.
The degree of specialisation within individual districts varied. Overall, total
employment in the dominant industries of almost 250,000 amounted to half
of all manufacturing employment in the districts and 27 per cent of total
employment across all sectors in the districts. The textile and clothing districts
were the most specialised: close to 74 per cent of the manufacturing jobs in
the five textile districts were in textiles, while the share was 64 per cent in the
11 footwear districts. Among the least specialised districts, the share dropped
to 31 per cent in the case of musical instruments (over two districts) and 25
per cent in the case of electrical engineering (over three districts).
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Often the locally dominant industry provides a significant share of
secondary employment in the other districts. Of all employment in the 12
industries generating districts, 40 per cent existed outside the places where
the sector was locally dominant. In the case of four sectors (metal goods,
mechanical engineering, electrical engineering and leather goods), over twothirds of total employment existed outside the places where the sector was
locally dominant.
Source: Sforzi 1990

1 Traditional clusters of industrial specialisation exist that date from Italy’s
first industrialisation. Examples are the silk industry in Como and the wool
industry in Biella and Prato. These localities represent a large share of Italy’s
total participation in their specialised sector, are recognised as places of
industry leadership and operate with a high degree of self-containment.
Thus, firms in these localities are able to trade on a collective reputation
and a marketing image acquired over a long period of time.
2 A second group of districts emerged with the boom in demand for consumer
goods that took off in the late 1950s and early 1960s. Firms in these districts
entered market segments that tended to be relatively free of foreign
competition, often because of their perceived lack of opportunity for
technological advancement and productivity improvement. These districts
cannot rely on an acquired marketing image, and so growth-orientated firms
within them have engaged in independent advertising and sales promotion.
Firms are often small in employment terms while being highly capital intensive
and individually leaders in their product area, operating in competition with
their rivals and with internalised production strategies. The spatial clustering
of the industry conforms with the conventional image of an industrial district
but the expected close cooperation among firms may be missing.
3 A third group comprises localities that develop primarily as a dependent segment
of a larger industry. These districts are populated by subcontractors and contract
labour suppliers whose existence depends on the commitment of core firms to
these links and a continued cost advantage over internalised production. Often
a feature of less industrialised parts of the country, they have been viewed as
potential growth nodes, but in practice tend to be highly unstable.
Of these three types, the second group has produced most examples
conforming to the idealised model of industrial districts, but with much
diversity of experience even when cases are selected from the same region and
industry (Box 4.3).
Box 4.3 Shoe making in Emilia-Romagna
Italy’s industrial districts are often seen to provide a uniform model of smallbusiness organisation. Fusignano and San Mauro Pascoli are the biggest
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shoemaking districts in Emilia-Romagna and of national importance for some
parts of Italy’s shoe industry. Their example shows how districts can follow
opposite development trajectories, even among districts of the same industry
specialisation and of similar size.
Fusignano developed in response to the demand for cheap articles by
tourists visiting the Adriatic ‘Riviera’. San Mauro Pascoli has its origins in a
number of medium-sized firms specialising in top-quality women’s footwear.
At the centre of both districts are a large number of small firms, but, whereas
in Fusignano there are no firms with more than 100 employees, in San Mauro
Pascoli these larger firms account for around 44 per cent of industry
employment (Table B4.1 ). The organisational structure of San Mauro Pascoli
has tended to stay unchanged, although with some ongoing consolidation
within the larger firms. In Fusignano, medium and large firms are reducing in
number.
In San Mauro Pascoli, production takes place through a network of firms
dominated by a few large firms. This locality specialises in top-quality women’s
shoes which, apart from slight differences in style and market destination,
are a relatively unvarying product. With the focus on quality, some firms have
specialised in component manufacture, for example soles and heels. The
larger producers seek strategic associations with such specialists as a way
of balancing the demands of quality and skill retention. With products that
are relatively price inelastic, what matters is the reliability of production
partners.
In Fusignano, ‘conventional’ subcontracting is dominant: most firms are
self contained except for a few minor tasks that are given out to subcontractors.
Their middle- to low-quality products are made with technology that requires
comparatively large amounts of fixed investment. Managing uneven market
demand and avoiding the need to add to internal capacity are the main motives
for subcontracting. These contracting links tend to be without commitment to
a long-term association and are made and broken according to prevailing
needs and opportunities. In addition, unlike San Mauro Pascoli, in Fusignano
these linkages may go outside the district.
Different development potentials are evident between the two districts. In
San Mauro Pascoli, subcontractors have become exporters (with export sales
accounting for around a quarter of their output), indicating significantly more
entrepreneurial capacity at this tier of the district than in Fusignano. Another
Table B4.1 Profile of two Emilia-Romagna shoe-making districts (1992)

Notes
1. Total employed in the footwear industry.
2. Ratio of people employed in small firms (fewer than 50 employees) to all
employees in footwear production.
Source: Brusco et al. 1996
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cause of vitality in the San Mauro Pascoli district is the greater significance
of proximity as an influence on the selection of subcontractor. Fusignano
producers, in contrast, are faced with a market of increasing uncertainty and
shrinking size and are employing subcontracting mainly as a cost reduction
strategy.
Source: Nuti and Cainelli 1996

A related issue to be considered is the impact of changing market and
economic conditions on industrial districts. When industrial districts were
first brought to light, for example by the writing of Sebastiano Brusco (1982;
1986), they were enjoying growing demand and increasing standardisation
of production which, Nuti and Cainelli (1996) argue, conditioned firm
behaviour. Market expansion enabled firms to operate without entering rigid
relationships and to pursue opportunistic marketing strategies, snatching
advantages as they came within their reach. The fact of producers being
concentrated within a limited geographical area was significant to buyers, as it
freed these market intermediaries (import/ export agents) to concentrate on
finding markets, given confidence that a supplier to complete the order could
be found from within the enclave. Once market growth started to slow in the
1980s, the limits of this informal way of working were exposed, with the
consequence that most districts entered a period of organisational change
(Cossentino et al. 1996).
The typical pattern of restructuring that resulted during the 1980s can be
seen in the districts of the Emilia-Romagna region. The changes identified
among a sample of 13 districts (see Box 4.4 for a specific case study), each
specialised in one of seven sectors (footwear and apparel, ceramic tiles, motor
cycles, machine tools, biomedical products, food processing and furniture)
and varying in employment size from 700 to around 21,000 jobs in their
locality specialisation, included (Brusco et al. 1996):
1 An increase in the reliance on production capacity outside the locality.
This was a significant trend in all cases, with the exception of the shoe
industry in Fusignano and San Mauro (Box 4.3) and two other districts
and specialities (Mirandola and biomedicals, Forli and upholstered
furniture). Often the capacity that was shifted went outside the region,
suggesting that labour cost was a motivating factor. In the case of the
Bologna motor cycle sector, product design as well as production capacity
was lost to the locality, arguably depriving it of the most crucial aspect of
the production chain for sustaining growth.
2 Internationalisation was progressing in most districts, in some cases by
MNCs moving into the district, in other cases through indigenous firms
establishing overseas branches. Export dependence has tended to either
increase or, in the case of districts that have had high export levels in the
past, stay at a high level.
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3 Increased concentration of production, in terms of the proportion of
employment in the five largest firms and an increase in average firm size
and more vertical integration within final goods firms. The employment
concentration is a product of the disappearance of microenterprises and
reorganisation of firms into functionally integrated groups. The impetus
to vertical integration, a phenomenon of selected firms rather than the
locality as a whole, is variously a product of quality control requirements or
technological developments that reduce the viability of using external
contractors.
Box 4.4 Adjustment in the Prato woollen district
During the 1980s, the Prato woollen district gained international attention as
a successful industrial district. While Italy lost 150,000 (23 per cent) textiles
jobs between 1951 and 1981, Prato gained over 28,000 jobs, making a total
of 39,000. Over the same period, it doubled its share of Italy’s carding spindles
to 60 per cent, giving Prato a quarter of the world total. In 1981, 84 per cent
of Prato’s manufacturing firms participated in the woollen industry, including
11,000 artisan firms. Accumulated professional knowledge and production
flexibility helped the district meet the growing demand for textiles arising
from the increased purchasing power and fashion-consciousness of European
consumers.
In the 1980s, four influences halted Prato’s industrial success: (i) demand
for its textiles weakened; (ii) competition from low-wage producers increased;
(iii) large integrated textile firms increased their market share; and (iv) Prato’s
product speciality, carded fabrics, lost market share to other materials.
Adjustment to the changing business environment involved three main
strategies, each of which generally acted to break up the industrial district:
1

2

3

Product diversification into new fabrics continued a trend started earlier
by some of Prato’s firms. The speediest way of diversifying was to buy
in these new fabrics from existing producers, usually located outside
the district.
Quality upgrading occurred through a mix of higher fashion content,
design originality, fibre quality, product consistency and attention to
customer-specific requirements. These improvements were most evident
in woollen textiles, the district’s traditional fabric, but they acted to break
down interfirm relations where new technology and enhanced quality
standards reduced the use of external contractors.
Commercial specialisation developed through importing from low-wage
countries intermediate products and raw material, for direct sale or local
processing.

In addition to the reduction in production self-sufficiency, as surplus
capacity emerged among Prato’s contractors, opportunistic purchasing
strategies developed to take advantage of the changed bargaining
relationship. The adjustment strategies and destabilisation of the traditional
balance between competition and cooperation encouraged allegiance to
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group enterprises. This reorganisation began in the 1970s, partly as an
inevitable consequence of repeated transactions of subcontracting and credit.
The changed competitive environment added to the impetus to formalise
business relations. Groups provide a firmer set of linkages for securing quality
improvements and managing a diversified product range than reliance on ad
hoc ties. They were also a vehicle for supporting investment in new machinery
which, while offering higher productivity, might be less versatile than the simple
technology it replaced. The possibility of securing these groups without formal
agreements or overlapping ownership may be seen as a legacy of industrial
district cooperation and the status afforded to personal reputation and
interlinked transactions.
Source: Dei Ottati 1996

Among these changes, of particular importance to the survival of industrial
districts has been the emergence of industrial groups (gruppi) (Bianchi and
Gualtieri 1990; Dei Ottati 1996). Group enterprises may be viewed as an
adaptation of earlier forms of interfirm cooperation while simultaneously
contributing to the break-up of a district. Enterprise groups comprise firms
that are owned, fully or partly, by a final goods manufacturer or, less frequently,
comprise independently owned firms linked by ongoing trading ties and trust.
The parent company is primarily engaged in product design, marketing,
purchase of raw material and intermediate products as well as the coordination
of production. Other members of the group support the end manufacturer
with specialist skills, component manufacture and production capacity. These
support organisations typically retain the right to work for other customers,
irrespective of their ownership independence. External work helps to achieve
economies of scale and means that supplies are directly exposed to competition.
The establishment of groups dates mainly from the 1970s. Their
proliferation and expansion in the 1980s partly reflected the opportunity to
acquire companies cheaply at a time when shortages of orders and changes in
demand were leaving some firms in financial difficulty (Dei Ottati 1996: 52).
As the first groups to form were often led by local families with several
generations of entrepreneurial experience and a local reputation for innovation,
the early movers encouraged other firms to follow, but there were business
forces at work as well. Investments in new plant and skills were needed to
diversify product ranges and upgrade quality. Specialist subcontractors making
such commitments sought greater stability and tighter integration with their
customers, especially those subcontractors who were isolated from final markets.
As a consequence, interfirm relations have tended to become more fixed
compared with the traditional image of ever-changing alliances. For example,
Dei Ottati (1996: 54) quotes a survey of 289 Prato textile firms, reporting
that around three-quarters of end producers and subcontractors now operate
within increasingly stable trading networks. The inheritance from the industrial
district of the past may be seen in the importance of social ties and trust in
binding groups together, especially in those without overlapping ownership.
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Also, Nuti and Cainelli (1996) argue that the formation of groups was viable
only in those districts that contained a large array of diversified capabilities.
This has tended to limit them to the older districts which offered a diversified
industrial complex.
The changing picture of Italy’s industrial districts has also led to the
reconsideration of their capacity for innovation (Gottardi 1996; Nuti and
Cainelli 1996). This reinterpretation has argued that, during the period when
the industrial districts first gained attention, they were able to grow on the
basis of ‘downstream’ innovation. Small adaptations in product design and
materials were, for example, sufficient to keep pace with fashion in the
shoemaking or apparel industry. The industrial district was well suited to
making this type of change as it relied mainly on craftsmanship, which was
well developed within small firms, and did not rely on heavy investment or
coordination with upstream activities (such as raw material processors or
machine tool manufacture). The industrial district was less well structured to
respond to longer waves of technological change, such as the development of
computer-integrated manufacturing. The adjustment to new production
technologies required structural reorganisation, generally along the lines of
greater vertical integration of production and more reliance on external linkages
than in the past.
Thus, the general pattern in the industrial districts is of a significant evolution
in response to market and technological changes in the 1980s. The path to
recovery has taken them further from their prevalent description as ‘flexibly
specialised’ small-firm districts. Firms have been forced to adopt a more outward
orientation towards international markets and to convert informal interfirm
relations into more stable alliances. Increased employment concentration often
occurs along with the emergence of hub firms, which play an increasing role
in organising the activities of linked intermediate firms. With such changes,
the variability between districts is growing, but the more successful are assuming
an important role for the entire Italian economy and are retaining advantages
over industry clusters in other countries (Box 4.5).

Box 4.5 Reproducing industrial districts – learning from interfirm linkage in
three localities
One perspective argues that the high levels of small-firm cooperation in
industrial districts is not possible to recreate. Serendipity rather than stealth
creates successful enterprise clusters over a long history in which an unusual
degree of community solidarity and shared understanding take root. An
alternative viewpoint suggests that the long heritage of industrial districts is
often mythological. Small-firm cooperation may be of recent origin and simply
a product of working experience (see discussion of studied trust in Chapter
1). Support for the latter point of view can be found in a comparative study of
interfirm linkage among a sample of small textile firms in three textile towns:
Como (Italy), Leicester (UK) and Lyons (France).
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Around half of the firms surveyed in each centre agreed with the statement
‘because this locality has many firms in textiles and/or related activities,
customers come from far and wide to find a suitable partner’. Nonetheless,
the three places were experiencing differences in economic vitality, as
indicated by the following comparisons:
• In Como 35 per cent of sample firms reported ‘rapid growth’ compared
with 24 per cent and 11 per cent for Lyons and Leicester respectively.
• Leicester had the highest proportion of young firms (30 per cent were set
up between 1980 and 1989, the year of the survey) but also had the
highest share in decline (24 per cent), compared with under 10 per cent
in the other communities.
• Compared with Como, the value of productive assets per employee was
over eight times lower in Leicester and almost three times lower in Lyons.
Como firms generated four times the sales per employee compared with
Leicester.
The weak development of interfirm relations in Leicester and Lyons
contributes to these differences in prosperity. In Como, firms typically
specialise in one or two processes within the textile or knitwear production
chain. Lyons has a specialisation in weaving, while in Leicester knitwear
firms tend to engage in all aspects of garment production and specialise
according to product. As a consequence, interfirm relations vary in character
and significance.
In Leicester, 30 per cent of firms neither subcontract work themselves or
accept subcontracts, compared with less than 10 per cent of firms in the
other two localities, and when subcontracting occurs it is mainly for capacity
reasons. In Como and Lyons, lead contractors tend to specialise in marketing
and design functions while their subcontractors specialise in one or more
production tasks. Exchange of information and practical help of various types
is common to all areas, but Como has more evidence of strategic relationships
based on specialisation:
•

•

In Como, 58 per cent of lead contractors collaborate with or rely on their
suppliers for technical innovation, while 53 per cent of subcontractors
collaborate with or rely on their customers for product design.
In Leicester, prime contractors tend to rely on their own efforts for technical
innovation and on their customers for product design.

The dependence of Leicester’s prime contractors on their customers
(typically big retail chains) effectively reduces them to the status of a
subcontractor, unable to retain their own capacity for design innovation. In
contrast, Como’s relative economic vibrancy originates in the capacity for
business specialisation. When a firm specialises, its improvement effort is
concentrated and capital investment is less daunting as the range of
technology is narrower than in Leicester, where firms are generalists.
Leicester is an industrial community: a place of industry specialisation
without the development of strategic linkages between firms within the locality
cluster
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(Lyons is similar except that networks may exist with strategic partners outside
the region). Successful firms in the Leicester cluster gain their strength by
developing a market niche and attaining a size that enables specialist
managers to be employed. However, even successful firms are at risk from
the locality’s preponderance of firms struggling to maintain their viability
because: (i) there is a risk that the locality will lose supporting activities and
labour skills; (ii) it is debatable whether buyers and the best firms will remain
interested in the locality; and (iii) some firms survive through low-price, lowquality markets, adding to the risk of ‘up-market’ buyers shifting purchases
elsewhere.
Converting Leicester to an industrial district depends on greater
specialisation among firms. There is a need to extend design capacity within
lead firms which, in turn, implies specialisation and the loss of some existing
activities. The individualistic strategies and preference for self-sufficiency
among Leicester firms are a challenge to specialisation and coordination
between firms, and to the use of collective services provided by industry
support agencies. Based on the practice in Italy, change may be aided by
making firms aware of the alternative organisational possibilities and the
benefits that they may give. Steps to this end are providing opportunities for
management interaction; organising public debates on the ‘way forward’;
and publishing industry reports and data that illuminate aspects of local
industry structure and which can help develop collective marketing initiatives.
Source: Bull et al. 1991

Industrial districts in Japan
Although receiving much less attention than Italy, it is in Japan that industrial
districts have been especially prevalent (Ide and Takeuchi 1980; Yamazaki
1980). A government survey in 1974 identified 330 jiba sangyo or communitybased industries with a minimum output value of ¥500 million ($US3.5
million) and sharing three characteristics: (i) geographical concentration to a
degree that the locality is identified with the specific product; (ii) the generation
of a local division of labour with firms specialising in distribution or production
tasks; and (iii) firms that are locally owned and managed without resort to
national financial markets (Ide and Takeuchi 1980: 299). In total, around 14
per cent of Japan’s small firms were to be found in such localised clusters
(Yamazaki 1980: 9). In terms of production value, almost two-thirds of the
jiba sangyo were based on woven fabrics, other textiles including garments or
household furniture, with paper goods, metal goods and ceramics accounting
for most of the other examples.
For the most part, these industrial districts have a long association (often
stretching over several centuries) with their locality, being closely tied to some
aspect of the region’s tradition or resource availability, although a capacity for
regeneration may also explain their survival. Two generalisations given about the
districts are that ‘the history of a production region is long, but the life of firms in
the region is short’ and that ‘the history of the community-based industry is a
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history of changing its line of business’ (Yamazaki 1980: 242). With respect to
the former, the survival of Japan’s industrial enclaves has depended on a continuous
flow of new entrants to the regional specialisation rather than the longevity of
individual participants. Few firms survive more than one or two generations of
ownership (a typical pattern for family firms; see Chapter 3). Thus, among seven
districts studied in the 1970s, typically upwards of 80 per cent of firms were less
than 25 years old. New firms, it was concluded, are necessary to promote innovation
and to counter the difficulty of managing succession in family firms. The shift in
industry specialisation is a necessary response to market changes and has mainly
involved a change in product lines rather than crossing industry boundaries. For
example, since the seventeenth century the Tsubame metal goods industry has
over its history specialised in nails, files, tubes for smoker’s pipes, copperware and,
most recently, cutlery and stainless steelware, which still sustains a vibrant industry
(Patchell and Hayter 1992).
While exhibiting a capacity for survival, the community-based industries
have declined in significance since the mid-1950s and the onset of Japan’s
modern industrial growth. A turning point occurred in the mid-1960s, when
the value of their output as a proportion of total industrial output started to
decline (Yamazaki 1980: 121). Broadly, three types of product specialisation
proved the most resilient: (i) those linked to house construction, because of
this market’s high growth; (ii) fashion clothes and accessories, for which the
production flexibility of community-based industries is well adapted; and (iii)
craft-based industries with export markets, such as spectacles and stainless
steelware. More generally, the endurance of community-based industries was
assisted by Japan’s geography and economic organisation. Geographically,
the isolation of labour markets, particularly in rural areas and in smaller urban
centres, helped retain a pool of comparatively low-cost labour adapted to the
needs of the particular industry. Economically, the slow development in Japan
of distribution systems controlled by national chains buying directly from
their preferred suppliers helped retain the role of wholesalers (Min Chen 1995).
These market intermediaries have typically played a key role in the distribution
channels of Japan’s industrial districts, often in addition to coordinating
subcontractor networks (Yamazaki 1980: 55). Districts tend to break up as
distribution channels concentrate and a few producers develop direct linkages
to end buyers located elsewhere in Japan (Box 4.6). Protection from the
competition of producers in low labour cost countries also helped the survival
of districts, but this has been steadily lost as South-East Asia and later China
have acquired industrial capacity.

Box 4.6 The Seto ceramics district and lean production
The city of Seto (population 126,340 in 1990) is located in the middle of
Japan’s industrial belt linking Tokyo and Osaka (Figure 4.2). Ceramics and
related clay and stone industries have been the mainstay of Seto’s industrial
economy for over a century. Despite some decline since the 1980s, these
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activities still accounted for almost 60 per cent of the manufacturing
employment in 1990. Of the approximately 1,100 ceramic firms, none had
more than 300 employees, with a workforce of eight being the average,
and many specialised in manufacturing particular components used in the
production of ceramics. A district ceramics association (Aichi Prefectural
Ceramic Industrial Cooperation, APCIC) supports various cooperatives
including the supply of porcelain clay.
Locally, the phrase ‘Seto Ltd’ is used to stress how the district operates
as if it were a single firm. In practice, a division exists between, on the one
hand, firms making traditional ceramics (tableware and ornaments) or
standardised industrial products (insulators) and, on the other hand, firms
making ‘advanced ceramics’ for use in electronic devices and as machine
parts.
The advanced ceramic firms have direct links to their customers, whereas
other firms serving industrial markets tend to sell to wholesalers and have no
interaction with their end buyers. Linkage to customers has lessened interest
among advanced ceramics firms in local (Seto) business networks because
they have access to the technological resources of their customers, who
tend to be (i) located outside Seto and (ii) large-scale final assemblers who
control a vertically integrated network encompassing their own subsidiaries
and component manufacturers. Confidentiality clauses imposed by customer’s
firms further weakens the industrial district.
Whether ‘Seto Ltd’ itself could have made the move into advanced
ceramics is uncertain. In the mid-1960s APCIC had proposed establishing a
cooperative for the joint development and manufacture of electronic ceramics,
with support from the 1963 Small and Medium Enterprise Modernisation
Promotion Law. Investigations commenced, including visits and advice from
a major electronics company, but the proposal did not progress. Firms already
working in the advanced ceramic sector, although still in their technological
infancy, were not interested in the cooperative, and their lack of support is
said to have caused the project to fail. A group of four firms did set up a
cooperative in 1970 to develop new products for use in electronic components.
It survived for 12 years with limited success.
The failure to achieve wider participation in advanced ceramics has caused
‘Seto Ltd’ to lose national industry share, which declined by almost 75 per
cent during the 1970s. The firms establishing new linkages outside Seto
weakened the district in three ways:
1
2
3

Opportunities for pooloing resources and jointly developing new products
were lost.
Production of new advanced ceramics was impeded by the secretive
attitudes of firms with strong outside ties.
Firms with distant linkages have less reason to remain within the locality,
as reflected in the way that firms with financial affiliations to large firms
outside Seto have located close to new customers rather than inSeto.
Source: Izushi (1997)
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These influences are partly illustrated over the long history of the Tsubame
cutlery district which was noted above. Tsubame (population 44,000 in 1975)
is located near the Japan Sea coast about 250 km north of Tokyo (Figure 4.2)
and has specialised in cutlery production since the 1920s, although it was in
the 1950s that exports of high-value stainless-steel designs grew rapidly. By
the early 1970s, it was the world’s leading cutlery manufacturing region. Its
output was over 50 times greater than that of Sheffield in the UK, once a
premier cutlery district, and over three times that of the United States, to
which it supplied two-thirds of that country’s cutlery imports (Patchell and
Hayter 1992). This was achieved despite the district having been reduced to
seven factories during the Second World War as others were converted to
ordinance manufacture. Post war the district recovered through a combination
of low labour cost, imported technological know-how and aggressive export
marketing. Such was the scale of expansion that a Cutlery Association was set
up in 1957 to rationalise output among Tsubame’s manufacturers. This
Association sought, unsuccessfully, to control export volumes so as to avoid
the imposition of import quotas in the United States and Europe (see Chapter
5 for more discussion of this type of industry cooperation). In the mid-1970s,
the cutlery industry in Tsubame employed 12,000–15,000, including 4,961
in flatware, 3,043 in kitchenware and 3,335 in grinding, while the plastic
industry, which mainly supplied handles, employed 3,365 (Patchell and Hayter
1992: 207). In total, around 2,500 firms worked in the industry, most of
them small, owner managed and specialised in one component of the
manufacturing process. General contractors, firms of 3–400 workers, and their
wholesalers orchestrated production.
The district came under several pressures in the 1970s. Completion of a
high-speed railway system reduced control over the previously captive labour
market, reducing labour flexibility and adding wage cost pressure;
environmental problems forced relocation to new industrial estates; yen
appreciation and the growth of competition from new producers in lower
cost countries displaced Tsubame from its dominance of low- to mediumquality markets, with the need for adjustment intensifying further after the
1985 currency realignment increased the value of the yen by almost 50 per
cent against the US dollar. The general response was a move into diversified
high-quality production, with enhanced capacity for product variety and shortorder production, marketed under individual company brand names.
Investment in new technology by the larger firms, usually obtained by
importing foreign technology, typically heightened quality assurance issues in
ways that discouraged subcontracting of production capacity. An extended
social division of labour has nonetheless been retained because of expansion
into new product areas and the use of specialist subcontractors to help diversify
into non-cutlery products. The retention of this structure is also helped by
the majority of the smallest subcontractors also being employed in rice farming,
an activity that can be fallen back on when cutlery orders are low. Consequently,
in 1989 there remained 339 cutlery manufacturing firms, plus several hundred
metal fabricators, including 1,016 buffing firms, 128 plastic firms, 187 die
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Figure 4.2 Community-based industries in Japan (1974). Source: Yamazaki (1980).

moulders, 26 platers and 129 metal shapers (Patchell and Hayter 1992: 209).
This pool of subcontractors has attracted branch plants of major metal
fabricators and electronics companies to the district.
Patchell and Hayter (1992) attribute Tsubame’s renewal to the district’s
entrepreneurs, especially, they suggest, their willingness to learn new skills,
seek out and adopt practices from elsewhere, research, develop and design
new products and broaden their product mix. This openness and willingness
to change differentiates Tsubame from a less enduring cutlery district such as
Sheffield in England, which was no less characterised by an extensive social
division of labour and small-lot production. Tsubame’s endurance must also
be explained in comparison with other community-based industries in Japan.
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Relative isolation that protected a workforce and subcontractor skills,
integration with an agrarian economy, the primary focus on exports and the
lack of incentive for integration with customers located outside the district
are part of the district’s sustainability.
Baden-Württemberg
Baden-Württemberg has attracted attentionas one of Germany’s strongest
industrial regions and as a locality built upon a combination of localised business
networks and core manufacturing organisations (Herrigel 1989; Sabel et al.
1989; Streeck 1989; Cooke and Morgan 1990a; 1990b). This state in southwestern Germany, centred around the major industrial city of Stuttgart,
accounts for around 16.5 per cent of the former West German national GDP
(Semlinger 1995). In 1994, it was ranked equal tenth among European Union
regions in terms of GDP per capita, just below Emilia-Romagna but with
over double the total population (10.25 million compared with 4 million)
(Regional Trends cited in Financial Times, 23 April 1998). Much of its
industrial strength is derived from three sectors which have contributed over
90 per cent of the state’s manufacturing employment growth since the 1950s:
automotive engineering, electronic engineering and machine building. Larger
firms dominate employment in automotive and electronic engineering,
including firms such as Daimler-Benz, Audi, Porsche, Robert Bosch, SELAlcatel, Sony, IBM and Hewlett Packard, around which exist many SMEs.
The machinery industry is, in contrast, principally the domain of SMEs (the
Mittelstand), with most machine tool firms employing from 100–200 people.
The contrasting industry profiles are host to contrasting business network
structures. Hub and spoke networks characterise the links between large firms
and their suppliers while horizontal ties integrate Mittelstand firms, although
both are influenced by the extensive public sector and industry association
support for industry development.
The density of state and industry associations designed to encourage
industrial development has been viewed as a key contributor to the economy’s
strength and network architecture (Sabel et al. 1989; Cooke and Morgan
1994), although it has been pointed out that this institutional context is shared
with other parts of Germany (Staber 1996b). Institutional support for industry
has been given by the state government since its establishment in 1952
(Semlinger 1995). Initially a regional trade bureau focused support to SMEs
in areas including consulting services, information, training and the facilitation
of interfirm cooperation. Following a recession in the late 1970s and early
1980s, assistance programmes were extended to place greater emphasis on
new technology-based companies, venture capital and innovation among
Mittelstand firms. A private organisation, the Steinbeis Foundation, supervised
by a board consisting of representatives from private business, the scientific
community, political parties, regional ministries and the regional bank
(Landeskreditbank) was given responsibility for technology transfer. Today
the Foundation has a network of 120 technology transfer centres for SMEs,
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which are mainly attached to polytechnics and which operate under the
management of a school professor. This support augments a high density of
formal research institutions including 10 AIF (Association of Industrial
Research Groups) industrial research institutes, established as a joint initiative
of the Federal Ministry of Economics and the Federal Association of German
Industry to encourage collective research among SMEs. It is in the provision
of vocational training, however, that Baden-Württemberg has been used as a
model elsewhere in Germany, including the linking together of places of further
training under a Committee for Further Training and its Vocational Academy
(Berufsakademie Baden-Württemberg) which provides job-orientated training
to people who are eligible for university education.
The dramatic shift in Germany’s economic performance since the early
1990s has contributed to a reassessment of the significance of BadenWürttemberg’s model of industrial organisation (Cooke and Morgan 1994;
Semlinger 1995). The superiority of its ‘diversified quality production methods’
(Appelbaum and Batt 1994) have been brought into doubt by the region’s
inability to escape the economic problems that have engulfed Germany since
reunification with the former German Democratic Republic. Indeed, the
region’s industrial specialisations have proved particularly susceptible to
recession because of their focus on high-income markets. Even without
reunification the incursion of lower cost producers into the market segments
traditionally dominated was forcing big firms to rethink their production
methods. Particularly crucial here has been the incursion of Japanese car
manufacturers into the luxury car market with vehicles that sell at half the
price of an equivalent German model (Cooke and Morgan 1994). In this
context, business managers have been persuaded to turn to the Japanese lean
production model, which portends significant changes in the management of
external linkages, including the seeking of suppliers on a more global basis, in
contrast to the previous preference for regional suppliers. One estimate has
suggested that, of 3,500 German suppliers to the national auto assembly
industry existing in the early 1990s, only 1,000 will survive the reorganisation
instituted by the assemblers (Cooke et al. 1993). (In addition, more recently,
the rationalisation of suppliers was cited as a key motivation for the proposed
merger of Daimler-Benz and Chrysler announced in May 1998.) It has also
been pointed out that the state’s economic success was never shared by all
industries: during 1958–93, for example, the number of textile enterprises fell
by almost two-thirds while the number employed dropped from 174,000 to
47,000 (Staber 1996b: 308).
As well as being affected by these changing economic conditions, the
Mittelstand has been affected by a revision in the account of small-firm
behaviour in Baden-Württemberg. At its most negative, this revised perspective
has argued that firms do not cooperate to any marked degree and, where they
do, it is more likely that the cooperation will be with a firm outside the region
than one within the locality (Staber 1996b) (Box 4.7). Several surveys of
interfirm relations have been cited to support this view, including one that
covered 111 firms in two localities within Baden-Württemberg (Hahn and

Community-based networks

107

Gaiser cited in Staber 1996b: 305). In that survey less than 10 per cent of
firms judged cooperation with their suppliers to be ‘important’ to the operation
of their business. Similarly, while respondents said that intermediary
organisations such as technology transfer centres, seminars and interest
associations were potentially important brokers to sources of research expertise,
few firms made use of external agencies for R&D. It was reported that 14 per
cent of firms in the more active of the two localities cooperated with research
institutions and 12 per cent in the other.

Box 4.7 Networking in Neckar-Alb, Baden-Württemberg: the case of
mechanical engineering
Neckar-Alb is an administrative region to the south of Stuttgart in the centre
of Baden-Württemberg. Engineering dominates its manufacturing economy.
In 1993, around 80 per cent of mechanical engineering firms had fewer than
100 employees, with the SMEs as a whole characterised as pursuing
‘diversified quality production’. Individual firms, many of which serve world
markets, make specialised machinery, with the focus on manufacturing
excellence and meeting individual customer needs. Despite past dependence
on the textile industry, which had undergone significant decline over several
decades, Neckar-Alb had grown above the German average during the 1970s
and 1980s, although recession did affect the area after 1992.
There had traditionally been a high degree of self-containment within
Neckar-Alb’s industrial economy, with mechanical engineering serving the
paper, clothing and textile producers. Decline in these markets, linkage to
outside markets and entry by branches of some of Baden-Württemberg’s big
companies have reduced regional autonomy.
A survey of 62 machine tool makers in Neckar-Alb, completed in 1993,
found that there was little cooperation between competing firms with regard
to joint product or process development. The largest group of firms could be
characterised by an ‘all problems can be solved in-house philosophy’.
Cooperation in the area of marketing and distribution existed, but the majority
of firms had no enduring relations with other firms in the region apart from
linkages to suppliers. These supplier–customer relations can be long-term
linkages, cemented by personal ties, but local subcontracting was confined
mainly to ‘low-level production stages’. Technologically sensitive activities
tend to involve national or international linkages.
Despite efforts to strengthen technology transfer, generally there was little
connection to local sources of technology assistance. Over a third of the
firms had never contacted a research institute, technology transfer centre or
innovation consultant. Out of 125 contacts or cooperations with research
institutes and technology transfer centres, the 48 that took place within the
region were mainly ‘low-profile’ interactions, such as immediate information
requests or ‘general innovation consultancies’. For research contracts and
joint product development, concern to ensure ‘quality of information’
encouraged the use of partners located outside the region.
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Customers are more important sources of information for innovations than
institutionalised sources of technology knowledge. They are also the single
most important informal contacts, and among these key contacts over half
were located elsewhere in Germany or overseas. An embeddedness within
the locality could be identified only in so far as geographical clustering enabled
informal cooperation, established without strategic foresight, the
preponderance of family businesses which had a long association with the
locality and the retention of industry expertise within the local labour market
and supporting institutions. More generally, the weak development of interfirm
cooperation and low use of technology agencies could be explained as follows:
1 Specialisation rather than collaboration was generally seen as the most
successful route to technological progress. In addition, specialisation can
make it hard to locate potential partners within the same locality.
2 Specialised markets are typically oligopolistic in character, which tends to
intensify the reluctance to cooperate as relevant partners are likely to be
strong competitors.
3 The economic structures are reinforced by characteristic behaviours of
SME managers, which stress independence arising from deeply rooted
experiences and beliefs.
4 Anticipation of high transaction costs establishing and maintaining linkages
and concerns about their effectiveness. For example, in explaining the
reluctance to use external technology agencies, small-firm managers
stated that differing time horizons, problems adequately specifying
technological problems and general communication failures were
constraints on using these services.
Source: Grotz and Braun 1993; 1997

The evidence of limited small-firm cooperation stands in contrast to the
emphasis on the provision of ‘collective services’ in the region and the belief
that these services have encouraged business collaboration. In practice, smallfirm participation in these networks of institutionalised cooperation is
constrained by a number of factors. A key issue is that, where these associations
rely on members’ participation, it is typically large firms who send
representatives to the panels and committees of these groups (Semlinger 1995:
23–4). This pattern of participation results in initiatives relevant to big business
rather than SMEs. Partly in reaction to such exclusion, some small-firm
networks have been encouraged to counter the influence of the big
organisations, such as Daimler-Benz and Bosch, whose interests tend to
dominate the regional industry associations. Semlinger (1995) identifies the
‘Committee of Suppliers Baden-Württemberg’ as among the oldest and most
ambitious examples of small-firm cooperation in Baden-Württemberg. This
organisation was set up in 1972 as a loosely coupled network of independent
firms following a complaint made by a small-business manager to the
Landesgewerbeamt (a state agency promoting SME cooperation) about the
lack of opportunity for small firms to participate in industrial fairs. Following
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promotion of the idea by the Landesgewerbeamt, a group of small firms
participated collectively in the Hannover Industry Fair of 1974, and
subsequently 25 or so companies in the network have maintained joint activity.
Development of the network into other activities reportedly needed
‘continuous stimulation, persuasion and even arbitration’ and the dedication
of a chairman prepared, it seemed to one observer, to neglect his own business.
Resistance to further cooperation came in particular from members who were
competing for the same customers, but gradually the group has evolved to a
point where it meets about 10 times a year to exchange information, listen to
a speaker or participate in a site visit. To the extent that this example is
highlighted, which is a form of interfirm cooperation that may be found in
many localities, it tends to underline the doubts that have been raised about
any special level of support for intermediar y bodies among BadenWürttemberg’s small businesses (Staber 1996b).
Reconciliation of the past depiction and revised interpretation of the reality
of the Baden-Württemberg economy may be offered through the following
observations made by two researchers who have continued to view the region
as a model network economy (Cooke and Morgan 1994):
1 Past descriptions of subcontracting have tended to overlook constraints
on these linkages, but lateral subcontracting among SMEs remains strong,
buttressed by the technological competence of the engineer workforce.
Small firms may be highly self-contained [Semlinger (1995) quotes an
average share of internal production as 59 per cent for small firms in the
machine tool sector compared with 56 per cent for the large firms] and, as
a consequence, they can be protective of their own proprietary knowledge.
This can make them reluctant to work with companies that share the same
market niche but leaves them open to collaboration over complementary
activities.
2 New forms of cooperation are emerging in response to the changing internal
structure and external economic pressure. Renewed efforts to support
collaborative R&D among Mittelstand firms have been made, guided by a
study commissioned by the state’s Ministry of Economics which concluded
that firms needed to carry out more R&D but that they were unable to
fund it individually. Bearing in mind the unwillingness to risk loss of their
proprietary knowledge, a scheme has been launched in which a Fraunhofer
Institute acts as the ‘honest broker’ between the participating SMEs. This
is part of ongoing efforts by the state government to seek ways of stimulating
business cooperation alongside its own support of collective service
provision, which Cooke and Morgan (1994) suggest optimistically may be
viewed as an emerging new Model Baden-Württemberg.
Other evaluations suggest that the attributes which once appeared as
industrial strengths are more accurately seen as unsustainable luxuries. This
includes the accommodation of subcontractor emphasis on achieving
engineering excellence rather than immediate cost-effectiveness and in the
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maintenance of a ‘proud independence’ among small machine tool companies
that encourages resistance to ownership concentration.
Silicon Valley
Silicon Valley, the popular toponym for the physical area called the Santa Clara
Valley, lies within the San Francisco Bay Area and comprises a total regional
population of over 60 million people. The Silicon Valley area itself, depending
on how the boundary is drawn, has a population of just over one million and in
1990 was home to 267,500 jobs in the high-technology sector (Saxenian 1994).
The scale of this locality, especially when its strategic importance in the
semiconductor and information technology industry is included, is much greater
than that of other industrial districts. Most researchers nonetheless see the
locality’s rise to prominence as a product of similar forces to those that produced
the prosperity of Italy’s industrial districts (Scott 1988; Sabel 1989; Storper and
Walker 1989; Sengenberger and Pyke 1992; Saxenian 1994; Markusen 1996).
This perception mainly reflects the perceived common dominance of small firms,
linked in an extended division of labour. By the mid-1980s, Silicon Valley was
populated by almost 3,000 electronics manufacturing firms supported by a variety
of prototyping operations, machine shops, material suppliers and contract
manufacturers. The vast majority of these firms were small: 70 per cent had
fewer than 10 employees and 85 per cent had fewer than 50 (Castells and Hall
1994: 12). In addition, another 5,000 firms were engaged in providing producer
services to the electronics sector, including research laboratories, design,
recruitment, venture capital, market research and related support functions.
Reflecting on this density of new enterprise, it has been argued that the success
of new companies in Silicon Valley is:
not merely the work of individual entrepreneurs, nor is the region’s
continued vitality a demonstration of the intrinsic dynamism of free
markets. These new firms have built on Silicon Valley’s technical and
institutional infrastructure and its dense networks of social and
professional relationships. Their successes, like those of their predecessors,
are inseparable from a regional environment that is not only rich in skill
and know how, but one which fosters new firm formation and collective
learning.
(Saxenian 1990: 95)
The powerful contribution that interfirm networking has made to the
continued economic success of Silicon Valley has been demonstrated by the
comparison with Route 128, the high-technology district west of Boston that
emerged simultaneously with Silicon Valley (Saxenian 1994). Both these
localities were leading centres of innovation in electronics in the 1970s, but
Silicon Valley has proved to be the area of enduring vitality. In comparing the
reasons for their contrasting trajectories, Saxenian (1994) puts the emphasis
on Route 128’s domination by a few large companies that favoured
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internalisation and a traditional management hierarchy. In contrast, Silicon
Valley is depicted as a place built upon dense networks of social and professional
relationships and a fragmented industrial system integrated through informal
and formal practices and institutions. Among the informal linkages are the
close personal ties between key personnel working in different organisations,
created in part by the high levels of interfirm labour mobility and the creation
of new enterprise through spin-offs from existing businesses. The formal
connections comprise both the subcontracting and supply linkages and
participation in industry associations such as the Santa Clara Manufacturing
Group and the Semiconductor Equipment and Materials Institute. The former
addressed relations between industry and the local community while the latter
helped establish industry standards that provided a common technology
platform that integrated the efforts of individual firms.
‘Redundancy’, in the sense of the duplication of research and development
endeavours, is counted among the key strengths of Silicon Valley’s fragmented
industrial structure (Saxenian 1994: 43). Should one particular design or
technique prove unsuccessful the locality’s overall viability survives since there
are other firms working in the preferred technology. This helped avoid the
technology ‘lock-in’ that occurred in Route 128 as a result of its specialisation
in a single product (the minicomputer). Added to this has been Silicon Valley’s
ability continuously to recombine differently specialised resources by sustaining
high levels of new firm formation. Most companies and regions pursue a single
technical option and, over time, become increasingly committed to a single
technological trajectory. Silicon Valley, on the other hand, has generated a
diverse flow of technological and organisational alternatives that has avoided
‘lock-in’ to any one specialisation (Saxenian 1994: 112).
The capacity for renewal has its origins in four aspects of Silicon Valley:
first, the supply of entrepreneurs, which originates partly in the relative freedom
for individuals to leave existing organisations to establish a new business;
second, the resources to support new enterprise in terms of venture capital,
linkages to education and research establishments and to the resources and
networks of previous places of employment; third, the availability of specialised
inputs from independent suppliers arising from the general preference among
Silicon Valley firms to externalise activity; and, fourth, the geographical
concentration of a wide range of expertise as this greatly simplifies the
acquisition of external resources, facilitates information exchange and helps
maintain support for industry associations.
While there is now much research to demonstrate the significance of these
components to the vitality of Silicon Valley, the attempt to fashion other hightech clusters based on such ingredients has been unsuccessful (Luger and
Goldstein 1991; Massey et al. 1992). The challenges in converting the Silicon
Valley experience into a model of regional growth relate to several contingent
influences that have sustained this locality:
1

Technological instability. Silicon Valley has experienced changing fortunes
rather than unremitting growth. During the early and mid-1980s the locality
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was in recession as Japanese firms gained ascendancy in the semiconductor
manufacturing industry (Saxenian 1994: 89). This gave rise to the
interpretation of Silicon Valley as a ‘breakthrough economy’ which was
well adapted to pioneering innovation but was less well organised to
commercialise innovation (Florida and Kenney 1990). According to this
thesis, Silicon Valley was afflicted by ‘chronic entrepreneurship’ induced
by the preference of individuals, encouraged by the ready availability of
venture capital, to pursue projects individually rather than to commit
themselves to a larger organisation. The division between innovators and
manufacturers represented a weakness because it restricted the flow of
information on market trends to those involved in R&D. Japanese industry,
which combines elements of flexibility while also integrating design and
manufacturing within keiretsu organisations (see Chapter 5), had an
advantage in this regard, which contributed to its (temporary) usurpation
of the semiconductor industry from Silicon Valley. However, the advantage
of vertical integration proved short-lived as technological instability shifted
advantage away from equipment and product designers closely linked to a
single customer (Angel 1994; Chon 1997). Increased technological change
and sophistication of semiconductor production revived the advantage of
maintaining multiple linkages, encompassing competitors, customers and
suppliers. Dedicated buyer– supplier links of the type encouraged in keiretsu
groups lost advantage with the increase in technology instability, and this
helped the revival of Silicon Valley (see Chapter 6, Box 6.1).
2 Other technological characteristics. The initial impetus to spatial
concentration in Silicon Valley was encouraged by a number of features of
semiconductor technology. The basic technology was invented at the birth
of the industry, providing a core technology which small firms could acquire
at a reasonable price (Freeman 1982). This is unlike the case of
biotechnology, for example, which is characterised by a number of common
theoretical principles that hold the industry together in the research
laboratory, but which do not offer a basic core technology suitable for
widespread modification into commercial products that can support large
numbers of new firms (Oakey et al. 1990). In the early phases of the
semiconductor industry, university basic research lagged behind the work
done by industry (OTA 1984; Daly 1985). This was an inducement to
concentration because university expertise tends to be highly dispersed
whereas industry investment is comparatively mobile, enabling it to
concentrate around an initial centre of expertise (Sharp 1990). The
semiconductor and electronics sector was also characterised by a
comparatively short lead time between the conception of an idea to the
successful first sale of products and services. A new company such as Apple
Computers was able to exploit a small ‘time window’ created by the
hesitation of industry leaders, such as IBM, in accepting that a mass market
potential existed for computers (Oakey et al. 1990). The ability of Apple
Computers to obtain the new technology and rapidly earn profits allowed
the new company to become a significant competitor before established
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companies were able to react. In biotechnology, on the other hand, large
firms have been able to maintain a ‘watching brief’ on the growth of
prospective firms with the security that, in the advent of a breakthrough
being made, the new company is likely to need a large-firm partner to
realise the potential of their discovery (Oakey et al. 1990). The slow
achievement of profits and the surveillance that large firms can maintain
over small biotechnology counterparts are likely to stifle the emergence of
an ‘Apple Biotechnology’ or an equivalent agglomerated growth region to
Silicon Valley.
3 Greenfield location. Silicon Valley developed around its emerging hightechnology cluster unimpeded by conflicting affiliations and priorities. This
had at least three advantages. First, Silicon Valley entrepreneurs, lacking local
roots or family ties, developed shared identities around the project of
advancing a new technology. Saxenian (1994: 61) contrasts this with the
case of Route 128, where social relations were built around the extended
family, the church, local schools, tennis clubs and other civic and
neighbourhood associations. Consequently, Silicon Valley was relatively free
of intervening loyalties that might impede technological advancement,
particularly contributing to the open labour market. Second, it minimised
the negotiation needed between industry and community priorities, although,
as reflected in the formation of the Santa Clara Manufacturing Group, this
was not avoided entirely. Third, it assisted experimentation in organisational
forms, particularly in the encouragement of participatory work cultures, which
characterise many of the locality’s successful enterprises, because of its isolation
from traditional management structures. New work practices, as well as having
a direct benefit, facilitate a responsiveness to employee preferences that is
important when recruiting scarce, high-value labour skills.
4. Locality reputation. The early breakthroughs achieved in Silicon Valley,
together with its ongoing growth, have given a cachet to being part of the
cluster that is not matched by other locations. While economic forces such
as the high cost of real estate and labour might have encouraged some
dispersion of activity, the locality continues to exert a powerful attractiveness
to investors and individuals. In the context of an industry in which skilled
workers are internationally in short supply and risk capital at a premium,
the incentive to relocate has been constrained. A further reason for this is
that individual companies within the cluster are to a significant degree able
to trade on the basis of their location and personal contact networks. This
reduces the need for large investments in individual company marketing,
an important influence maintaining the willingness to engage in cooperative
business relations and to support the industry community as a whole.

Conclusion
After a period of enthusiastic appreciation, scepticism is growing over the
value of ‘industrial districts’ as a sustainable basis for small-firm development.
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Based on the Italian experience, three development trajectories have been
viewed as the fate of industrial districts (Cooke 1996). One possibility is that
districts become a resource to be quarried by large external firms which absorb
the creativity and innovation of former participants in the district within their
internal corporate structure. This has, for example, been part of the experience
in Route 128 as well as in some Italian and Japanese districts, particularly
those which were integrated within a larger urban economy. It is also a process
that has cut off the growth of any incipient biotechnology cluster to any scale
of international prominence. A second possible development path is that
districts evolve into centres of marketing and design expertise with production
capacity increasingly dispersed. As in the adjustment strategies adopted by
firms in Emilia-Romagna, shifting of production capacity is a readily accessible
option when market conditions turn against the advantages of a concentrated
cluster. On a larger scale, the shifting of technological advantage between the
integrated production strategies in Japan and the disintegrated organisation
of Silicon Valley suggests that the viability of a ‘post-industrial’ cluster depends
partly on continuing instability in technology and designs. The third scenario,
which as yet exists only at the level of advocacy, is for a reinvigoration of the
district through public policy intervention. Here the argument is that
weakening of the district can be prevented through investment in ‘regional
innovation architecture’ such as technology centres, information networks,
training institutions and business support services. The case for this intervention
depends on acceptance that it is the internal workings of the district that
bring it strength. The changing fortunes of industrial districts highlight the
fact that market and technology conditions set externally also condition the
performance of a district and that intervention when macroeconomic
conditions are shifting against districts is unlikely to bring sustainable results.

5

Organisational networks

A large range of business networks are held together through relations of
ownership, investment or shared membership. Whereas some of these networks
have been subject to extensive investigation, notably the case of Asian business
groups, joint ventures and strategic alliances, others remain relatively neglected.
One little commented upon organisational network involves the delegation of
collaborative activities to trilateral associations or federations. The willingness
to relinquish control over certain activities to the management of the association
makes this form of network different to the usual practice in cooperative activities,
where control remains with the firms themselves. This devolution can mean
that the network has little direct influence on member operations and rather
focuses its influence on the institutional and regulatory context of the group,
but this action may not be without its significance. One use of associations, as
described in the case of Japan’s textile industry (McNamara 1995), has been to
enforce industry rationalisation programmes, a role that can be important in
securing the long-term survival of production. In addition to comparatively
neglected network forms are systems that are the subject of much research but
typically not because of interest in their network characteristics. Franchising is a
case in point. This business form has primarily been investigated with respect to
its marketing and contractual arrangements and, although the latter closely
specifies the expected relationship between the franchise holder and franchisee,
scope for cooperation and the diffusion of expertise exists.
Across a potentially wide subject area this chapter seeks to highlight the
more neglected network organisations which, in the case of the association,
can be further justified by the public policy interest in the association as a
vehicle for developing business interest in cooperation. Nonetheless, given
their importance in some of the most rapidly expanding economies of the last
few decades, the chapter commences with a review of Asian business groups.
The revised outlook for the East Asian economies post 1997 gives this review
added significance. One immediate result of that region’s currency crisis has
been increased questioning of the role of business groups, with some
commentators viewing them as at least a contributory cause of the economic
collapse (Brittan 1997; Lehmann 1998). Others argue that the economic
crisis has underlined differences between the East Asian economies, including
their business networks (Poon and Perry, 1998). Reflecting the latter argument,
this chapter emphasises the importance of evaluating business group
performance in their societal and business context and of distinguishing
between different organisational forms. In addition to associations and business
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groups, other organisational networks examined in the chapter are strategic
alliances, concentrating on small-firm participation in such partnerships, and
franchising.
Business groups
As examples of networks, business groups have been distinguished as sets of
firms that are integrated neither completely nor barely at all (Granovetter
1994: 455). This partial integration includes the persistence of operational
and personal ties among businesses within the group, which generally excludes
the case of conglomerate firms and holding companies as examples of business
groups. In these excluded cases, there may either be little operational
connection between the constituent businesses or near-total absorption in the
parent organisation. Principal cases of business groups are the keiretsu in Japan,
the chaebol in Korea and the family business groups in Taiwan, but the
phenomenon is wider than this, being also a feature of business organisation
in Latin America (Strachan 1976; Camp 1989; Hoshino 1993), Thailand
(Suehiro 1993; 1997), parts of Europe (Goto 1982) and South Asia
(Encarnation 1989). What these examples have in common is the possibility
of a long-term association, involving business and personal ties, among a
diversity of firms between which there is a high degree of trust and preference.
Beyond their broad structure there is a great deal of variety among business
groups. Granovetter (1994) distinguishes the following dimensions along
which differences exist: ownership relations, basis of cohesion, authority
structure, incorporation of moral values, financial resources and state relations.
Ownership relations
Business groups are composed of legally independent firms but with varying
degrees of overlapping ownership. In some groups, a single family or several
families may own a controlling share of all companies. This is typical of Korean
chaebol such as Hyundai, LG (formerly Lucky Goldstar), Samsung and Daewoo
and gives these groups a strong collective identity. In many other cases, the
common ownership may not be apparent to external parties nor may the shared
ownership lead to the operational integration of the business group, as in the
case of many small-firm networks in Taiwan. Ownership may be held through
one or a series of operating companies controlling a share of other companies,
or a holding company may be set up for this purpose. In some cases, the
overlapping equity holdings can produce organisationally complex groups, as
in the case of the large Chinese conglomerates that have emerged in South-East
Asia during the last few decades, where the desire to avoid tax and keep a low
profile has produced particularly Byzantine structures (Koike 1993). At the
other extreme, groups may exist without ownership links, as with the small-firm
networks traditionally associated with Italy’s industrial districts. In the Italian
case, the scale of enterprise, often comprising small artisan operations, may be a
barrier to taking an ownership stake (Granovetter 1994), but perhaps more

Organisational networks

117

significant has been the wish to remain free of the regulatory and taxation
demands placed on larger ownerships (Lazerson 1988). As well as the extent of
ownership integration, groups may be distinguished by the degree of ownership
symmetry. Ownership dispersion is characteristic of Japanese groups, in which
firms hold a share of each other’s equity. This provides the basis for sustaining
priority in trading between members of the group and protecting a large share
of equity from possible takeover by outside investors (Gertler 1992).
Basis of cohesion
A business group is distinguished from other financially linked entities by the
additional solidarity of social and personal ties among its key business managers
and owners. This links the characteristics of groups to locality attributes such as
religion, social structures and settlement histories. The specific source of cohesion
may differentiate group structures, as reflected in the comparison between business
groups in Taiwan and Korea. In both cases, groups are family owned but in the
context of different social structures that have produced much greater concentration
of ownership in Korea than in Taiwan. Korean chaebol comprise big vertically
integrated industrial groups encompassing entire commodity chains, whereas
Taiwan’s business groups predominantly occupy niches within a commodity chain
and exhibit a low degree of internal integration. In this case, patterns of inheritance
and the ability of social elites to obtain the loyalty of non-kin are said to have
supported the concentration of economic wealth within Korea, encouraged by
political action to strengthen the position of selected families (Hamilton and
Feenstra 1995). On the other hand, a wide variety of sources of solidarity exist in
the regions of the Third Italy, including the Catholic Church and the Communist
Party. These contexts have been regarded as essentially neutral in shaping business
organisation beyond their general role in enabling economic life to proceed on
the basis of mutual trust (Trigilia 1990). Thus, rather than searching for the
particular consequences of different sources of solidarity, the origins of cooperation
are perhaps most significant through their impact on the long-term stability of
cooperation. Business groups founded on ethnicity, for example, may be weakened
by the racial group becoming a target of suspicion and negative discrimination or
through the impact of gradual racial assimilation that reduces the solidarity imparted
by ethnicity (both forces that are potentially weakening overseas Chinese business
groups; see Chapter 3). It is suggested that some business groups deliberately
cultivate multiple bases of solidarity, as in the case of Indian business houses,
which frequently exhibit strong social ties through shared family, caste, religion,
language, ethnicity and region as well as financial and operating linkages among
affiliated companies (Encarnation 1989).
Authority structure
Business groups may be divided into those tending towards hierarchical control
and those which involve horizontal connections between businesses of
comparatively equal authority. This contrast is evident in the case of Korean
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chaebol and business groups in Japan (Min Chen 1995). The former are
examples of groups with a pronounced vertical chain of control, often exercised
by a single family that occupies all or at least most top positions in affiliated
companies. The tendency for autocratic control within chaebol has tended to
mean that the status of senior professional managers has been low compared
with that of family office holders. A consequence has been high rates of turnover
among professional staff and the reliance on external appointees rather than
home-grown staff to fill top positions (Biggart 1991). A rigorous work regime
inside the group has spilled over into the rivalry between groups. Thus, in
South Korea, trading between business groups is generally avoided, as is the
sharing of suppliers or subcontractors; in the case of the large auto companies,
the rivalry even extends to bans on workers driving a competing company’s
car into the factory car park (Amsden 1989: 130). In Japan, horizontal ties
among companies affiliated to a group are a feature of group organisation. An
example of this is the use of a council made up of the leaders from individual
firms, known in larger groups as the Presidential Club (Min Chen 1995: 170),
to coordinate individual company strategies in the interests of the group as a
whole. In addition, there may be exchanges of directors and integration
through the influence of a bank that serves all firms in the group. Differences
in status remain between firms in a Japanese business group, but decision
making is intended to provide for the development of consensus and
consideration of the collective benefit to the group over the interests of
individual powerful firms (Orrù et al. 1991: 387). Cross-group participation
between subcontractors and suppliers is also possible in Japan, sometimes
linking a firm to groups that differ in their authority structure, and providing
for a high degree of cooperation across the economy as a whole (Granovetter
1994: 465).
The authority structure may be linked to the origins of the group. One
possibility is that groups are created by a single firm, by setting up or investing
in other firms or by establishing trading linkages to firms that remain legally
unaffiliated or through a combination of these strategies. Another option is
that business groups develop through the agreement of alliances between
leading firms as each seeks to extend the reach of its investments and activities.
The former origin is most readily susceptible to vertical control, whereas in
groups formed through the coalition of roughly equal partners there is a greater
likelihood of horizontal control, although the possibility exists in both cases
of significant organisational change as the group gains experience.
Incorporation of moral values
Groups can be differentiated according to the extent to which their affiliates,
and the larger business community, accept adherence to a moral code that
accentuates values of fair play, community responsibility and mutual obligation.
Group strategy is at risk of being undermined by the opportunism of maverick
businesses (McNamara 1995), or by renegade speculators (Granovetter 1994:
467). Adherence to norms of behaviour other than profit maximisation is
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often thought to distinguish Japanese business groups. A reflection of this is
the expectation that all businesses are bound by role expectations that, for
example, prevent the abuse of purchasing power by large firms over their
subcontractors (Orrù et al. 1989; Sako 1992). This sort of claim is open to
question. As discussed by Granovetter (1994), the adherence to shared values
might be driven by selfish economic motives, for example on the basis of a
judgement that in certain economic conditions protecting subcontractors
makes economic sense. Some evidence for such rationalisation at work might
be taken from the unravelling of subcontractor ties that is occurring as Japan’s
economy has been hit by recession in the 1990s (see Chapter 6).
Financial resources
One interpretation of the origins of business groups is that the sharing of
financial resources among affiliates is a substitute for an external financial
market. This argument arises because business groups have tended to remain
strong where external financial markets remain weak and because business
groups vary according to their control over financial resources. Without a
bank or other financial organisation, kinship-based groups that depend
primarily on their own resources remain comparatively restricted in scale.
Korean chaebol, which as noted above comprise major concentrations of linked
business activity, have expanded without their own financial firms of significance
and with limited capacity to support affiliated firms. Chaebol groups have
instead relied on external finance, primarily from government sources, to
expand production and diversify business activities in the context of an
economic system that has been heavily state directed (Wade 1990). Since the
1980s, groups have sought to break this dependency and build up their own
finance companies (Min Chen 1995: 177). In the case of large business groups
in Japan, almost all are organised around in-house banks and insurance
companies. These have served to promote the growth of member companies
through financial assistance and low-cost capital and partly account for the
larger scale of groups in Japan compared with Korea.
State relations
Business–state relations tend to be of more significance in the case of groups
than in the case of individual companies. From the state’s perspective, the
economic power of groups may provide concern to regulate group activities
or it may generate interest in exploiting their resources. From the group’s
perspective, state protection of its interests might be sought to safeguard their
monopoly status. The form that groups take is greatly influenced by the relative
strength of these concerns. In Indonesia and Korea, business groups have
been organised around state-granted privileges, which has encouraged the
concentration of activity in large centralised business groups. In the case of
Indonesia, a two-way dependency has operated. On the one side, business
groups are owned predominantly by the Chinese, who have had a need for
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political protection on account of being a racial minority who are periodically
the focus of community resentment. On the other side, leading politicians
have sought to participate in the benefits of the monopolies, licensing,
government contracts and other permissions that they bestow by concentrating
the allocation of opportunities on a few trusted business leaders who can be
relied upon to reciprocate their patronage (Robison 1986; Hill 1996). In
Korea, following a military coup in 1961, the chaebol were weakened by the
loss of their previous political patron and then came under strong state direction
to meet the economic development targets of the new government. Many of
the contemporary characteristics of chaebol developed under this direction,
including their large size, diversified activities, incorporation of heavy industry
and centralised control, being either mandated by the state or a necessary
response to its demands. In the chaebol case, the competitiveness between
groups assisted state direction of group activities as the intense rivalry between
groups was a barrier to the development of coordinated opposition to state
direction. This rivalry also has to be considered as a cause for state direction
given the potential for the duplication or concentration of resources in conflict
with national development priorities (a danger that eventuated in the late
1990s).
Business groups in Asia
The business group has been a core institution within newly industrialised
nations in East Asia (Amsden 1989; Powell and Smith-Doerr 1994: 388).
These groups, as is evident from references in the above summary, exhibit
different organisational characteristics. The changing performance of the Asian
economies in the late 1990s provides the opportunity to examine the
responsiveness of groups to new environments and the dependencies that
they have relied upon for their past effectiveness. This section continues by
reviewing these experiences in the case of the three major variants of business
groups in East Asia, namely those found in Japan, Korea and Taiwan.
Business groups in Japan
Two main types of business group have been of importance in Japan, the
remnant zaibatsu (also known as gurupu or financial keiretsu) and keiretsu (or
capital keiretsu) (Dore 1987; Sayer and Walker 1992; Min Chen 1995). The
zaibatsu began to form in the late nineteenth century, were dismantled by the
occupation government after the Second World War, but then subsequently
partly reformed. The four largest of the reformed groups are Mitsubishi,
Sumitomo, Mitsui and Yasuda. These groups collectively account for about a
quarter of all businesses in Japan. They were originally kinship-centred groups
but obtain their contemporary distinctiveness less through their ownership
than through their diversification, which seeks to retain a ‘finger in every pie’.
Keiretsu typically operate one company in nearly all large business sectors,
including a bank and a trading company. Compared with the pre-war keiretsu,
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rather than hierarchical family control the groups today are integrated through
interlocking ownership. These headless groupings act to protect each other
from takeover and spread risk by giving each a stake in the survival of the
others. Each has a Presidential Club, but its sphere of influence is limited to
issues that affect the group as a whole, thus generally avoiding intervention in
the operations of individual companies. The ability to pursue long-term
investment and market development strategies is thus assisted by the
containment of maverick competitors and the funding of activities primarily
from low-interest bank loans obtained from their linked banks. Despite these
advantages, the groups have weakened as a share of the Japanese economy,
being poorly represented in new, fast-growing industries.
The keiretsu consist of big firms and their associated supplier and
subcontractor firms that encompass the value chain ending in the assembly of
finished goods. Examples of these include Toyota, Sony, Hitachi and
Matsushita, each comprising their characteristic pyramidal tiers of linked
enterprises. Linked businesses are primarily integrated through relational
contracting (see Chapter 6) between independent enterprises, although there
may be some shared ownership between companies as well. The degree of
self-containment within keiretsu has tended to reduce as firms, usually those
at the higher tiers, increasingly supply several keiretsu, a pattern that has always
existed in some industries and in others is being encouraged by the customer.
The internal market nonetheless remains dominant and has emphasised the
hierarchical nature of business relationships within the keiretsu in which the
larger firm initiates the production process. One advantage obtained by these
groups is the ability to exert pressure down the supply hierarchy to encourage
a constant striving for improved performance, enabling the lead firm to
maximise the benefits of using external suppliers for component manufacture.
The other side, somewhat relieving the pressure on suppliers, is that linkage
to a larger firm enhances the supplier’s reputation compared with an unattached
small firm. This can help small firms within keiretsu to attract high-quality
labour whose skills become a basis for independent market growth. It was
primarily from the early 1960s that keiretsu relations started to form when
Japanese industry strategy shifted from competing on the basis of lower cost
to an emphasis on quality and technology advantages. Within this supportive
environment, the largest suppliers have gradually grown in their technological
capacity, in some cases even becoming MNCs in their own right.
Japanese business groups have felt the need for reform since the collapse of
the ‘bubble economy’ and especially as the recession of the early 1990s
intensified during that decade. Three main weaknesses may be identified:
1 The success with which interlocked business groups kept foreign investors
out of Japan has become a weakness to the extent that success in an era of
globalised business depends on an internationalised workforce. With limited
skills in cross-cultural management, the organisation of overseas operations
has often been inefficient and highly reliant on home country staff. In the
early 1990s, for example, for every American manager appointed to the
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European subsidiary of a US multinational, the equivalent number for a
Japanese subsidiary was seven (Lehmann 1998). These inefficiencies have
been particularly important since the internationalisation of investment has
been a principal response to the increased value of the yen from the mid1980s, both to overcome trade barriers and to access lower production
costs than existing in Japan (Bartlett and Yoshihara 1998).
2 A further weakness that has emerged in Japanese business groups is a result
of the concentration of decision making in a small group of top executive
directors. Such a control structure is possible because individual businesses
within groups enjoy comparative protection from outside surveillance, a
situation preferred by top executives to provide for quick decision making
(Masaki 1998). The control of authority has tended to increase with the
economic pressure on companies. The collapse of the bubble economy has
subsequently exposed how such control had resulted in dubious and
sometimes illegal practices, such as the improper acquisition of capital, real
estate deals that harmed the interests of the company and shareholders,
bribery of government officials and illegal donations of money to politicians.
These problems may be seen as indicative of the costs of the lack of
transparency in and scrutiny of decision making during a period of economic
stress (Masaki 1998: 136). The gradual liberalisation of financial markets,
taken further with the ‘big bang’ reforms of March 1998 (Tett 1998), has
allowed companies greater access to equity finance, which may bring with
it the greater need to accept increased accountability. During the 1980s
this had started to result in a modest decline in the relative importance of
cross-shareholding within enterprise groups, but in the 1990s the traditional
ownership features of the large business groups have tended to revive (Masaki
1998).
3 With respect to buyer–supplier relations, the keiretsu provided a stable
environment in which to pursue improvement and obtain industry
commitment to a particular product and market development strategy. In
this context, a narrow measurement of performance tended to be the focus
of attention, such as the rate of change in productivity and input costs,
reflecting the assumption that success was about gradual incremental change.
The global assessment of performance, such as the rate of return on capital
or other financial measures, tended to be overlooked (Sabel 1994). This
gap becomes critical where there are breakthrough shifts in technology
that generate large jumps in performance: the assumption that evidence of
improvement against a historical benchmark is sufficient to monitor
performance falls when that benchmark becomes redundant. Such a
weakness has become a problem of the keiretsu structure. In the machine
tool industry, Japanese manufacturers succeeded in building better and
better products but tended to overlook how customers were increasingly
favouring a mix of technologies from multiple sources. In turn, this required
that competitor products had compatible operating systems, unlike Japanese
products, which were designed for integration only with their own
equipment (Sabel 1994: 144). Integration between equipment
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manufacturers assumes priority in the context of technological change (see
Chapter 4 for a discussion of this in the context of Silicon Valley). Moreover,
the intensification of international competition faced by Japanese producers
has raised the need to seek new levels of cost reduction at the expense of
the main advantage of the keiretsu framework. To achieve savings in the
cost of component production and subassembly, the economies of largescale production are encouraging consolidation of supplier networks and
greater use of common main parts that suppliers can sell to numerous
customers (Masayuki 1998; Masayoshi 1998). At the same time, smallparts suppliers that had been dependent upon parent companies are
strengthening their own product development abilities as part of their search
for an independent customer base (Chapter 6, Box 6.3). The process of
adjustment can, however, be difficult for firms whose linkages have
previously been controlled by a vertical hierarchy, given the limited
opportunities this afforded to development business connections
independent of the dominant customer (Numazaki 1998).

Korean chaebol
The chaebol (or money cliques) differ from the keiretsu groups by being younger
and smaller, with the oldest zaibatsu (Mitsubishi) being around 20 times larger
than the longest established chaebol (Samsung). As a proportion of the Korean
economy, however, the chaebol are much more significant than business groups
in Japan. By the mid-1980s, the top 30 chaebol accounted for over 40 per cent
of manufacturing sales and close to 20 per cent of manufacturing employment
(Song 1994). The comparative age is one influence behind the persistence of
family ownership among the chaebol. The average family share of chaebol equity
is 30 per cent, with the proportion generally higher in larger groups, and with
around 30 per cent of senior executives of the top 20 chaebol being family
relations of the owners (Min Chen 1995). Samsung, the first group to introduce
a competitive recruitment process, is an exception in its high reliance on outside
executives, but even so family members retain control of key positions (Chang
1988). Moreover, the chaebol typically have a powerful management centre
that oversees the group as a whole and has the authority to intervene in the
activity of individual companies. A further difference from the keiretsu is that
the chaebol operate without in-house banks or diversified trading companies.
As noted above, the chaebol have little financial capacity to support affiliated
companies and have been heavily reliant on external finance subject to
government direction as to the areas of investment to be prioritised. They
have also relied heavily on imported technology from Japan (Hatch and
Yamamura 1996).
The chaebol have been instrumental in building a Korean economy with a
high degree of vertical integration in its industry specialisations of automobiles,
VCRs, computers, television sets and other ‘big-ticket’ consumer products.
Internalisation of transactions within groups is higher than the average in
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American corporations, with groups typically spanning raw material processing,
component manufacture and final goods assembly (Hamilton and Feenstra
1995). These groups have provided a vehicle for rapid industrialisation based
on economic specialisation, economies of scale and exporting. Compared with
the keiretsu, they have operated without their own subcontractor network;
instead they have relied on importing intermediate components from Japan
(Hatch and Yamamura 1996: 88). Their existence has depended on political
support that has given them priority in national resource allocation and
acceptance of the consequences of their monopoly power on small enterprise.
This support arose in the context of the country’s drive to escape poverty and
to overtake and outperform North Korea, and from a belief that its own lack
of natural resources and technology was best overcome by building large
conglomerates (Song 1994: 116).
The viability of the groups has depended on their ability to increase market
share in international markets so as to make full use of their expanding industrial
capacity. The limits of this ability were dramatically breached in 1997. The
extent of industrial overcapacity became apparent as a number of conglomerates
declared their insolvency and the subsequent currency devaluation amplified
the indebtedness of all groups (Poon and Perry 1998). It has been argued
that the degree of insolvency revealed by the collapse of 1997 overstates the
recklessness of companies (Wade and Veneroso 1998). According to this
defence of chaebol, the high rates of debt are partly a reflection of the
comparative low use of equity finance and, in turn, this is partly a product of
high rates of savings by individuals, which generate cash-rich banks for
commercial lending. On the other hand, the actions of chaebol themselves
cannot be entirely overlooked. Chaebol rivalry and use of offshore finance,
outside of government regulation, amplified the scale of corporate insolvencies
that triggered the country’s currency crisis. In November 1997, South Korea
sought standby loans of US$20 billion from the IMF to ease its debt crisis;
the agreement signed with the IMF on 3 December provided a total assistance
package of US$57 billion (Burton 1997). As part of the conditionality of
these loans, reforms of the chaebol are being demanded as a necessary part of
reviving the economy and to provide international investors with access to the
Korean market. Among the demands being made are greater transparency in
the operation of chaebol, such as the publishing of consolidated financial
statements, greater accountability to shareholders, disposals of some businesses
and making individual companies responsible for their own loan guarantees
rather than using the assets of other companies (De Jonquières 1998). In
Korea, the corporate debt to GDP ratio is of the order of 30–50 per cent
higher than the corresponding figure in the USA (Wade and Veneroso 1998).
In the wake of the crisis, the Korean government set a target debt to equity
ratio of 200 per cent for chaebol compared with the prevailing 350 per cent in
1998. The aim was to achieve the target within 12 months, whereas the LG
group estimated that at least five years would be required to achieve this change.
Poor management information systems are part of the problem, making it
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hard, for example, to value assets and define the core strategic businesses as a
prelude to disposal of other interests (De Jonquières 1998).
Taiwanese business groups
Taiwanese business groups, or guanxichiye (related enterprises) are smaller
than the previous examples. Comparing the top 50 chaebol and top 50 business
groups in Taiwan in the mid-1980s, the latter had five times less sales revenue,
three times less asset value and 60 per cent fewer workers but encompassed
only a marginally smaller number of firms (552 compared with 494) (Hamilton
and Feenstra 1995: 70). The Taiwanese business groups typically occupy a
niche role within part of one or several commodity chains, supplying
intermediate products and services to other Taiwanese businesses for eventual
incorporation within an export. The exception to this is the presence of a few
integrated groups in the manufacture of some electrical and electronic products.
The predominant niche characteristic of groups in Taiwan nonetheless remains
and is reflected in the low rate of internalised transactions: one estimate, based
on 1988 financial data, is that among the top 96 business groups internalised
trade averaged 4 per cent of total sales, compared with closer to 33 per cent in
the case of the Samsung chaebol and an average of 17 per cent among the top
50 chaebol (Hamilton and Feenstra 1995: 75).
Taiwan’s business groups are held in place by family ownership: 84 of the
top 97 groups were family owned in the early 1980s, of which around a quarter
were vested in a single head of family while the balance were owned by multiple
family members (Hamilton 1998: 50). Where multiple family members are
involved, this is mainly limited to one of three combinations: fathers and sons,
brothers or brothers and sons. Although the family enterprise is associated
with a drive for economic independence, it also generates processes conducive
to the formation of groups (Box 5.1). Three further characteristics distinguish
the operation of these groups:

Box 5.1 Family business and group formation in Taiwan
The Chinese family as an economic unit is an alliance of relatively autonomous
branches. A son can and often does run his own business and keep earnings
to himself. Some contribution to the family fund may be required, but otherwise
his profits are his ‘private branch money’. The relative autonomy of the branch
provides sons with incentives for independent business activities. This
freedom results in risk spreading between the family and branch businesses.
It also encourages business partnerships, as typically the son will need to
supplement his limited branch fund with the resources of other persons. To
spread their risk, sons may invest in several different partnerships and further
extend the integration between businesses and the development of business
groups.
Source: Numazaki 1997
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1 The tendency to accumulate assets in unrelated activities through a process
of opportunistic expansion. After the establishment of the core business
other assets are added according to their individual potential and the interest
of family members to manage them. Thus, Hamilton (1998) regards it as
not unusual to find a group comprising such unconnected activities as
textiles, pig farming and magnets (also see Box 5.2). The conglomeratelike structure is reinforced by the tendency to start up new businesses rather
than expand an existing enterprise.
2. Firms in a group tend to be managed separately from other firms in the
group. The managers of a firm may be professional appointees, rather than
a family member, and their role is restricted to the day-to-day management
of their business, leaving control of the group as a whole with the owners.
This duplication of management positions can lead to key people within
the group overseeing multiple companies, a further contrast with the practice
in Japan and Korea, culminating in a tight inner circle of control.
3 The formal ownership group can be extended by guanxi links (Chapter 3,
Box 3.5) to independent businesses. These connections are used for both
business transactions and investment capital. They may also involve some
shared ownership of individual businesses, although typically one of the
partners is trusted to take charge of running the jointly owned enterprise.
These external connections are a necessary part of the maintenance of the
family ownership as they enable a wider mobilisation of resources, market
and political connections than can be mustered by family alone (Numazaki
1993; 1997). The investment capital used by all but the largest Taiwanese
firms typically comes from retained profits (45–55 per cent) and from family
and guanxi associates (30 per cent), with little use of formal financial markets
(Hamilton 1998: 60).

Box 5.2 The Tainanbang guanxiqiye
The Tainanbang is a business group formed by a band of entrepreneurs who
originated in the Tainan area of Taiwan. The group dates back to the 1920s
and the gradual accumulation of business interests among two families. These
families became business partners as the original business owners recruited
members of the other family to senior positions in their businesses, with this
initial recruitment having been influenced by a shared place of origin. The
group’s business interests were first in clothing stores, in which members of
the two families participated as either owners, investors, managers or loan
guarantors. A significant expansion came in the mid-1950s, when one of the
families sought to acquire a licence to operate a spinning mill. This project
was realised by combining resources from the two families with the addition
of a third person, a politician needed to lobby for their application. This person
was initially a stranger who had been selected to give his support because
his common ancestor and
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village origin to one of the families was presumed to be an incentive for
his allegiance to the project.
By the early 1980s, the Tainan Spinning Group comprised 27 companies.
The original two families concentrated on setting up businesses linked to
textiles and clothing. Diversification came mainly through a few trusted
employees, who were assisted to implement their own business aspirations.
The main diversification was into food and building products, with these
businesses becoming the centres of their own groups as well as retaining
links to the Tainan Spinning Group. In the early 1990s, the Tainanbang’s
three main corporations were in textiles, construction and food. The companies
within the group are kept together through overlapping ownership and
interlocking directorships. A small number of family members, plus two exemployees who have risen to positions of ownership, control all senior
positions in the three corporations, but apart from this overlapping control
there is no overall group integration. Individual companies have overlapping
directors, with a small group of people appearing in different permutations,
but employed managers are solely responsible for one business. The group
therefore has a structure akin to a banana bunch: linked together at the top
but with a separate identity to each company.
Outside the group, investment and personal associations have established
connections to other business groups. Membership of the wool weavers’
trade association, a government-sponsored group, resulted in a Tainanbang
firm joining a wool-weaving joint venture set up by the association. A family
owner of two of the Tainanbang’s major corporations is a member of a tongnian
network, comprising entrepreneurs and senior officials born in the same lunar
calendar year. A number of investment projects have been established with
partners from this network. A separate joint venture selling electronic goods
was added to the group’s interests at the instigation of the partner in the
venture. That partner had set up the venture to handle a product that competed
with their main product line. Associates of the Tainanbang now hold
directorships in the joint venture companies as ‘silent partners’, a crossinvestment that reflects the willingness to engage in partnerships with
outsiders, providing their personal standing can be established.
Source: Numazaki 1993

These attributes have imparted a number of strengths to Taiwanese business
groups, the most important of which is the speed with which firms can make
investments in new activities, often unrelated to their existing business (see
Chapter 6, Box 6.7, for an example). This is facilitated by the ability to mobilise
investment resources through the network of personal contacts and through
the information-rich environment provided by guanxi connections.
The adaptability of business groups is enhanced by the use of subcontracting
to minimise the investment and skills required to enter new activities, and
eases the burden of downsizing existing activity. In the context of Taiwan’s
economic niche in the international economy, this speed in diversifying assets
has been important. As the next chapter discusses, the expansion of Taiwan’s
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economy has primarily been built on its incorporation within ‘buyer-driven
commodity chains’ controlled by foreign multinational brand marketers. These
connections have provided opportunities for an agile manufacturing system
that is able to cope with the market fluctuations of cost-competitive and fashionconscious industries. The high status that Taiwan has attained with its
international customers is, in turn, partly a product of the entrepreneurial
climate of Taiwan. This is distinguished both by the intensity of ambition to
be an independent entrepreneur (Hamilton 1998) and by the
internationalisation of its entrepreneurs (Lehmann 1998). That
internationalism is reflected both in willingness to accept foreign investment
and in the Westernisation of the business class as reflected, for example, in the
extent of overseas education and work experience.
Business groups have contributed to Taiwan largely avoiding the currency
turmoil of 1997–98 because its system of numerous entrepreneurs and smallscale production has avoided the levels of indebtedness, overcapacity and
‘cronyism’ that have beset other types of Asian business group (Ranis 1998).
But their operation has depended on the acceptance of a subordinate role
within international commodity chains that is partly an outcome of a particular
political heritage. The Chinese Nationalist government that took hold of
Taiwan after the rise of communism in China has ruled over an island split
between ‘mainlanders’ (settlers arriving to escape communism) and the original
Taiwanese residents (‘islanders’). The Nationalist government mistrusted
islanders, who thus became excluded from government, big industry (which
is either owned or regulated by the state) and loans from state-controlled
banks. Relying on their own resources and foreign capital has thus been the
only route for islanders who refused dependence on their own government
(Numazaki 1993: 508).
Industry associations
Networks of firms can be coordinated by third-party associations or federations
(Provan 1983), established independently of any one company, with powers
to aid, abet, guide and cajole participating businesses (Sayer and Walker 1992:
136). One perspective has tended to dismiss this form of network as being
merely a predatory lobby that uses political pressure to extract returns that
cannot be achieved directly through the market [see Sabel (1994) for a
discussion of this viewpoint]. Their significance has similarly been questioned
on the grounds that industry associations primarily address matters that do
not impinge on the immediate operations of individual companies (Granovetter
1994). This perspective is appropriate in that an important function of
associations is to lobby and to educate members about regulation affecting
their industry. In the context of a small industrial economy such as New
Zealand, for example, industry associations have been active across most sectors
of the economy but primarily in lobbying for the maintenance or strengthening
of industry protection (Box 5.3). A more proactive role is possible for industry
associations, as demonstrated in the case of Japan and Germany and also as
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advocated in New Zealand (Crocombe et al. 1991), with some positive
outcomes (see Chapter 7).

Box 5.3 Industry associations in New Zealand
New Zealand has a high density of industry associations comprising groups
that fall into one of three types: (i) industry representation, such as the
Association of Consulting Engineers; (ii) an umbrella group for other national
and regional associations, such as the New Zealand Fruitgrowers Federation;
and (iii) specialist bodies with a specific remit for marketing, education or
exporting, such as the Raspberry Marketing Council. Based on a sample of
44 such associations it was found that:
• Their primary purpose was the ‘protection or promotion of member
interests’ particularly with respect to relations with government. As such,
they were judged to be poorly positioned for dealing with change, reactive
and ‘bastions of the status quo’.
•
Membership was primarily voluntary and not subject to tight entry criteria.
In only one case did the association control access to the industry,
while in a few cases the association was funded through compulsory
levies on all members of an industry.
• Generally there were 25–500 registered members of each association.
Irrespective of the membership number, the communication with the
membership was predominantly one way, from the association to its
members, typically through a newsletter.
• Organisations had a staff secretariat, although in almost a fifth of cases
there was only one paid employee and there were rarely more than 10.
Membership participation in the running of the organisation was either
through elections to an executive committee or, in the case of
associations with statutory authority, through nomination of members
subject to approval by a government minister.
• In terms of the time devoted to different activities, the three main activities
undertaken by associations were: (i) information dissemination to
members; (ii) development and monitoring of industry standards; and
(iii) representation to government. Few associations showed evidence
of a strategic orientation, as reflected, for example, in the possession of
a mission statement.
• Most associations saw it as their role to assist the competitiveness of
their industry, giving five reasons for the need for an association in
improving competitiveness: (i) the small average size of members; (ii)
the lack of resources and expertise within individual firms; (iii) the need
for coordinated action; (iv) the fact that a collective approach is more
cost-effective than an individual approach; and (v) the need to establish
a long-term strategy.
Source: Enderwick and Wilson 1992
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Excepting those cases where the association is required by regulation, two
preconditions are generally required for the formation of an association: the
recognition of a collective interest and a relatively large number of participant
organisations. As membership expands, the savings in organisational effort
potentially increase where the alternative is that individual members must
maintain links to a large number of other industry parties to achieve the same
objectives. In an association, organisations can interact indirectly through the
network’s management and reduce those external relations that are delegated
to this body. Two other influences are also stimuli for the formation of
associations (Provan 1983: 81):
1 There is a relatively large discrepancy between the prime expertise and
activity focus of potential affiliates and the anticipated role of the network
coordinating body. For example, three prime functions for associations
have been envisaged in the context of advocacy for their establishment in
New Zealand: (i) improving the human resource base, for example by
identifying skill needs and coordinating training provision; (ii) improving
the industr y knowledge base, for example by the collection and
dissemination of information on market trends, opportunities and
technology; and (iii) setting and enforcing industry standards, to help ensure
that industry development is not impaired by sales of substandard output
and to maximise technology and product compatibility.
2 External pressure exists for the establishment of an industry-wide
association. For example, charity umbrella groups have come into existence
in response to community demands to minimise the separate appeals for
donations (Chapter 2, Box 2.2). Frequently, the need for industry to
government communication and negotiation is a prime reason for
establishing an association.
The feature that distinguishes an association from other types of network is
the delegation of at least partial control over certain decisions to the authority
of the association’s management. Three main types of association have been
differentiated (Provan 1983).
In a participatory association, affiliates maintain an active role in the
association, both in their support of the association’s management body and
through direct interaction with other members on matters of concern to the
association. The participatory association can function without such member
involvement, retaining its distinctiveness from other forms of network, but
participation gives some control to individual members while also reducing
the linkages each must retain for coordinated action. The formation of such
an association therefore relies on organisations being unable or unwilling to
manage the activities of the linkage network themselves but wanting to
influence its operation. Producer cartels such as the Organisation of Petroleum
Exporting Countries (OPEC) are an example of such networks. On a smaller
scale, participatory networks may be formed to develop export marketing
initiatives for industries, with individual members participating in the network
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through the activities it promotes (see the discussion of joint action groups in
Chapter 7 for an example of this), and they are also a feature of small-business
cooperation in Japan through the kyodokumiai or small-business cooperative
(Box 5.4).

Box 5.4 Small-business cooperatives in Japan
The kyodokumiai or small-business cooperative is permitted by statute to
provide a range of services to its members, including loan guarantees, loan
applications to public and private sources, the payment of national labour
insurance premiums, provision of shared business facilities, joint purchasing
and storage of raw materials and various aspects of joint production. A total
of 16 services are specified, with the affiliates to each cooperative determining
which of these they participate in. Cooperatives respond to various advantages
that small firms can obtain from sharing resources, and it is suggested by
one cooperative head that only small firms extremely confident of their
independent existence or which are hardly surviving remain outside a
cooperative. Three examples illustrate the different motives and advantages
to such collective action.
A shopping mall cooperative (59 members) was formed by a group of
independent retailers to compete with department and discount stores and
to differentiate themselves from other small stores. The stores in the
cooperative all occupied a mall adjacent to a departmental store. Under their
collective organisation the construction of a skywalk from the mall to the
departmental store was undertaken to attract customers. The perceived higher
status accruing to small firms that are part of a larger identity is another
motivation. Cooperation was helped by the retailers being in non-competing
sales areas.
A machine tool cooperative (128 members) was formed to support the
collective development of an industrial estate to accommodate their individual
businesses, and to provide greater opportunity for business expansion.
Typically, members were subcontractors to large firms, providing some existing
market security but not a basis for expansion. The cooperative was designed
to assist expansion through: (i) improving the image of member firms, partly
by increasing outsiders’ trust in the member businesses; (ii) assisting the
collection of business information; (iii) relocating to improved facilities on the
new industrial estate. Individual members tend to have distinctive products,
although the differentiation may be modest, such as different types of nuts
and bolts, giving opportunity for business referral among members and
reducing direct competition.
A travel cooperative (188 members) was formed to enable small travel
agencies to compete with large firms and to provide improved access to
trade information. In this case, members were geographically isolated and
the major interest in joining the cooperative was the hope that customers
would be attracted by their membership of a large organisation.
Source: Lee and Mulford 1990
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In the independent association, the central coordinating body functions
autonomously from the influence of individual members with a remit that
excludes the promotion of individual members’ interests. The delegation of
control results in limited direct interaction among affiliates, at least in respect
of the matters attended to by the association. A large membership may
encourage this structure and will certainly help its survival, as at any point in
time some affiliates may be resistant to its actions. An advantage to members
is that the relative independence of the association from its memberships confers
status compared with the participatory association, which can be viewed
externally as merely a creature of individual member interests. Participation
can provide legitimacy to its members to the extent that the independent
association has authority to monitor and discipline member activity.
The mandated association obtains its membership through force of
regulation or because the costs of being an outsider would be too high. This
type of association is likely to tend towards the characteristics of the independent
association because the mandatory function leaves its members with limited
scope to influence its activity. Also, because exit is not an option for members,
the coordinating body can be relatively autonomous of its membership.
Industry associations in Japan and Germany
Two places which have been associated with particularly influential industry
associations are Japan and Germany (Murakami 1987; Sabel 1994). In both
instances, voluntary associations have succeeded in obtaining a high degree of
member support for independent associations that act to curb the investment
freedom of their constituency. The general context for this commitment has been
the ability to draw upon a willingness to support collective business needs during
periods of national economic reconstruction, but more specific organisational
features of the associations have assisted in securing member support.
In the case of Japan, industry-wide administrative guidance has a historical
background that can be traced to at least the end of the nineteenth century
(Sabel 1994: 150). The original industry associations, typically set up in export
industries of craft products such as silk fabrics, cotton textiles, porcelain and
other pottery, obtained member support and government approval through a
series of reciprocal arrangements. The associations gained authority to regulate
prices, market shares and wages within entire industries or regional industry
clusters and also to adjudicate commercial disputes. Government accepted
their existence, which implied a degree of industry collusion in favour of existing
dominant producers, in return for the association taking steps to monitor and
improve production quality. This was typically accomplished through joint
inspection of goods for export by government and association representatives.
Weaker-performing producers were induced to participate by the association
taking a role in assisting them upgrade their performance. The already above
average performers obtained confidence that their reputations and investment
would not be undermined by the merchandising of their wares with those of
inferior manufacture.
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During Japan’s wartime economy, trade associations were legally formed
and assigned specific national roles; they retained some legal status in the
impoverished post-war economy and then were legally terminated with the
end of the import quota system (Murakami 1987: 47). Subsequently, this
background, combined with the acceleration of economic growth (lessening
‘turf’ wars within and between associations), provided a context for the
extensive operation of independent voluntary associations. This was also
encouraged by the industry policy exercised by the Ministry of International
Trade and Industry (MITI), which sought to guide and control the expansion
of investment in individual industries partly through cooperation with industry
associations (Sabel 1994: 150). Associations played a particularly important
role in rationing production among members, either to curb excessive export
growth (see Chapter 4 for the example of the Tsubame Cutlery Association)
or to control excessive competition during recessions. Murakami (1987: 52)
notes that during the 1950s and 1970s in recession years there might be
several hundred to more than a thousand recession or rationalisation cartels,
mostly involving small firms in local markets or export firms, whose existence
alternated with vigorous competition during periods of expansion (Box 5.5).
In the case of the textile industry, which was faced with a need for longer term
rationalisation, associations have been credited with allowing a controlled
reduction and restructuring of investment which enabled Japan to retain a
profitable stake in the industry (McNamara 1995). In the case of the cottonspinning industry, a factor assisting industry cooperation was the dependence
on imported raw materials, which allowed production constraints to be
enforced. Quotas were allocated partly on the basis of the output efficiency of
individual producers, information that was publicly recorded in the industry’s
journal. High performers gained access to raw material but also a responsibility
to extend assistance to laggards (Sabel 1994: 151). After the war, the Japan
Spinners’ Association lost its import monopoly, but it successfully obtained
government support to enforce collective industry responses to overcapacity
despite the initial unwillingness of MITI to support a declining sector and
divisions between large and small producers (Box 5.6).

Box 5.5 Influences on industry cooperation for rationalisation
Based on case studies of industry in Japan, two variables have been used to
help explain the degree to which industry members are willing to pursue
collective action including outside intervention in the rationalisation of their
industry: the degree of industry concentration and the size of the industry’s
workforce.
Firms in fragmented industries, composed of many comparatively small
firms, are more likely to seek collective strategies to preserve their industry
than concentrated industries. The reason for this is that large firms have
capacity for a wider range of adjustments than small firms. They have greater
resources and greater likelihood of having diversified interests than a small
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firm. The former provides the ability to relocate production overseas or to
access new markets or low production costs; the latter eases exit from one
activity because of the ability to remain in other activities that might absorb
surplus assets. Fragmentation is an incentive to seek third-party enforcement
of any agreed collective action because of the comparative ease and incentive
for individual firms to ignore voluntary agreements.
Large numbers of workers pose a constraint on industry adjustment and
thus provide an incentive for collective action by business managers to
minimise workforce resistance to change. This assumes that the main interest
of labour is to preserve jobs and that individual firms in industries facing
large employment reductions will find it difficult to absorb or redeploy excess
workers. As a result, adjustment of labour will be comparatively costly and
resistance to adjustment comparatively high.
Industries that are both fragmented and have large labour forces are thus
expected to exhibit the greatest tendency to pursue stabilisation strategies
enforced by outside agencies. Firms in this context lack adjustment options
and are highly vulnerable to closure, giving strong incentives to seek a survival
strategy and one that is enforced externally. At the same time, labour will
oppose rationalisation and seek political assistance in finding a solution to
the possibility of large-scale redundancy.
When tested in several of Japan’s ‘troubled’ industries, these influences
were confirmed to offer ‘a baseline of expectations about actor preferences
and behaviour’. They did not provide iron laws because, for example, the
precise character of industry concentration or fragmentation varies according
to the degree of similarity among firms.
Source: Uriu 1996

Box 5.6 Collective action by the Japan Spinners Association 1950–90
In the early 1950s, the cotton-spinning industry in Japan was fragmented,
comprising over 110 firms, and employed a large labour force of over 110,000
persons. These characteristics were conducive to collective action to address
the industry’s overcapacity (see Box 5.5), which was estimated at over 50
per cent of existing spindles in 1951. A voluntary production restraint was
first attempted to distribute cutbacks equally among the industry’s dozen or
so big firms, which accounted for around two-thirds of output. This agreement
was undermined by small firms, which continued to expand production. Before
the Second World War, such voluntary constraints had been enforced by the
industry association’s ability to ration raw cotton supplies, but this form of
control became illegal under anti-cartel legislation of 1947. The large firms in
the Japan Spinners Association (JSA) turned to MITI to enforce the industry’s
rationalisation. Although initially reluctant, MITI did order an across the board
40 per cent reduction in capacity, enforced by threat of a reduction in access
to foreign exchange.
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After a short-lived revival, the industry called for further assistance, resulting
in the Textile Law of 1956, which required firms to register their capacity and
to obtain approval for production and capacity expansion. This control was
enforced lightly. From 1956 to 1964 there was a modest 10 per cent drop in
the number of spindles, undertaken entirely by 10 large firms, which had
also commenced other restructuring strategies, including overseas and
downstream investment, to reduce their reliance on cotton spinning. A new
Textile Act passed in 1964 balanced the government’s wish to liberalise the
industry and the JSA’s demand for a managed rationalisation and assistance
to modernise through capacity concentration.
A severe recession in 1965 changed industry politics: small firms sought
cooperative action in cutting back production while a few large firms became
‘mavericks’, arguing that their past cutbacks had not solved overcapacity
and that the industry should now be liberalised. However, the main maverick
was finally prevailed upon by the JSA to join collective cutbacks. During the
1970s and into the 1980s, cutback agreements were maintained through
alternating periods of self-regulation and official recession cartels backed up
by amended Textile Acts in 1978, 1983 and 1988. Compliance to recession
cartels became easier to obtain as potential mavericks lessened their
dependence on the industry and a new Rationalisation Agency lessened the
burden on small firms and provided financial assistance. From 1965 to 1985,
large and small firms experienced a roughly equal loss of capacity (16.1 per
cent compared with 16.8 per cent respectively), but with around half the total
number of small firms surviving and a 65 per cent drop in total employment.
Overall industry capacity remained little different from that existing in 1955.
Government support for the JSA maintained a managed adjustment process
that redistributed restructuring costs. Consumers paid higher prices for textiles
and taxpayers paid for industry subsidies. These costs enabled a relatively
large number of small firms to survive in an industry that might otherwise
have been lost to Japan.
Source: Uriu 1996

In the case of Germany, trade associations have been accredited with
encouraging business specialisation within industries, which reduced the
impetus to form diversified corporations (Sayer and Walker 1992: 137). This
has arisen from the way in which associations, from an early stage in Germany’s
industrialisation, divided their industries into separate specialisations, with
members forced to compete only within this technology area (Sabel 1994:
152). Within this system, the loss of expansion freedom was offset against the
assurance that potential competitors in adjacent specialisations could not enter
their market, at least during periods of market constraint. This reduced the
risk of concentrating on the increasing refinement of a single type of product,
especially as within the trade groups firms might additionally negotiate further
degrees of market specialisation (Herrigel 1989: 200). Some collective sharing
of new technology within the specialisations took place through the need to
conform to product standards set by the association’s various monitoring
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committees. The agreement of standards was typically through a special
committee in which all member firms might participate and so gain insight
into new technology and the business development intentions of other firms.
These practices continue to be important, although associations now tend to
be of most significance in those sectors, such as machine tools, that are mainly
composed of SMEs (Herrigel 1993: 18). With respect to R&D coordination,
the role of associations in German industry has tended to reduce to the
coordination of so-called precompetitive research (see Chapter 4 for more
comment on the role of collective research resources within Germany’s
industrial system).
Strategic alliances
Strategic alliances may be viewed as a form of networking in that they comprise
interfirm collaboration. This allegiance may be ‘calculatively formed’, utilise
written contracts to curb opportunism and be without the ‘natural basis of
trust that other networks possess’ (Powell and Smith-Doerr 1994: 390). On
the other hand, once strategic alliances have been pursued successfully,
cooperation of a more trusting character may develop and particular firms
may obtain a reputation that attracts further alliance opportunities. A strategic
network has been defined as ‘a long-term purposeful arrangement among
distinct but related for-profit organisations that allows those firms in them to
gain or sustain a competitive advantage vis-à-vis their competitors outside the
network’ (Jarillo 1988: 32). Based on this definition, Sydow (1992) has
suggested that the strategic alliance network differs from community-based
networks in three main ways. First, it is an outcome of intentional strategy
although it may contain some emergent characteristics that prepare for a more
open-ended relationship. A difference of degree, for example, has been seen
between a strategic alliance and collaboration for the purposes of R&D, with
the depth of information transferred seldom as great or as proprietary in the
alliance as in R&D collaboration (Powell and Smith-Doerr 1994). Second, it
is typically coordinated by one or more ‘hub’ organisations and hence is more
centralised than a regional network of horizontal ties among SMEs. The focal
organisation may be permanently engaged in attracting and selecting partners
as well as managing existing relationships. Third, it does not originate in spatial
proximity and may involve linkages among widely dispersed businesses.
The growth of interfirm cooperation through strategic alliances is generally
seen as a response to the pursuit of business expansion in environments that
are characterised as increasingly uncertain and unstable (Contractor and
Lorange 1988; Hergert and Morris 1988). This results in a preference for
sharing resources rather than adding to internal capacity and a premium for
increasing the speed of market delivery, including overseas expansion, given
the comparatively short commercial life of new products in environments of
high technological change and less protection from international competition.
The use of strategic alliances can also be a response to the importance of user
services aligned to products with, for example, a hardware manufacturer
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establishing links to providers of software services to support their customers
(Lodge and Walton 1989). One estimate relating to the overseas locations of
US multinationals in the late 1980s was that the number of ventures involving
some form of alliance or joint venture exceeded the number of wholly owned
subsidiaries by a ratio of four to one (Contractor and Lorange 1988). This
popularity occurs despite the dangers to the firm entering an alliance. In
comparison with internal investment, three potential problems arise in the
alliance:
1 Entering an alliance may weaken firms if the alliance is used as an alternative
to the firm developing internal resources that are necessary for its longterm survival (Porter 1990). For example, an alliance used for the purposes
of developing marketing capability may ultimately be to the disadvantage
of a member firm if it does not develop some internal marketing skills.
2 Asymmetric dependence among alliance partners results in differences in
commitment and priorities of objectives and ongoing management (Ahern
1993a). This risk is particularly large since the motive for the alliance may
be to gain access to the resources of a more powerful organisation.
3 The sharing of information becomes a chance for opportunistic behaviour
by one or more partners to the alliance. For example, a study of 13 strategic
alliances involving small Canadian firms unearthed three cases of a partner
exploiting the alliance to its own advantage (Ahern 1993b). As well as
opportunism, the smaller partner may become exposed to the risk of takeover
by the dominant partner.
One conclusion might be that alliances have most chance of success where
partners have an equal resource dependence on and investment in the
partnership. The limits of this conclusion are that the motivation behind the
formation of alliances is often the desire of a small organisation to obtain
access to another organisation’s superior resources or the desire for larger
organisations to gain control of new entrants. In the biotechnology sector,
for example, large pharmaceutical companies have offered alliances to emerging
SMEs with the intention of absorbing any viable discoveries into their own
organisation (Oakey et al. 1990; Sharp 1990).
Ahern (1993b) found that small firms generally rated the unexpected
outcomes of strategic alliances as of greater significance than the hoped for
results, at least over the short to medium term. The intended outcomes were
improvements in profitability, market share, competitiveness and employment.
These goals were stated in relation to alliances concluded between small
Canadian companies and a foreign partner, usually entered to gain access to a
larger market, but may be taken as fairly typical expectations of what an alliance
will achieve. In Ahern’s sample, the impact on sales growth was modest but
overall assessment of the alliance generally remained positive because of the
other benefits being obtained. These other gains were: (i) enhanced reputation
through linkage to a partner more prestigious than themselves; (ii) improved
production efficiency, as through the exposure gained to the quality and
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inventory management systems of their partner or through the combining of
component orders for volume discounts; and (iii) the learning of specific skills
such as product commercialisation and proposal writing.
On the other side of the balance sheet there were unexpected negative
outcomes, although their potential occurrence might have been foreseen from
the generally known risks of alliances. Loss of technology and market share
was the main problem, sometimes through the alliance partner appropriating
technology or market information, even to the extent of infringing copyrights.
In one case a large firm was claimed to have used the alliance to learn about
the partner firm’s market and then subsequently entered the market through
its own subsidiary.
In the context of legal safeguards being viewed as inadequate protection
against the possibility of malfeasance in alliances, partly because of the costs of
enforcement, especially across national jurisdictions, Ahern (1993b) suggested
that the likelihood of opportunistic behaviour would be reduced where:
1 Selecting alliance partners for whom the reputational impact of acting
opportunistically is likely to deter uncooperative behaviour. This might be
achieved through working with partners sensitive to their reputational status,
developing personal ties with key persons in the partner organisation and
recognising that commitment to the alliance is likely to increase where
both parties can obtain significant economic benefits from the alliance.
2 The technology that firms wish to retain total control of has a degree of
‘self-protection’, either through its complexity or embeddedness in persons
unique to one partner or through it requiring frequent upgrading to retain
commercial value. In these cases, the cost associated with safeguarding
proprietary knowledge is reduced, as is exposure to risk.
3 The partner firms share a common culture and understanding of accepted
business practice. While geographical separation may not be a problem,
although it adds communication costs, the operation of alliances across
time zones, legal jurisdictions and language affiliations adds considerably
to the risk of misplaced expectations arising.
The balance of advantage to small firms entering an alliance with another
similar-sized organisation or with a large firm was hard to determine. A survey
of Canadian firms (see Ahern 1993a) found some difference in the motivations
of large and small firms for seeking alliances. Small and large firms were primarily
concerned with securing sales growth but with differences in the expected
source of this growth. Small firms mainly seek access to foreign markets and
the expertise of the alliance partner while large firms are more interested in
securing cost savings and gaining access to the partner’s R&D capability. For
the small firm, there is thus the risk of being marginal to the priorities of a
larger organisation, or becoming absorbed within it in the event of the joint
project proving successful. In addition, there can be a heavy administrative
burden in working with a large bureaucratic organisation in terms of both
their preference for written and detailed documentation and their slow
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responsiveness. On the other hand, an alliance with a large firm may bring
significant reputational benefits and access to the skills and marketing
connections that small firms lack. Indeed, the potential stimulus to autonomy
and creativity among the managers involved in the collaboration can become
a major source of learning and innovation (De Bresson and Amesse 1991).
Franchising
The franchise is an organisational form that has enabled the internationalisation
of many components of the service economy that were previously the territory
of the independent small firm. Franchising responds to the divergence in
economies of scale between the early and final stages of the production chain
in sectors such as fast food, cleaning and maintenance work (Curran and
Blackburn 1994: 35). While the production and marketing components are
susceptible to concentration, final delivery often depends on a personalised
service to ensure commitment and quality control. The franchise solution to
this divergence can be viewed as a form of networking that is relieved of any
dependence on localised connections. Indeed, this geographical freedom means
that the franchise may be viewed as a way of overcoming distance and territorial
limits on interaction. The franchise format provides self-employed and smallbusiness proprietors with access to a wide range of activities but on condition
that they comply with the system of production and management set by the
owners of the franchise network. At the extreme, the franchisee can effectively
have little more status than a paid employee, raising the need to identify the
circumstances under which franchising offers a cooperative relationship, interest
in reciprocal learning and some measure of independence to the franchisee
(Felstead 1991).
Two main types of franchise arrangement exist. In the product or trademark
franchising format, the franchisor is typically a manufacturer or wholesaler
that is seeking outlets for its product. The franchisee may be supported by
some advertising, management assistance and training from the franchisor,
but generally the franchisee is free to conduct the business as an independent
operator. In some instances, franchisees may be restricted in their ability to
sell the products of other manufacturers, but usually the relationship is restricted
to a product rather than the entire business of the franchisee. This approach
has been used in the soft drinks industry, for example, where franchised bottlers
might hold multiple distribution rights. The second main franchise format is
known as the business format franchise, which has been defined as:
a method of marketing and of organising whereby a parent company,
the franchisor, grants to an individual, the franchisee, by means of a
limited time franchise agreement, the right to market products or services
within specific constraints on the establishment design, the territory and
the array of products and services offered.
(Dandridge and Falbe 1994: 40).
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This system differs from trademark franchising in three main ways: (i) the
franchise relates to the entire business rather than a product; (ii) the franchisee
operates under specific guidelines covering all aspects of the business from the
range of products or services provided to the design of the premises operated
from and the clothing of its staff; and (iii) the award of franchisees is open to
persons without an existing business or prior experience of running a business
(Barrow and Golzen 1990).
Trademark franchising tended to be the original form of franchising, as
developed in the United States and Europe. In Western countries, it continues
to generate a major share of all sales from franchises, but the business format
system has been the main area of growth in recent decades and is expected to
continue to be so (Hall and Dixon 1989; Felstead 1991; Hoy 1994; Stern
and Stanworth 1994). In general, the business format franchise leaves much
less discretion to the franchisee. Although it can provide access to a form of
self-employment for those without business experience and with comparatively
limited resources, especially as banks tend to perceive less risk with this format
(Stern and Stanworth 1994), there are also increased risks to the franchisee. It
heightens dependence on a single party (the franchisor), who typically has
authority to alter the franchise agreement unilaterally and who is subject to
financial failure or takeover. In practice, there is a ‘dark side to franchising’
with respect to high levels of conflict between franchisees and franchisors.
While the motivation for the franchisee being in business tends not to differ
from that of the independent entrepreneur (Stanworth cited in Dandridge
and Falbe 1994: 42), the franchisee’s status tends to be at odds with the
‘normal’ characteristics and expectations of self-employment (Hoy 1994).
Thus, while the wish for independence is traditionally a prime motivation for
being in self-employment, with respect to both personal responsibility and
financial freedom, the franchisee can be given little decision-making discretion
and may not have the compensation of high financial returns because of the
standing charges to the franchisor. The lack of prior expertise as a preferred
characteristic of franchisees in the business format franchise can also produce
conflict. From the franchisor’s perspective, this recruitment strategy may reduce
the risk of franchisees developing independent aspirations, as well as
constraining their ability to move into their own business in competition with
the franchisor (Stanworth 1994), but it also risks poor performance, which
may be a source of conflict between franchisees as well as with the franchisor.
Surveys of franchisee experiences suggest that the risk of conflict also frequently
arises through different expectations of the back-up services to be provided
by the franchisor. In their eagerness for expansion, franchisors are often accused
of promising more than they can deliver (Knight 1986).
Research on the likelihood of conflict has concluded that this can be reduced
by recognising a role for entrepreneurial skills among franchisees, including
their participation in the larger system’s management (Dandridge and Falbe
1994: 42). Felstead (1991) has suggested certain features of a ‘soft’ franchise
that maximise the discretion of the franchisee: the granting of exclusive
territories; a high service or intangible component reliant on the provider’s
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skills; an emphasis on local franchise-specific advertising rather than generic
promotion; the use of generic technology rather than equipment unique to
the franchise and low specification of the production system; low payments to
the franchisor. Such conditions may raise the motivation of individual
franchisees and reduce conflict but without developing conditions for
cooperative learning within the organisation as a whole. One structure for
achieving such cooperation is some form of franchise advisory council to
provide a forum in which elected or selected franchisees participate in the
group’s strategic development and resolution of relationship issues (Perry R
1991). Dandridge and Falbe (1994) did not find evidence that the existence
of an advisory council was associated with more rapid growth of the franchise
group, but they were able to confirm that franchisors of more rapidly growing
systems gave their councils responsibility for introducing franchisee
entrepreneurship into the group.
Conclusion
This brief review of selected organisational networks has emphasised the
distinctiveness and risks of these diverse business structures. The limits of
business group integration have become especially evident in the changing
economic conditions faced in East Asian economies. In the case of Japan,
three key limitations are: (i) the stress on internal integration has been at the
expense of the capacity to integrate with the international business environment;
(ii) the insulation from outside surveillance is an opportunity for dubious and
sometimes illegal practices; and (iii) the dedicated supply chains can constrain
economies of scale in component manufacture and encourage proprietary
designs at the loss of the capacity to integrate with outside technology. In the
case of South Korea, the problems are associated with: (i) the risk of
overinvestment among competing groups; (ii) the absence of vertical
integration within supplier and distribution networks; and (iii) the low status
of professional management and associated limited performance monitoring.
Business groups in Taiwan have fared relatively well during the 1990s but, as
the following chapter considers in greater detail, are mainly constrained to
operate within subcontracting networks controlled by foreign buyers. These
considerations underline the relevance of giving increased attention to the
industry association as a basis for stimulating business cooperation. Compared
with the voluminous literature on Asian business groups, the association has
been the subject of little investigation and so much potentially remains to be
learned from this form of network. The strategic alliance and franchise are
forms of network already strongly represented in Western business systems.
Both offer opportunities for small-firm development while also exposing the
entrepreneur to increased risks of dependence on a larger organisation.

6

Subcontracting and supplier
networks

The role of small firms as subcontractors provides distinct opportunities for
networking. The decision to subcontract implies a need or preference to rely
on external sources of supply in place of internal capacity. For the supplier,
subcontracting can be more than a sales relationship. It may provide insight
into the managerial practice of the customer and access to its technology,
providing valuable learning opportunities. For the buyer, it potentially provides
access to specialised resources and skills as well as avoiding the risk associated
with additions to internal capacity. Some indication of the positive impact of
subcontracting on firm development has been discussed in the context of
industrial districts (Chapter 4, Box 4.4), but the overall impression has tended
to be that subcontracting works to the disadvantage of the small firm. Generally,
when faced with demands that are considered onerous, small-firm
subcontractors have limited scope to ‘voice’ concern and seek to negotiate an
improvement in their position, leaving ‘exit’ as their only realistic option
(Helper 1993). This weakness reflects the substitutability of suppliers, itself
the product of a tendency among buyers to guard against undue dependence
on any individual subcontractor.
The possibility of improved status for subcontractors was raised in a
widespread review of the subcontracting relationship among Western business
organisations (Galt and Dale 1991; Morris and Imrie 1992; Howells and
Wood 1993; Phelps 1996). An important impetus to change is the perceived
role that subcontractors have played in the success of the Japanese just-intime system (Powell and Smith-Doerr 1994). From the perspective of
subcontractors, the new supply relationship designed as a consequence of
‘looking east’ is double-edged. On the one hand, large firms may expect
suppliers to operate under shorter time frames than in the past, provide greater
variety in product design and deliver higher quality, while giving no less
attention to the age-old expectation to keep prices down. The supplier may
also be required to modify its management and production methods as the
buyer seeks to minimise the risk of quality failure. On the other hand, greater
communication between buyer and supplier is expected regarding both the
supplier’s past and current performance status and its longer term prospects
as a supplier. For a select group of suppliers, buyers might even assist general
business capacities as well as the immediate ability to meet their cost and
performance expectations.
An optimistic assessment of such a shift in buyer–supplier relations (see Box
6.1 for definitions) envisages an improvement in the overall status of suppliers
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as formerly ‘arm’s-length’ transactions are transformed into various forms of
interfirm partnership and relational contracting. Building on the possibilities of
collaboration and trust, the effective unit of industrial organisation has been
conceived as comprising a network of interlinked firms (Best 1990). This chapter
tests this claim through case studies that examine the nature and extent of changes
in the organisation of subcontracting links in Western and East Asian business
environments. As a prelude to the review of these experiences, the chapter first
provides a review of the issues involved in the subcontracting decision and then
reconsiders the claims about the distinctiveness of the approach to subcontracting
in Japan, including recent evidence of a shift away from the relational contracting
methods with which it has been most frequently associated. The final section of
the chapter examines the comparative experience of subcontractors in Taiwan,
where a significant upgrading in the capacity and status of suppliers has been
achieved, and in Singapore, where this transition has not occurred. Explanations
for this divergent experience are considered in the context of different linkages
between local enterprise and the international economy.

Box 6.1 Definitions
Buyer–supplier relations encompass any exchange of goods and services.
Subcontracting refers to a buyer–supplier relation in which goods and services
are provided according to specifications customised to the buyer.
Subcontracting links vary according to the contribution of each party with
respect to procurement, equipment and design. At the minimum,
subcontracting may be limited to the hiring of labour services to process raw
materials provided by the buyer using machinery supplied by the buyer. At
the maximum, the subcontractor may have responsibility for material
procurement, equipment provision and product design, working either to broad
specifications given by the buyer or according to their own designs approved
by the buyer. Whatever the type, subcontracting implies a need for
communication and negotiation between the parties. All types of buyer–
supplier link may involve a continuous relationship, with repeated transactions
giving rise to the possibility of an obligational relationship.

Issues in subcontracting
The tendency to see a binary evolution in the buyer–supplier relationship,
from adversarial to collaborative styles, contrasts with the multiplicity of issues
to be resolved by a firm when determining its subcontracting strategy.
Subcontracting can be organised in a wide variety of ways. Rather than a
single dominant trend affecting the organisation of supply, it may be more
appropriate to examine how practices vary according to market, technology
and competitive conditions, as well as the individual organisation’s own
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experience (Perry and Tan 1998). At the least, for example, decisions about
supply encompass five issues to which organisations may respond differently.
First, the basic decisions involve the level of externalisation, the choice of
activities for externalisation or retention and the organisation of the purchasing
function (Howells and Wood 1993: 102). While it is generally true that ‘noncore’ and routine operations are the most likely to be externalised (Perry 1990),
it has been suggested that any activity has potential for externalisation providing
the supply relationship is managed effectively (Womack et al. 1991: 140). The
increased status of purchasing departments, including the development of a
new profession of purchasing engineer (Lamming 1987 cited in Howells and
Wood 1993: 105), thus permits the externalisation of high-value activities.
Related to the volume of externalisation, the scope of the task subcontracted is
also subject to variation. Subcontracting has three primary forms based on the
contractor’s needs: specialised, due to inadequate technological know-how or
equipment; concurrent, due to inadequate capacity to meet a delivery schedule
or unwillingness to invest in additional internal capacity; and economic, due to
the preference to access lower cost inputs of other firms. With each of these
types, the scope of the task contracted may involve any of three options: turnkey
contracting, in which the vendor is delegated full responsibility; consignment
contracting, in which the buyer supplies the raw materials and the subcontractor
labour and factory space; a hybrid arrangement in which some raw materials
and components are supplied to the vendor.
Second, buyers must determine how much preference to give local over more
distantly located suppliers. Research attention has tended to emphasise the
benefits of localised supply linkages in enabling frequent, low-volume deliveries
and close liaison between the parties involved (Schonberger 1982: 170–1).
Large companies, however, are extending their global reach and organisational
capacity with the possibility of arranging just-in-time supply linkages
internationally. Global sourcing increases the number of high-performing
suppliers that can act as potential subcontractors and gives individual sites the
flexibility to switch sources according to foreign exchange or other cost
considerations. It may also be used to cut supply linkages, to save coordination
effort and to increase uniformity in the quality of inputs at dispersed production
sites. Of course, the ability to exercise choice between local or centralised sourcing
may not exist where there are few suppliers (Phelps 1996).
Third, supply security and contractor dependence are further issues on
which companies have variable preferences. Single sourcing implies a high
mutual dependency, which in turn necessities a long-term relationship and a
willingness to pursue mutual advantages. An example is provided by the sports
footwear company Nike and its control over ‘first-tier’ suppliers (Donaghu
and Barff 1990). First-tier contractors are required to work exclusively for
Nike, ensuring security over the leakage of new designs and marketing
intentions, in return for greater continuity of work and higher value contracts
than are given to ‘volume contractors’, who may work for other companies.
Such tiered networks of suppliers enable elements of collaborative activity at
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the level of the first tier to be combined with traditional competitive relations
at lower levels of the supply chain (Crewe and Davenport 1992).
Fourth, the extent of reciprocity and collaboration in the buyer–supplier
relationship varies. At one end of the spectrum there is considerable mutual
dependence between buyer and supplier, and associated with this may be the
exchange of technical and financial information, interchange of personnel
and assistance in training and equipment purchase. At the other extreme, in
an asymmetrical relationship, the buyer’s interest is limited to a short-term
contract, and its price and reliability compared with alternative vendors. Some
degree of reciprocity and power sharing has been viewed as the key to the
most successful contracting relationships and agglomerations of industry
(Hansen 1992; Storper 1992). Other studies suggest that large buyer firms
do not necessarily have to extend assistance to their suppliers to obtain their
cooperation (Phelps 1996). Suppliers in the food and clothing retail sectors
(Foord et al. 1996) and in the automotive parts industry (Panditharatna and
Phelps 1995), for example, have been motivated to become involved in the
improvement process even where it is the buyer who benefits most in terms of
competitive position and overall market expansion. In these cases, rivalry among
suppliers to obtain links to big buyers and a belief that they stand to benefit
from their customer’s expansion seem to be sufficient to motivate cooperation.
Fifth, the process through which supplier performance is to be enhanced is
a further issue to be considered. Buyer assistance to their suppliers can involve
‘hard’ and ‘soft’ technology transfer: the transfer of production equipment
and technology is an example of a hard transfer, while soft transfer affects
workplace organisation, learning capacity, knowledge and general business
skills (Ettlinger and Patton 1996). It has been suggested that subcontractor
upgrading is most effective when soft transfer precedes hard transfer. A mutual
understanding of roles, approaches to problem solving, quality management
and production strategies is a necessary precursor to making effective use of
hard technology (Ettlinger and Patton 1996). This sequence is demanding of
the buyer’s time and resources and can require significant investment prior to
trade commencing. For firms unwilling or unable to make this commitment,
unsuccessful transfer of hard technology can be discouraging to further
investment in the upgrading of suppliers.
The range of issues affecting buyer–supplier relations make variable
outcomes for local economic development possible. In this context, Phelps
(1993) identifies five possible ways in which buyer–supplier linkages may
change, with individual organisations potentially engaged in a combination
of these strategies at any point in time.
1 Externalisation and linkage proliferation. As a consequence of a shift in
organisational preference to use independent contractors, there is a growth
in the number of supply linkages. This has been perceived to be the dominant
trend in industrial restructuring, although some evidence to the contrary
does exist (Perry 1990).
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2 Functional integration and internalisation. Although there has been a
strong growth in the externalisation of low-value service functions (cleaning,
maintenance, security, catering, distribution), helped by the reorganisation
of these activities into large companies, the evidence with respect to
manufacturing and high-value services shows that processes of internalisation
and externalisation exist. This may arise because individual firms have their
own judgements and cost considerations with respect to sourcing decisions.
It may also arise through counterbalancing flows, such that an increase in
subcontracting by expanding firms results in an increase in internalisation
by firms losing market share.
3 Just-in-time and sole sourcing. Inventory management systems inspired by
just-in-time and total quality management methods have become popular
business strategies. These strategies require confidence in the ability of
suppliers to meet performance targets set by the customer. Achieving these
targets generally means a shift towards sole sourcing for individual products
or services. Such a change is designed to give suppliers a motive to improve,
through greater contract security, and provide a context in which buyers
may assist upgrading in supplier performance. It may, because of the
increased contact between buyer and supplier, encourage localisation of
supply linkages, but there is no overall trend for this to be associated with
just-in-time (see Chapter 4, Box 4.1).
4 Product simplification and reduced inputs. To mass produce more diverse
product ranges than in the past, manufacturers seek to maximise the use of
standard components and subassemblies. These strategies can simplify
linkages and concentrate purchases on fewer suppliers by reducing the range
of inputs subcontracted. As discussed below, this form of reorganisation is
now an important trend in Japan (Masayoshi 1998).
5 Corporate organisation. The power and resources of large organisations
provide flexibility in production and input sourcing, allowing strategic as
well as immediate cost considerations to influence linkages. On the one
hand, decision-making inertia may act to retain intracorporate transactions
where externalisation is a viable alternative while, on the other hand,
providing opportunities to consolidate the purchasing of separate operating
units. The latter permits the possibility of global sourcing from a few highcapacity suppliers located remotely from at least some of the buyer’s
operating locations.
From the perspective of the effect of locality on subcontracting linkages,
Turok (1993) distinguishes between developmental or dependent linkage
scenarios. In the developmental scenario, linkage may transfer valuable
technology and expertise to firms becoming core suppliers, supporting the
retention of the original relationship as well as generating capacity for
independent growth. In the dependent scenario, linkages are driven more by
cost cutting than a desire to add value through the exchange of technology
and information, leading to relationships that are intermittent and sometimes
adversarial. While this typology provides a useful reference point, it should be
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noted that some contracting relationships may exist in an uneasy middle ground
(Young et al. 1994). Developmental opportunities, for example, may involve
high expectations of ongoing cooperation and a willingness to cooperate in
rigorous price reduction programmes (Angel 1994). This ambiguity has tended
to be an overlooked part of relational contracting as practised by Japanese
organisations (Kenney and Florida 1993).
Subcontracting in Japan
It is well known that in Japan subcontracting is practised extensively and that
this supports an unusually large small-firm sector compared with other
industrial economies (McMillan 1985; Dore 1986; Thoburn and Takashima
1992). While the proportion of small firms as a share of all organisations is
only a few per cent greater than that in most European countries and the
USA, the employment significance of small firms is higher. In the late 1980s,
around 70 per cent of employment in Japan was in firms of fewer than 300
employees compared with less than 50 per cent in the USA. It is estimated
that in Japan a third of all firms use subcontractors and that two-thirds are
subcontractors (Patchell 1992). In 1990, 16 per cent of SME subcontractors
sold over 90 per cent of their output to a single customer while, in the case of
a further 37 per cent, one to five customers accounted for such a share of
output (Yaginuma 1993). Although these figures remain high, a trend to
greater market diversification has been taking place, resulting directly in a
reduction in the share of firms acting as subcontractors since the mid-1970s.
Such changes are indicative of the ongoing evolution of subcontracting links
which need to be appreciated alongside the comparison between buyer–supplier
relations in Japan and elsewhere.
The subcontracting system most frequently associated with Japan is
obligational in style (Box 6.2). This is built upon hierarchical relations, with
SMEs forming the base layers of a multitiered pyramid topped by a single core
firm (Asanuma 1989; Sako 1992). The core firm communicates with first-tier
suppliers but allows the first tier to organise the second-tier suppliers and so
on down the system so that the core firm often does not know fully what firms
there are within its production chain, although there may be some overlapping
ownership. To sustain the effective integration of such a production network,
coordination at the design and development stage is typically encouraged
which, in turn, tends to favour mutual long-term association. To offset the
risks associated with such commitment (either suppliers seeking to exploit
their privileged position or buyers seeking to exploit the dependency of their
suppliers), the upper-tier firm provides some guarantee of ongoing income to
its suppliers while also maintaining multiple sources for the supply of any
particular part or service (Aoki 1994). Contracting links are long term. A
government survey in the late 1980s estimated that over two-thirds of
subcontractors had never changed their principal customer (Sako 1992: 170).
Three further aspects of the subcontracting relationship underline the
obligational contracting style typically associated with Japan (Thoburn and
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Takashima 1992). First, a series of contracts, related documents and customary
practice govern the business relationship. At the outset of a business
relationship, the subcontractor signs a ‘basic contract for trading’ setting out
a code of ‘sincerity and good faith’. This basic contract usually has a life of
one or two years, but with an expectation of ongoing renewal. In addition,
specific ‘oaths’, for example specifying confidentiality and secrecy requirements,
may need to be signed by the subcontractor so as to reinforce issues of particular
concern. Last is the contract relating to a specific job in which the work
specifications, delivery dates and prices are laid out. Terms are principally set
by the buyer, including the price after a detailed assessment of the costs faced
by the subcontractor, often informed by retaining a small amount of internal
production. After the contract is signed and an order for goods has been
issued the subcontractor cannot renegotiate cost even in the event of the
principal changing the product specifications. The subcontractor takes sole
responsibility for its delegated task, even where it exercises its discretion to
employ its own subcontractors.

Box 6.2 Arm’s-length and obligational contracting styles
Arm’s-length contracting involves specific, discrete economic transactions.
The transaction is governed by an explicit contract specifying the obligations
of each party and the steps to be taken in the case of non-compliance. Arm’slength ties avoid constraints on the severance of trading links once the
immediate contract ends.
Obligational contracting occurs within the context of particularistic social
relations. A degree of mutual trust enables transactions to take place without
the prior agreement of precise expectations and contingencies. Expectation
that the other partner will reciprocate goodwill provides an incentive to do
more than that which is specified in a negotiated contract.
In essence, the contracting styles differ in the degree of interdependence
and the time span for reciprocity. Arm’s-length contracting is characterised
by a low degree of actual and perceived interdependence, reflecting the
absence of ‘goodwill trust’ (see Chapter 1). Such trust pervades obligational
contracting, imparting a sense of moral commitment to maintain the trading
relationship and not to seek advantage at the expense of the other party.
Goodwill trust permits behaviour that results in uneven returns to the trading
parties. Over the long term, reciprocal action is expected to ensure mutual
advantage. In arm’s-length contracting, exact reciprocity is expected within
each contract period.
Compared with arm’s-length subcontracting, obligational contracting can
offer three main advantages to the buyer: (i) transaction cost savings in the
search for trading partners and establishment and monitoring of a contracting
relationship; (ii) enhanced capacity to involve the supplier in improvement
and innovation initiatives as well as greater control of inventory management;
and (iii) increased ability to devolve production and access the low costs in
small subcontracting firms, incidentally assisting the continuance of superior
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employment conditions in the buyer’s organisation. The corresponding
advantages of arm’s-length subcontracting are: (i) risk minimisation by
increasing the number of suppliers potentially contracted and flexibility in the
duration of the relationship with any single supplier; (ii) the ability to employ
competitive bidding to minimise purchase costs; (iii) transaction cost savings
arising from the avoidance of investment necessary to develop and maintain
goodwill trust; and (iv) lower input cost through the greater freedom of suppliers
to serve multiple customers.
The balance of advantage depends on external conditions. The ability to
select between competing bidders, for example, depends on the credibility
of threats to switch trading partners, which, in turn, depends on the number
of potential suppliers and their capacity utilisation. Minimising investment in
goodwill trust, which tends to be embedded within personal relations, is likely
to appeal most where business management and ownership change relatively
frequently. Interest in supplier involvement in improvement and innovation
depends partly on the need to accommodate frequent changes in product
design.
Source: Sako 1992

Second, the behaviour of both parties is expected to be guided by a
commitment to a long-term association. Values of sincerity (magokoro) and
patience (shimbou) guide behaviour. From the subcontractor, concern to earn
a high reputation in the eyes of their buyer is said to encourage a striving for
high standards of production and dedication to meeting customer expectations.
From the buyer, while the contracts exchanged are legal documents, specifying
obligations at length, there is a willingness to accept contract infringements
that do not arise from any breaking of the long-term trust as part of the
preference to avoid legal action. Emphasis on the faithfulness of the contractor
provides the means for action against opportunistic behaviour, even that which,
while not necessarily outlawed in the contract, might be interpreted as
detrimental to the other party. For example, under the philosophy of ‘breathing
in harmony’, a buyer might consider it unfaithful of a subcontractor to accept
work from a competitor or possibly from any other firm if this prevents their
own order being fulfilled.
Third, buyers expect their subcontractors to make progressive reductions
in cost each time contracted unit prices are reviewed, which is usually twice
yearly. Refusal to comply risks the termination of the relationship, although
before that point is reached assistance from the buyer to meet the revised cost
can usually be drawn upon. As well as their interest in securing the cost
reduction, the buyer’s insight into the technological possibilities encourages
its willingness to give support. Direct work relations between the production
engineering staffs of the two companies makes possible the sharing of details
of new products and orders prior to contract agreement. Further support to a
subcontractor, for example to help overcome a financial crisis, tends to be
guided by judgements on three issues: (i) its own contribution to the
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subcontractor’s problems; (ii) how much it might profit by maintaining the
relationship; and (iii) whether a loss of mutual trust has contributed to the
need for assistance (for example taking on a risky order from a third party).
The origins of these subcontracting practices in Japan have been linked to five
influences. These influences are worth describing at some length as they might be
considered relevant in explaining the organisation of subcontracting in other
localities, as well as the variations between industries in Japan (Sako 1992).
1 Economic and technological factors. Some industrial sectors are more
encouraging to an obligational contracting relationship than others. Five
conditions found in Japan (discussed in further detail in Chapter 2) that
are conducive to obligational relations are: (i) high asset specificity in the
investments made to facilitate subcontracting so that, to avoid being held
to ransom by its suppliers, the buyer has an incentive to cultivate a longterm association; (ii) utilisation of relatively customised inputs with design
expertise at least partly located in the supplier firm; (iii) the opportunity to
obtain advantage through a production strategy based on product
differentiation and diversification and reduced product cycles; (iv) market
stability, in respect of both final sales and the buyer’s preparedness to even
out market swings for its suppliers (the latter willingness being influenced
by the buyer’s asset specificity and product cycle strategy); and (v) market
growth, making trust relatively inexpensive to acquire as it generates business
confidence and a sense of shared success.
2 The legal framework. The contract system described above operates within
a context in which obligational, long-term trading associations are the
expected norm. Non-legal sanctions are effective because a firm that gets
‘broken off’ earns a bad reputation and would have difficulty finding
alternative partners in a relatively stable and tight-knit business community.
Indeed, according to some assessments of the formal sanctions possible
from the legal system, the emphasis on being relatively non-litigious and
non-contractual is a practicable necessity. Law has not been absent entirely
from the subcontracting relationship. Prior to the 1940s subcontracting
links were fluid and mediated by brokers. Controls enforced from 1940 to
1945, helped by the context of post-war shortages, left a legacy conducive
to more stability in trading relationships than previously. Subsequent legal
interventions assisted the status of subcontractors, including a 1956 law to
prevent buyers delaying payments due to subcontractors, providing
investigatory agencies and reporting systems that are still in use. A 1970
law gave further protection to subcontractors through formal recognition
to the advisor y and mediation services offered by the All Japan
Subcontractors Promotion Association. These services are of particular
importance to the management of relations among lower-tier
subcontractors. In short, a combination of moral appeal, economic
calculation and practical law helps maintain the obligational contracting
style and guard against any perceived exploitation of unequal trading
positions.
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3 Banks and financial links. Obligational contracting is linked to the reliance on
long-term bank credit for investment funding rather than equity finance. Bankbased finance tends to encourage stability in company ownership and
management, relative to equity-based systems, providing a context for sustaining
long-term trading associations. This is an important consideration as the trust
between partners in obligational contracting is partly embedded within
individuals. The provision of this bank finance is based on detailed insight into
the recipient company, especially where the bank takes part-ownership, making
investment less costly compared with a situation where a bank has incomplete
knowledge. Subcontractors in Japan also have available to them long-term
loans from government financial institutions under programmes originating
from a 1963 law to promote the modernisation of SMEs.
4 Employment system links. Obligation contracting benefits from employment
practices that emphasise commitment to the individual company rather than
to an individual career developed across workplaces through attachment to a
specific occupation. Japanese employment practice is associated with the
former and is geared to producing a flexible workforce unrestrained by job
demarcations and willing to adapt skills to the firm’s needs to the loss of their
own professional or trade accreditation. Labour costs are lower in
subcontracting firms than in core firms, but the differential has reduced since
its peak in the 1950s and no longer provides a significant advantage. The use
of subcontractor firms for employee secondment and for transfer of staff in
their preretirement years has provided mutual advantages. It enables the
transfer of skills to subcontractors and reduces the cost of maintaining the
lifetime employment commitment generally made by core firms.
5 Entrepreneurial environment. In Japan, there has been a high level of
cooperation among existing businesses to help their trusted employees set
up their own business. The assistance includes subcontract orders from
their former employer or even the passing on of all of a customer’s business.
This cooperation develops indebtedness between the old and new
companies, but this may not be the only motive for the assistance. The
employer may be motivated by the wish to reduce its dependence on a
customer who insists on an exclusive supply, passing this customer to the
new business. Also, the practice of hiving off trusted employees has operated
within the predominant assumption that markets are ever-expanding. In
contrast, the assumption in Britain has tended to be more towards a
perception of static markets and business as a zero-sum game. To guard
against the loss of business to former employees, constraint-of-trade clauses
are typically used to prevent staff from moving into their own business.
The mutual obligations associated with small-firm start-ups in Japan become
part of the environment for obligational contracting in Japan, whereas in
Britain the stock of goodwill trust needed for this form of relation is lower.
The obligational contracting style, as noted above, has a comparatively recent
origin associated with the wider evolution of the economy (Patchell 1992). Even
so, separating the relative contribution of the five supporting attributes is difficult,
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especially as they tend to be mutually reinforcing. Obligational contracting took
hold during the high-growth period of the 1960s, at a time when many large
firms did not have the option of purchasing existing competencies from suppliers.
Rather, buyers had to invest in the development of a subcontractor’s skills.
Consequently, the buyer had an incentive to insist on exclusive supply contracts
so as to prevent the generic competencies developed in their subcontractors from
diffusing to competitors (Nakamura 1981). Gradually the pyramidal hierarchy
and relations of controlled obedience have accommodated a change in buyer
strategy and greater independence among subcontractors through their
accumulation of marketing and production capacity (Thoburn and Takashima
1992). Underlying these processes has been the significant pressure to upgrade
the technological sophistication of manufacturing and to convert from low-variety
mass production to manufacturing methods that could obtain higher added value
through product differentiation, enhanced quality and automated production
(Box 6.3). Large manufacturers in many sectors have come to rely on their suppliers
for subassembly work, as well as the supply of components, and for design and
development work. One consequence is the growing proportion of manufacturing
subcontractors with their own-design products: a government survey of
subcontractors in 1990 reported that 24 per cent were already in this category,
over half of which intended to increase the importance of their own products
within their business, while 40 per cent of those without their own product would
like to develop one (Whittaker 1994: 211).

Box 6.3 Supplier independence in Japan: the case of the semiconductor
manufacturing equipment industry
Originally, close integration of the production of semiconductor manufacturing
equipment with the manufacture of semiconductors was a source of strength
to Japan’s electronics sector. The direct transfer of knowledge about trends
in the market for semiconductors helped equipment producers to move quickly
in the adaptation of production technology compared with their competitors
in the USA, where equipment manufacture was a separate activity. The
balance of competitive advantage changed when North American
manufacturers reorganised through strategic alliances. Working in
cooperation with competitors, high-tech manufacturers combined resources,
shared risks and learned to link better their knowledge of production processes
with R&D activity. One indicator of the change is the emergence of US
equipment producers as leading suppliers in Japan.
Japanese industry has responded by encouraging the independence of
equipment manufacturers from their former ties to a single keiretsu and the
concentration of independent capacity into larger undertakings. Six reasons
for this trends are as follows.
1

The need to prioritise economies of scale in the production of
manufacturing equipment because of the increase in development cost
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associated with the sophistication of production equipment now needed
to manufacture small semiconductor devices. The increase in the
minimum economic volume of equipment manufacture means that it is
increasingly costly to incorporate individual firm production processes
within manufacturing equipment and that equipment production for a
single industry group is less viable than in the past.
Reduced scope for relation-specific skills when transactions involve new
and still developing technology. A mature technology offers the opportunity
for a supplier to customise parts to a specific customer based on the
accumulated understanding and interaction with the customer. [This
corresponds to Aoki’s (1988) ‘surface layer’ relational quasi-rent.] Where
the underlying technology is still developing, as in the case of the
manufacture of high-memory devices, a single supplier is unlikely to retain
advantage over others. Hence, in a dynamic technological environment,
such as semiconductor manufacturing equipment, customers have an
incentive to shift and mix suppliers.
Equipment manufacturers that supply several customers have a diversified
information base compared with an in-house equipment supplier. This
broader knowledge base can be advantageous when technologies are
changing quickly.
The growing technological sophistication of semiconductor manufacturing
equipment has shifted expertise in machine operation from manufacturers
to equipment vendors. This is reflected in the sale of equipment with an
ongoing service contract including the secondment of personnel from
the vendor organisation to the user. Such involvement in the
manufacturing organisation gives the supplier access to manufacturing
know-how without the need to be a dedicated vendor.
The leading edge of semiconductor production has shifted away from
the manufacture of DRAM chips, a product in which Japan dominated, to
production processes that are spreading to other industrial countries.
The diffusion of alternative process drivers increased the number of
manufacturers, widening the range of expertise differentiating them and
increasing the incentive of equipment makers to develop linkages to other
manufacturers.
Reduced profitability of Japan’s electronics industry during the 1990s
has accelerated the shift to independent equipment purchasing. Large
manufacturers such as Fujitsu, NEC and Toshiba have given up in-house
production units and only retain subsidiary equipment manufacturing
companies as independent businesses if they are internationally
competitive. If the experience of equipment manufacturers in the USA is
followed, mergers between these independent vendors may be expected
as they seek to secure economies of scale.

These forces breaking down the traditional keiretsu relationship between
core and subcontractor firms indicate that with fast-changing technologies
access to competing sources of expertise is more important than a dedicated
user–vendor relationship.
Source: Chon 1997
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With the intensification of Japan’s recession in the 1990s, the rationalisation
of subcontracting companies has accelerated (Masayoshi 1998). In the case of
the auto assembly sector, in which obligational contracting links are particularly
pronounced, intense cost pressure has been placed on suppliers. A few firsttier suppliers may retain close ties through their role as system suppliers with
their own technology and expertise and high volume of production. Those
not able to deliver substantial cost reductions are being weeded out, with
more relegated to second- or third-tier contractor status. As business is lost,
so each company tends to reduce its use of subcontractors to retain as much
of its own capacity as possible. Assembly companies are also seeking cost savings
by forming ties with non-keiretsu component makers, who may have multiple
customers, including making more use of subcontractors located in low-wage
economies in South-East Asia and China.
Changing buyer–supplier relations in Western manufacturing
International convergence in subcontracting styles is suggested by the
reorganisation of practices in Japan at the same time that the obligation model
has been packaged and promoted for emulation in economies formerly
associated with arm’s-length contracting. That repackaging has generally
occurred under the influence of total quality management techniques,
sometimes allied with just-in-time inventory systems. As advocated to Western
business managers, these techniques include emphasis on managing suppliers
to reduce the costs of monitoring input quality, reduce inventory and to
improve innovation capacity (Hayes et al. 1988; Womack et al. 1991; Lamming
1993). Although the motive is to enhance the buyer’s competitiveness, suppliers
are expected to benefit from the buyer’s need to elicit their contribution to
the improvement process (Morris and Imrie 1992). As this input can be
obtained only through the supplier understanding its customer’s technology
and development intentions, the buyer has further incentive to build close
ties with these ‘production partners’ if only to protect its proprietary
knowledge.
A number of recent surveys undertaken in the UK (Galt and Dale 1991;
Crewe and Davenport 1992; Turok 1993; 1995; Phelps 1996) and North
America (Helper 1991; Angel 1994) provide a fairly consistent picture of the
changes in buyer–supplier relations. The general tenor of these investigations
reveals a selective shift in contracting styles that is mainly geared to improving
a buyer’s ability to measure and influence a supplier’s performance. With this
improved information, individual buyers are tending to concentrate more of
their purchases on top-performing suppliers, particularly those able to offer
multiple supply capacities. These trends can be illustrated through the results
of a survey, conducted in the early 1990s, covering 190 establishments in the
USA that purchase semiconductors (Angel 1994). This survey group might
be expected to exhibit a particularly strong shift towards greater buyer–supplier
collaboration. The technology is important to the final product or service
performance with much opportunity for innovation.
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Angel’s survey produced findings on three major dimensions of the linkage
relationship:
1 Formal agreements among firms. Buyers increasingly manage their suppliers
through formal agreements. The two most frequently used forms of
agreement are just-in-time delivery and evaluation programmes (each
encountered in over 50 per cent of cases), with supplier partnership and
technology development agreements also widely practised (each found in
around a third of cases). Evaluation programmes (Box 6.4) are the core
innovation among these agreements. Partnerships can be an outcome of
the evaluation programme, while just-in-time agreements are essentially
about setting contractual details with respect to delivery schedules and
performance. These details have always been subject to negotiation,
although now with greater expectations from the buyer about reduced
inventory. Technology development agreements involve a significant
commitment between signatories and are the least likely form of agreement
to be encountered. Moreover, these agreements vary in significance: whereas
it might have been thought that joint technology development was
unrealistic without substantial information exchange, the proportion of
respondents reporting high levels of information exchange was less than
the proportion claiming to have entered a technology development
agreement.

Box 6.4 Vendor rating programmes
The use of some form of vendor rating programme is now common practice
among organisations with multiple suppliers. Vendor rating assists buyers to
concentrate their supply base. It is a tool for measuring the relative performance
of suppliers and selecting the best for ongoing work. It is also a lever to improve
supplier performance by identifying the strengths and weaknesses of individual
suppliers and providing improvement targets for weaker suppliers.
Typically, supplier evaluations comprise a combination of regular site visits,
to audit business capabilities and quality systems, as well as the monitoring
of delivery performance on individual orders. A common measurement system
employed is the purchase performance index. This provides a single-index
rating derived from the combined scores obtained from individual performance
in the areas of quality, price and service, typically weighted to give 40 points
to quality, with 35 and 25 points to price and service respectively. Each
individual area may be scored with subjective and objective data. For example,
the rating for service may be based on the percentage of delivery promises
met and judgements on contributions to sales and engineering support.
The implementation of supplier evaluation programmes varies, with
markedly different outcomes for suppliers. Some buyers, for example, give
all suppliers access to their own performance record and that of competing
vendors, whereas others release only a general performance grade to the
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vendor under review with no lateral release of information. Similarly, annual
vendor awards, which are often a part of the rating programme, may be
allocated to only the top few performers or to all vendors meeting a specified
grade. These subtle differences in programme organisation can reflect
deliberate strategy either to encourage a collective identity with the company
or to reinforce the uncertain tenure of the subcontracting link, with any failure
to keep pace with the top performers leading to termination of the supply
relationship.
Sources: Pooler and Pooler 1997; Perry and Tan 1998

2 The structure of the buyer–supplier relation. There was a widespread increase
in the use of suppliers to provide engineering support on an ongoing basis
linked to the products supplied. The implementation of sole sourcing and
long-term contract periods was mixed. Whereas some buyers were shifting
to sole sourcing, others were decreasing their dependence on individual
suppliers. With respect to contract periods, the most frequent experience
was no change.
3 Form and content of information exchange. The information exchanged
was mostly confined to demand and delivery issues relevant to securing
supplier cooperation with the buyer’s purchasing schedules and demand
uncertainties. The adoption of just-in-time was associated with frequent
interaction between representatives of the buyer and supplier businesses
involving meetings and a preference for the supplier to have an engineering
support base located near the buyer (a stronger preference where the buyer
is a small firm). Otherwise, in contrast to much of the expectation in the
network literature, geographical proximity was found to have a weak
influence on promoting change. Buyers located near suppliers did tend to
have a relatively higher level of contact with their suppliers, and
disproportionately obtained their components locally, but these
characteristics did not result in an overall increase in business interaction
or support. This applied even in the case of a location in Silicon Valley or
other centres of technology expertise.
In short, the increased attention to the buyer–supplier relation enhances
communication flow without establishing genuinely collaborative relations.
Collaboration, such as it exists, is mainly driven by big firms that have a high
volume of purchases.
A UK survey in the electronics sector, but focused on both buyers (original
equipment manufacturers of 50 or more employees) and suppliers (of metal or
plastic parts with 10 or more employees), tends to confirm Angel’s conclusion
(Phelps 1996). All original equipment manufacturers reported giving assistance
to their suppliers, although often this was no more than written advice or informal
comment during a visit to the buyer’s premises. Hard forms of assistance from
buyers included leasing or loan of equipment (36 per cent of cases); staff
secondment (23 per cent); and financial assistance (14 per cent). Hence, when
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suppliers were asked about any assistance obtained from buyers, only 50 per
cent claimed to have received any, whereas a greater proportion (75 per cent)
claimed to have assisted their buyer. At the same time, buyers frequently awarded
contracts on condition that the supplier changed aspects of its product or
production processes. A third of buyers, for example, indicated that they required
quality certification (BS5750) or equipment purchases, with smaller types of
prior investment requested more frequently.
The UK survey found that suppliers with ‘functionally integrated’
capabilities (encompassing R&D, product design, procurement, marketing
as well as production) are the most likely to benefit from the receipt of
advice or assistance from their customers. On the other hand, a high level of
dependence on the customer (measured as over 25 per cent of sales) was not
found to increase significantly the likelihood of a reciprocal trading link.
Indeed, it was found that businesses were generally reluctant to allow high
levels of supplier dependence, reflecting the preference for an arm’s-length
relationship.
Overall, survey evidence suggests that collaboration is developing in the
limited sense of more frequent contact and information exchange. Given
the existence of a trade-off between the ability to maintain flexibility in
supplier linkages and the possible benefits of long-term commitment to a
few dependent suppliers, Western businesses generally still seem to avoid
being ‘locked in’ to their suppliers. While obligational contracting ties are
changing in Japan, convergence in contracting styles would still appear a
distant prospect.
Subcontracting for multinationals
Buyer–supplier relations, as well as being influenced by Japanese practice, are
also being reshaped by the growth of international business. As noted earlier
in the chapter, international business organisations have particular options for
arranging production and input sourcing by virtue of their geographical scope,
purchasing power and administrative resources. There are dangers in assuming
any universal trend in the purchasing strategies of MNCs as international
business often exhibits an ongoing tension between the relative advantages
offered by different input strategies. Rather than a complete shift in strategy,
continuous adjustment of the externalisation–internalisation balance tends to
characterise international business in their search for the optimal mix (Bartlett
and Ghoshal 1989; Hamel and Prahalad 1994). An organisational reflection
of this is the emergence of the network or matrix organisational structure for
managing multinational operations. This type of structure tends to maximise
the flexibility in organisational choice as it encourages overlapping functions
and responsibilities, which enables local levels of autonomy (a key influence
on the capacity for overseas branches to develop local linkages) to be adjusted
according to changing perceptions of need (Bartlett and Ghoshal 1989; Dicken
1992; Ghoshal and Bartlett 1993; Gilroy 1993).
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While fluidity in organisational structures seems to be increasingly favoured,
there are certain conditions that are generally thought to favour high levels of
local autonomy and localised linkages. This is often the case where products
(particularly consumer products) require some adaptation to meet local market
conditions associated with such differences as consumer preferences, climatic
conditions or regulatory environments (Howells and Wood 1993: 57). These
conditions necessitate manufacturing facilities with different production
configurations and processes to cater for these product differences, which, in
turn, may encourage local contracting links to acquire market specific skills or
other advantages. Similarly, in sectors where expectations are particularly high,
such as aerospace, pharmaceuticals, chemicals, specialist engineering, electronics
and telecommunications, worldwide standards are required, which can
encourage centralised decision making. In the other direction, age of investment
and any history of local control tend to favour branch autonomy, including
control of purchasing decisions (Hedlund 1980).
A distinction between producer-driven or buyer-driven commodity chain is
also important to differentiating the form that buyer–supplier linkages take (Box
6.5). The impact on subcontracting relations of these alternative ways of organising
international business is illustrated through case studies in Singapore and Taiwan.
Both of these ‘tiger’ economies have been transformed through linkage to
multinational investment: in the case of Singapore, primarily through foreign
direct investment and connection to producer-driven commodity chains; and in
the case of Taiwan through linkage to buyer-driven commodity chains. Case studies
of these localities reveal contrasting opportunities for indigenous enterprise. In
Singapore, the supplier sector has tended to remain weak, while in Taiwan
subcontracting is part of the economy’s dynamism. This difference in experience
is akin to Turok’s (1993) contrast between dependent and developmental relations,
although with the developmental trajectory somewhat constrained.

Box 6.5 Global commodity chains
Global commodity chains have three main dimensions: (i) an input–output
structure, comprising a set of products and services linked together in a
sequence of value-adding economic activities; (ii) a territoriality, that is spatial
dispersion or concentration of production and marketing networks,
encompassing enterprises of variable size and type; and (iii) a governance
structure, comprising a set of authority and power relations that determine
how financial, material and human resources are allocated to and flow along
the chain. Global commodity chains are differentiated according to the ‘length’
of a chain, the ‘density’ of interactions in a particular segment, and the ‘depth’
or number of levels that occur at each stage in the chain. Two main governance
structures are distinguished:
1

Producer-driven commodity chains exist in industries in which transnational
corporations or other large integrated industrial enterprises play the central
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role in controlling the production system. This arrangement is thought
mos t likely to arise in capital- and technology-intensive industries such
as automobiles, computers, aircraft and electrical machinery. Chains are
transnational in coverage, although with much variation in the number
and extent of involvement of businesses in other countries. Other
characteristics of the producer-driven chain include the use of international
subcontracting for components or labour-intensive assembly; production
networks between final assembly and component supply, especially in
the case of Japanese manufacturers; and involvement in strategic alliances
with rivals.
Buyer-driven commodity chains are associated with those industries in
which large retailers, brand-named merchandisers and trading companies
play the pivotal role in setting up decentralised production networks in
exporting countries, typically in the Third World. This pattern of trade-led
industrialisation is encountered in labour-intensive consumer goods
industries such as garments, footwear, toys, household goods, consumer
electronics and a wide range of hand-crafted items. International
contracting is generally carried out by independent Third World factories
that make finished goods (rather than components or parts) under OEM
arrangements. Original equipment manufacturers work to specifications
supplied by the buyers and branded companies that design the goods
and may be surrounded by a dense production network of subcontractors.
In the fashion clothing and footwear industries, the brand holder may have
no ownership of any production facilities and be solely engaged in
managing its linked production and distribution networks.
Since the 1970s, a number of influences in affluent markets have changed
the relationships between producers, marketers and consumers, which has
encouraged buyer-driven commodity chains. In the period of post-war
economic expansion up to the 1970s, Western consumers tended to
purchase what manufacturers chose to produce. After this time, an
intervening agency between producer and consumer emerged, harnessing
technological advances in mass communications, notably television
advertising, for the creation of brand images and fashion. These
intermediaries grew into a powerful economic force by focusing on retailing
and merchandising, combining some sensitivity to what consumers were
prepared to purchase with enhanced capacity to manipulate and control
that demand. Such merchandisers, of which specific examples include Nike,
Reebok, Calvin Kline, Kmart, JC Penny’s and other departmental chains,
largely eschewed any involvement in manufacturing, preferring to
subcontract this to producers who could provide ‘flexible’ manufacturing
capacity. The Chinese business system in Taiwan, as well as in Hong Kong,
offered this capacity. As well as skills and experience appropriate to the
assembly of consumer products, a low cost structure and a willingness to
operate under the wing of big-name overseas companies, the subcontracting
networks built by Chinese family firms provided the demand responsiveness
needed by brand merchandisers.
Governance structures originate in the way that barriers to entry are
constructed and used by core firms to control linkages in the production
process. The buyer-driven commodity chain is labour intensive at the
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manufacturing stage, leading to competitive and globally decentralised factory
systems. Barriers to entry are highest at the brand-name merchandising and
retail levels, where companies invest considerable sums in product
development, advertising and computerised store networks to create and
sell these items. The retail end of the buyer-driven commodity chain therefore
has most influence over this chain; in the producer-driven chain this influence
is controlled by manufacturers.
Sources: Gereffi 1994; Gereffi and Korzeniewicz 1994

Global manufacturing and local linkage in Singapore
Singapore has been an important base of multinational capital since the mid1960s, and by the early 1990s foreign direct investment accounted for over
70 per cent of manufacturing value added (Perry et al. 1997a: 117). In the
key electronics sector, which generates 40 per cent of manufacturing value
added and 60 per cent of exports (Wong 1995), the value of foreign investment
is 10 times that of local investment. Opportunities for local companies to
develop subcontracting and supply linkages have developed with Singapore’s
evolution from an export platform to a regional control and coordination
centre for foreign investment dispersed across South-East Asia (Scott 1987;
Rodan 1989). Nonetheless, while Singapore’s supporting industry has
developed depth and technological sophistication compared with that existing
in neighbouring ASEAN countries, it is generally behind that found in Taiwan
and South Korea (Henderson 1994: 275). Singapore-owned supporting
industries are typically confined to relatively low-value operations. For example,
in the printed circuit boards assembly sector, local firms account for 71 per
cent of total establishments and 14 per cent of total value added (Wong 1991).
While the government in Singapore has maintained a high level of
intervention in the economy, it has avoided direct controls on the sourcing of
inputs used by foreign MNCs and was slow to adopt active technology transfer
policies (Wong 1995). While the local supporting industry has benefited from
the gradual upgrading of foreign investment and labour force skills (Chng et
al. 1986; Rodan 1989), there have been two limitations to this: (i) the
willingness to upgrade investment has been more characteristic of North
American and European companies than Japanese companies, which have
provided the more rapidly expanding source of foreign investment from the
mid-1980s (Rodan 1989: 102– 3; Gereffi 1996: 107); and (ii) in the context
of a small economy, foreign companies have tended to crowd out SMEs because
of their lower profitability and prestige compared with MNCs. Direct assistance
from buyers to local suppliers has overall been a low priority within the strategies
followed by foreign MNCs. This can be illustrated in the case of the electronics
sector, the key activity in Singapore’s manufacturing sector. Case studies of
18 multinational organisations involved in various branches of consumer and
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industrial electronics identified six generic strategies according to the
organisational priority with respect to subcontractor linkages (Table 6.1):
1 Dependent fringe. This strategy involves extensive use of subcontractors
for assembly and component manufacture. Subcontracting enables the
organisation to concentrate internal capacity on the most quality-sensitive
activities (for example new products) and to manage uneven work flows.
Where the buyer has the technology and expertise to transfer production
in house, the relative costs of internal versus external work are continuously
reviewed and subcontracting volumes adjusted accordingly. Costcompetitiveness of subcontractors is sought by: (i) maintaining duplicate
suppliers; (ii) monitoring subcontractor performance and benchmarking
against internal supply; and (iii) encouraging intersupplier rivalry, for
example by the release of individual company performance data to all
suppliers. Hierarchical links are maintained with subcontractors. First-tier
contractors work directly with the buyer and are encouraged to identify
with the company through group meetings, annual awards and access to
training and technology awareness seminars. New recruits are inducted by
acting as subcontractors to first-tier suppliers until the buyer is satisfied of
their performance reliability. Typically, subcontractors are limited to a
maximum income dependency on the company of a fifth to a quarter of
total sales.
2 Intermittent cooperation. This strategy aims to build a pool of external
subcontractors for the supply of components and part assembly to enable
the buyer to focus on final assembly. The reliance on external suppliers is
managed by placing work with small companies so as to give maximum
leverage over suppliers when intermittent and comparatively low order
Table 6.1 Summary of MNC subcontracting strategies

Source: Perry and Tan 1998
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volumes are required at short notice. Contracts are allocated through
competitive tendering, with ‘core vendors’ selected from the top 20 per
cent of performers identified through a vendor-rating programme, given
first preference. Quarterly meetings are held with core vendors to review
their performance and discuss market developments.
Global integration. This strategy emphasises corporate control of supply
decisions to optimise linkages for the group as a whole at the expense of
control by individual locations. At the headquarters, a corporate leadership
group establishes strategic objectives for each group of inputs, including
determination of the balance between internal and external sourcing and
the locations to be allocated procurement responsibilities for each externally
sourced input including selection and monitoring of subcontractors. Vendor
ratings, utilising an internationally standardised assessment scale, distinguish
three main classes of vendor: (i) those available to supply all locations; (ii)
vendors ‘restricted’ to designated market areas; and (iii) vendors still under
review. Generally, procurement of the more generic material and
components is centralised, partly to gain economies of bulk purchase. At
individual production sites, purchasing staff must demonstrate financial
advantages and organisational capability over centralised procurement.
Regional capacity. A localised supply network assumes importance where
product design is customised for the region. A priority is then to identify
suppliers that can keep pace with the company’s expansion plans, including
entry into new markets. Design customisation tends to narrow the range
of vendors utilised to a few companies selected for their ability to assist in
the redesign process and undertake first manufacture of customised
products. ‘Supply partners’ may be assisted in areas such as quality
management systems to help them meet the expected performance targets.
Cost minimisation. In this case there is little priority towards externalisation
and a tendency to subcontract only where there is a definite cost advantage.
High volume and existing internal production experience discourages
externalisation. Subcontracting arises mainly in the case of simple,
standardised inputs that can be allocated to producers with low-cost
structures, possibly arising from location in a low-wage economy.
Dedicated capacity. This strategy is focused on sourcing simple components
to provide additional production capacity to assist the buyer manage changes
in capacity requirements. Competitive strategies emphasise low inventories
and subcontractors are needed that can produce at short notice to
proprietary specifications. This is achieved through: (i) prior qualification
and ongoing supplier audits to maintain a small group of reliable providers
for each product area; (ii) strict rules on acceptance of work for other
customers, to ensure availability at short notice; (iii) working on a
consignment basis with materials supplied by the buyer; and (iv) sharing of
demand forecasts with subcontractors, although with actual orders able to
vary within specified margins. Assistance from the buyer to upgrade supplier
performance is possible, but in the context of the low-technology
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components, and because suppliers are not looked to for design input,
such exchange is limited.
The origins of each strategy lie partly in individual company histories and
preferences: new organisations, for example, may be more inclined to outsource
than older producers with established practices favouring internalisation.
Technology and market characteristics also shape subcontracting strategies.
Whereas the dominant interpretation of industrial change envisages a universal
shift from mass to customised markets, a continuing differentiation of business
environments is evident in the Singapore sample with impacts on
subcontracting strategy. High-volume, internalised mass production is, for
example, well represented in the computer component industry, in which it is
associated with the confinement of subcontracting to simple low-technology
components. In the consumer electronics sector, the high frequency of product
design changes can be interpreted as indicative of the shortening product
cycles associated with the breakdown of mass markets. Arguably, however, a
more significant feature of this industry, as it affects linkage development, is
the stability of the basic technology and its commonality between competitors.
This means that there is a wide pool of suppliers to select from and
comparatively little concern about the risks of technology knowledge diffusing
to competitors via subcontractors. This context facilitates the group
organisation of subcontractors in ways that foster rivalry and information
sharing between them as a further method for gaining their compliance. Where
production utilises proprietary technology, minimising subcontractor turnover
may grow in importance, which generally implies some degree of buyer–
supplier cooperation. However, to protect proprietary technology, linkages
may be limited to capacity subcontracting, where the need to bring the
subcontractor into a close relationship is lessened provided confidence in
availability and performance exists. The shift towards global sourcing is partly
dependent on the internationalisation of markets (limiting the need to
customise production for regionally differentiated customers) and the ratio of
material costs to total costs (justifying high investment in centralised
administration). Thus, the principal exponent of this strategy in the Singapore
sample estimated that 70 per cent of total production costs for the group
were accounted for by material purchases and subcontracts. It supplied a small
number of multinational manufacturers that maintain geographically dispersed
production sites, all of which had uniform product requirements.
The six strategies indicate that traditional expectations of restricted
development opportunities in branch plant economies remain. Among the
ways in which branch plant status is constraining linkage localisation are the
continuing predominance of the following factors:
1 Home-country R&D. Singapore has attracted little of the R&D capacity of
MNCs. Close involvement with the main design centre is important to
suppliers seeking involvement in high-value component or assembly
subcontracting. Without access to the core R&D process, Singapore SMEs
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are relegated to comparatively routine, low-value production such as circuit
board assembly and packaging.
2 End of cycle product mandates. Where Singapore has been allocated a product
mandate by its corporate HQ, it typically covers ‘mature’ products subject
to only superficial changes in product design. For these types of products,
cost-competitiveness is critical and among the study sample the outcome
was high-volume, internalised mass production with little requirement for
externalised sourcing.
3 Cost-orientated activity. Singapore’s origins as a manufacturing base selected
for production cost advantages continues to shape subcontracting
opportunities, even where organisations have ceased to view the region
primarily as an export platform. Production cost sensitivity is reflected in
the ongoing relocation of activity to low-wage production sites. This tends
to result in the periodic reconstitution of supply needs in Singapore, resulting
in a corresponding dislocation of local supply linkages, helped by increased
industrial skills in other Asian economies.
4 Technology. Inward investment has tended to comprise activities that can
operate with long-distance supply linkages or whose local input needs involve
simple technology. Limited linkage development can thus be seen as partly
a process of Singapore being selected as an investment site by organisations
that are not reliant on a localised supply base, although they may have an
interest in seeing more of one develop.
The Singapore experience show that in various ways buyers are
recognising the value of increased information and communication
exchange with their suppliers. For selected suppliers, there is access to a
more certain workload than in the past. Overall impacts on surviving
subcontractors vary between the six strategies (Table 6.1). For some
suppliers, a closer relationship with the buyer is conditional upon a
willingness to participate in a rating programme designed to enforce
continuous performance improvements including ongoing cost reductions.
This approach is particularly rigorous in the case of the dependent fringe,
where the buyer’s selection of preferred suppliers is combined with
deliberate heightening of intersupplier rivalry in pursuit of the buyer’s
primary goal of cost containment. As well as the ambiguity of the new
relationships for supplier status, the localisation of linkages is a low priority
among the strategies observed in Singapore, in some cases being associated
with a shift to global integration of the supply base. Even if global
integration is not the goal, the more intensive management of
subcontracting relations tends to give more flexibility in the location of
linkages. In the dedicated capacity strategy, for example, prior monitoring
of contractors and ongoing audits and performance reviews are partly to
free the buyer from the need for regular face-to-face contact. At least once
selected, suppliers have little need for a location close to their buyer and
may even be encouraged to move away if this can save costs.
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The Singapore government has responded to the limited development of
the supporting sector through its general small-business assistance programmes
(Perry et al. 1997a: 132) and a specific programme that aims to build capacity
among local SMEs to act as subcontractors and suppliers to MNCs. This
programme, known as the local industry upgrading programme (LIUP), has
struggled to make any impact on buyer–supplier relations in the face of the
limited priority to localise inputs (Box 6.6).

Box 6.6 The Local Industry Upgrading Programme (LIUP)
LIUP aims to help locally owned SMEs in Singapore to be subcontractors
and suppliers to foreign MNCs operating in Singapore. LIUP was established
in 1986 by the Economic Development Board (EDB) to help local firms improve
their operational efficiencies, capabilities and capacity to develop new
products and services. LIUP has evolved through several changes in
emphasis, but its broad strategy has maintained a two-edged focus. Local
SMEs with the capacity and willingness to take up contracting opportunities
identified by the EDB are assisted to acquire the necessary skills and
technology, for example by being given priority in investment incentives
available to all SMEs in Singapore. In addition, MNCs are encouraged to
support the scheme by seconding a person to act as a LIUP manager, whose
responsibility is partly to assist local SMEs meet the performance and delivery
expectations of the LIUP manager’s organisation. The secondee’s salary is
paid by the EDB, which might be a full- or part-time appointment for one to
two years, or longer in some cases. By 1994, 32 MNCs and around 170 local
SMEs, mostly supporting the electronics sector, had participated in LIUP.
As originally envisaged, LIUP was to assist the transfer of specific expertise
to individual SMEs to help them establish a partnership with major MNCs. In
practice, the assistance extended by MNCs rarely exceeded learning
facilitation, exposing selected suppliers to their quality management and
production practices and sometimes offering training and management
support. The ultimate target set by the EDB of facilitating joint R&D was not
realised. Learning from this outcome, since the mid-1990s LIUP has been
focused on industry-wide improvement initiatives.
Under LIUP, for example, supply managers from Singapore-based
petrochemical companies are developing an industry-wide programme to
upgrade maintenance contractors. In Singapore, maintenance services are
a more manual and labour-intensive activity than they are in Europe and
North America. Lack of cost pressure, arising form the high profitability of
refineries in Singapore and historically low-cost labour, as well as weak
environmental controls, explain the performance difference. A need to raise
the efficiency of maintenance operations has grown with greater competition
faced by the Singapore refinery centre. The shared interest in supplier
improvement is reflected in the willingness of companies to work collectively,
with LIUP assistance, in a project to develop industry training and skill
qualification for maintenance workers. The project focuses on low-value, nonproprietary maintenance work such as cleaning, painting and routine
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engineering. Once implemented, new employment qualifications for
maintenance workers are expected to result in fewer and better equipped
suppliers than those currently existing. Supply managers favour a competing
pool of suppliers for ‘low-end’ work and so do not envisage this reorganisation
encouraging single sourcing and dedicated suppliers. At the same time, the
practice of using a home-country contractor for specialised high-value
maintenance is not expected to change. That work requires a familiarity with
proprietary technology for which an exclusive home-country supplier is
preferred.
Source: Tachiki 1994; Soon 1994; Perry and Tan 1998

Subcontracting networks in Taiwan
As in other East Asian economies, foreign direct investment and joint ventures
between local and foreign companies were a starting point for Taiwan’s
industrialisation. As a share of total capital formation, foreign investment never
amounted to much above 5 per cent of domestic capital formation in
manufacturing (Hobday 1995: 109). State-owned enterprises dominated heavy
industry, with private investment confined largely to light industries such as
electronics, textiles and plastics. Within those sectors foreign investment was
an important component of Taiwan’s economic transformation. It initiated
the electronics industry and it encouraged imitation by larger local enterprises
as well as the burgeoning of local enterprises in search of subcontract
opportunities, some of which obtained direct access to training and engineering
resources through joint ventures.
Licensing and supply agreements emerged as important linkages between
local and foreign companies. Under licensing agreements, firms pay for the
right to manufacture products, usually within a specified market area, with the
transfer of technology from the licensor. This arrangement can be a step up
from a joint venture in which the senior partner trains the other party while
retaining close control of the project. Supply agreements arose from the orders
placed by Japanese trading houses and large buying organisations from North
America, linking Taiwan into buyer-driven commodity chains (Box 6.7). Buyers
often took upwards of 60 per cent of individual company sales. As well as their
sales importance, buyers gave credit against guaranteed forward export orders,
marketing ideas and production assistance. Suppliers improved their usefulness
to the buyer and developed their own markets independent of their buyer.

Box 6.7 Bicycles in Taiwan
Taiwan has been the world’s major exporter of bicycles since 1980. This
status was a product of rapid growth. From 1966 to 1981 the number of
bicycle assembly and parts manufacturing companies more than doubled
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while total employment almost tripled. Average firm size, on the other hand,
changed only from 16 to 18, and even by the early 1990s had grown to only
23 workers per firm. Bicycle manufacturing in Taiwan is based upon
hundreds of specialised SMEs: most assemblers do not make parts, except
for the frame, and part manufacturers typically make only one part.
A key turning point for Taiwan’s bicycle industry came in 1971, when many
America importers came to East Asia with large import orders. Taiwan, more
so than Korea, which was also visited by buyers, was able to capture most of
the new export orders. (Japan had an established industry but the appreciating
yen made it unattractive to American buyers.) Within two years Taiwan was
exporting over one million bicycles compared with a few thousand in the late
1960s. Ability to respond quickly set Taiwan apart from Korea, where bicycle
manufacturing was concentrated within a few large firms, including one
dominant assembler. The initial lead established by Taiwan was never pulled
back, partly as the scale of Taiwan’s output permitted the manufacture of
parts at lower cost than in Korea.
In Taiwan, business networks avoid interfirm dependence. On average,
each bicycle producer has about 60 parts suppliers and each part
manufacturer supplies up to 20 bicycle assemblers and exports about 50 per
cent of its total output. The success of Taiwan’s industry can be related to
several influences:
1

2

3

Bicycle production involves the assembly of over 100 parts. This favours
vertical disaggregation rather than internalised production in a big firm as
the various parts have their own distinct technology and scale economy. A
totally integrated producer needs to have sales sufficient to maintain the
high volumes demanded by some parts and the range of managerial and
technical skills to encompass diverse technologies. On the other hand,
the low asset specificity in production technology, because parts are
standardised, reduces risk and uncertainty in relying on external producers.
Prior experience in bicycle manufacturing and the ease of entry by new
entrepreneurs enabled the rapid expansion of production. The level of
technology demanded, which was comparatively simple, and the
widespread preference for self-employment in Taiwan facilitated this
responsiveness. Help from buyers was also available. As well as taking
responsibility for marketing, they assisted local producers set up
production, monitored progress, checked the product, offered financing
via issuing letters of credit, provided product specifications, and sometimes
blueprints, and occasionally even supplied certain parts for individual
orders.
Government intervention helped through the setting of national standards
for export-quality bicycles. This move prevented the export of shoddy
products, which had been occurring during the period of rapid market
expansion to the potential detriment of the export trade as a whole. At one
time, American bicycle shops refused to sell and repair bicycles from
Taiwan, accusing them of being unsafe. Earlier, import controls on bicycles
and parts had enabled local production to grow during the 1950s by curbing
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imports from Japan. The producers which dominated under this era of
market protection had closed by the time of the export boom, displaced
by ‘underground’ assemblers, but the market controls had enabled skills
and industry awareness to accumulate.
Vertical disaggregation assisted the rapid expansion of the industry but
has left challenges to the industry’s sustainability. Parts self-sufficiency has
been dropping as product upgrading has relied on higher quality bicycle parts
imported from Japan. The disintegrated production networks in Taiwan have
not encouraged investment in technology and innovation. Cooperative R&D
efforts, assisted by public investment in a research centre, are under way to
bolster the parts industry. Meanwhile, many of Taiwan’s major bicycle assembly
and parts firms are shifting production to China in an attempt to retain the
low-cost market.
Sources: Chu and Li 1996; Chu 1997

In comparison with the electronics sector in Singapore, where government
industry policy placed few restrictions on foreign investment and was less
active in encouraging technology transfer to local business, Taiwan has a much
greater reliance on indigenous enterprise, including a strong SME component
(Wong 1995). In Singapore, of the top 140 electronics companies in 1989,
the 18 fully indigenous Singaporean firms contributed just 3 per cent of total
sales (Wong 1995: 42). In Taiwan, foreign MNCs contribute less than half of
electronics production and exports, a share that has declined sharply from the
onset of the industry in the 1960s. On the other hand, the main vehicle for
the expansion of Taiwan’s industry has been collaboration with MNCs, either
directly or indirectly through subcontracting networks (Hobday 1995;
Mathews 1996: 21).
During the 1980s, original equipment manufacture (OEM) became the
most important channel for export marketing. Under this arrangement, a
product is made to specifications set by the foreign buyer, which then markets
the product under its own brand name. These tie-ups can involve a close
long-term technological relationship between the partners in the agreement
as the success of the buyer’s strategy depends on the quality, reliability and
cost performance of the supplier. An indication of the gradual transfer of skills
under OEM was the evolution to own-design manufacture (ODM) among
some subcontractors in the late 1980s. In ODM, the supplier takes some
responsibility for product design and specification, as well as its manufacturing,
but with the final product still marketed under the foreign buyer’s brand. In
1994, OEM and ODM combined accounted for two-thirds of the production
value of IT hardware products such as computer motherboards, keyboards,
monitors and scanners (Poon 1996), all products for which Taiwan contributed
over 50 per cent of total world production (Wong 1995). The greater share of
this production (around two-thirds) was accounted for by ODM
manufacturers, which, in turn, were increasing their own use of subcontracting
(Poon 1996).
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A further evolution in Taiwan’s subcontracting role has been the
development of original design and logistics manufacture (ODL) (Poon 1996).
With ODL, the role of post-production inventory management is transferred
to Taiwanese manufacturers (Box 6.8). ODL partly responds to the search by
OEM and ODM contractors for additional service roles to make up for the
loss of some manufacturing competitiveness to low-cost neighbouring
countries. It is also a change being requested by buyers. Dell Computers, for
example, now wants its Taiwanese manufacturers to distribute the products
to resellers, establish warehouses in the USA, manage inventory and provide
after-sale services as well as to coordinate assembly of the product. Such requests
are part of a general trend in North America for lead companies in the computer
industry to focus on marketing, distribution support and finance with the
goal of building a reflexive manufacturing system that is customer responsive
with minimum inventory costs. In addition to ODL, a few of Taiwan’s largest
producers have graduated as own-brand manufacturers (OBMs) although even
the most successful, such as Acer, the world’s seventh largest personal computer
company in the mid-1990s, still derives it main income from OEM.

Box 6.8 Acer’s ODL strategy and implications for subcontractors
Acer is Taiwan’s leading computer manufacturer, having grown into a
multinational operation from its beginnings as a new venture in the mid-1970s.
It began OBM a decade later, and by 1988 this accounted for 60 per cent of
its revenue, but by the early 1990s it had returned to being primarily engaged
in OEM and ODM. It remains, however, one of the top 10 computer
manufacturers worldwide.
Its ODL strategy commenced in the early 1990s. It has resulted in a division
of manufacturing capacity between central manufacturing sites making
standardised components and subassemblies and market-linked final
assembly sites. Localised assembly provides the basis for a full logistics and
after-sales function and increased customisation of PCs to individual customer
orders. The general impact is to reduce reliance on the traditional
subcontracting chain and to limit Acer’s direct contact to a small number of
subcontractors responsible for entire subassemblies. The volume of
subcontracting as a whole is reduced through: (i) the compression of the
value chain, with less assembly activity in Taiwan and less use of low-cost
intermediary locations for assembly; (ii) a shift to modular manufacturing,
encouraging standardised components; and (iii) product design changes to
simplify assembly processes.
Source: Poon 1996

The coupling process between foreign MNCs and Taiwanese subcontractors
has been a vehicle for technology learning and market expansion. The success
of this interaction is generally ascribed to the effectiveness of government
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intervention and the flexibility of small-business networks. With respect to
the first of these issues, there has been a consistent strategic intent by the
Taiwanese government to promote indigenous industrial development (Wong
1995). This has included the progressive biasing of incentives towards higher
technology activities and substantial government investment in R&D in selected
technologies that are packaged for local industry use. Acquisition of foreign
technology has been pursued through encouragement to local firms to
participate in licensing agreements with foreign companies, including steps to
promote industry technology and performance standards to ensure the
development of export-quality products. There has also been a gradual increase
in restrictiveness of foreign direct investment to focus inward investment on
capital- and technology-intensive activities and to ensure that local industry is
not crowded out by more prestigious foreign companies. The role of
government strategy in the linkage with foreign technology and the upgrading
through subcontracting ties is, however, difficult to unravel from the other
influences that have favoured Taiwan’s development through buyer– supplier
relations.
Local enterprise in Taiwan, from the outset of its modern industrialisation,
exhibited a preference for linkage with foreign companies and overseas markets.
Many small Taiwanese businesses mistrusted government, feared officialdom
and shunned state agencies (Hobday 1995: 98). The political origins of Taiwan,
the large influx of new settlers in 1949 after the victory of the Chinese
Communist Party in mainland China (adding around two million persons to
the existing population of six million) and ability to rekindle connections to
Japan, which had been the island’s colonial ruler from 1895 to 1945, were all
judicious contributors to entrepreneurial growth. For a large part of the
population alienated by the imposition of a government dominated by the
former Chinese nationalists, self-reliance even at the price of dependence on
foreign capital was the only option (see discussion of Taiwanese business groups
in Chapter 5). The entrepreneurial environment fostered has created a
particularly intensive development of subcontracting compatible with the
production requirements of buyer-driven commodity chains.
Taiwan’s market niche has been in providing buyers with flexible assembly
capacity. The basis of this has been extended subcontractor networks that
begin with larger factories with links to foreign buyers, either directly or through
local trading companies, continue through SMEs and possibly smaller firms
and workshops and finally end with homeworkers (Poon 1996). The
subcontractors can be a mobile group of skilled workers in the contractors’
premises led by a baotou or ‘inside contractor’ (Shieh 1992: 56–7). The baotou
has charge of a group of workers who move between subcontracting jobs
performed on the contractor’s premises using the latter’s material, equipment
and space. For additional capacity an intermediary may be hired to arrange
the putting out of work to other subcontractors and homeworkers. These
linkages give considerable production flexibility. Capacity can be altered by
extending or shortening the number of linkages utilised, expanding or
contracting capacity at any tier in the subcontracting chain or by asking existing
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subcontractors to work longer. Factories also engage in horizontal
subcontracting to transfer orders beyond their own subcontracting capacity.
Subcontractors deploy several strategies to withstand the production
uncertainty and cost pressure under which they operate. To achieve a steady
flow of work, subcontractors try to impress their contractor through good
work performance and by maintaining good personal relations with them.
Buying work by paying commissions, maintaining multiple ties to sources of
subcontracts and trading orders with other contractors are other tactics
employed (Shieh 1992: 125–8). Cost economies are sought through improving
production methods, maintaining an economic throughput by multiple
sourcing and by pursuing lowest cost options such as passing work to
outworkers or by replacing higher by lower quality material. Intensive use and
control of labour through a mix of authoritarian and paternalistic means aim
to ensure maximum throughput. In addition, many manufacturers use family
members who are willing to work long hours for little or even no money.
Downward exploitation is exerted through the subcontracting chains and,
despite efforts to stabilise subcontracting links, the membership of networks
tends to change frequently (Poon 1996: 42). In open networks, the threat of
exclusion for poor performance is an incentive for subcontractors to cooperate
with buyers as a poor reputation becomes well known. A sense of mutual
concession derived from the willingness of contractors to even out seasonal
work flows, by promising work in the low season in return for priority service
in the high season, can help to offset the otherwise arduous regime for
subcontractors. For individual subcontractors, the prospect of gradually
working their way up the subcontracting chain offers the promise of a greater
share of the profits, while starting at the bottom offers a route into selfemployment with minimal capital outlay. As the initial decision to set up is
often predicated on a personal connection offering a source of work, closeknit relationships based on friendship, family and kinship ties bind networks
through social obligation. Personal introductions and connections are used
for recruitment as a homeworker or employee in a subcontracting firm and
provide another means of control, as recruits’ poor performance would be
seen as an embarrassment to whoever introduced them to their employer.
Many years of experience in OEM, supported by subcontracting networks,
has given Taiwanese manufacturers engineering capability to produce skilfully,
cheaply, flexibly and quickly. The labour force has become highly skilled in
adapting existing product designs, manufacturing processes and equipment
to deliver low-cost products with enhanced features and more rapid response
times than competing producers. Moving further up the technological and
value-added ladder remains a challenge (Tsay 1993). Simple technology and
basic skills are the basis of entry to the chain, and the monopolisation of
technical knowledge by owners, as part of their strategy for maintaining
authority over their workers, militates against the diffusion of learning.
Weakness in original design and the production of critical parts as well as
limited capacities in distribution, marketing and after-sales service result. At
the same time, currency appreciation and labour shortages have reduced the
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island’s cost advantage, although this is being addressed by relocating
subcontracting networks to China and South-East Asia and through importing
foreign workers (Tsay 1994).
The existing model of technological advancement through the accumulation
of experience and intensification of labour in subcontracting networks has
therefore delivered little innovation and technological upgrading. Working to
specifications supplied by contractors or buyers, there is little incentive for
firms within the networks to originate their own designs. Moreover, there is a
tendency for the subcontracting system to stifle diversity in production methods
and technology and so minimise the opportunities for learning between firms
(Poon 1996). In this context, some leading firms have pursued participation
in ODL arrangements. Another strategy, in this case promoted by the Taiwan
government influenced by its perceptions of the Japanese subcontracting
system, has been encouragement to long-term stable production ties between
contractors and subcontractors. This ‘centre satellite factory system’ aims to
give a basis for encouraging manufacturers to upgrade their subcontractors
(Poon 1996). A more recent government-led initiative, coordinated by the
Industrial Technology Research Institute (ITRI), is encouraging local IT firms
to form consortia for the transfer of new product technology (Lin 1994).
Over 30 consortia have been formed, focused on such products as laptop
computers, high-definition television, videophone, laserfax, broadband
communications, digital switching devices, satellite receiving stations and smart
cards. ITRI’s involvement includes identifying products with development
potential, sourcing technology and negotiating development cooperation and
licensing agreements with overseas firms on behalf of the consortia. In this
way, R&D consortia are intended to help SMEs bargain on more equal terms
with technology leaders, achieve the economies of scale necessary for investment
in R&D and so retain an ongoing capacity for innovation.
Conclusion
With respect to the characterisation of emerging linkage patterns, the evidence
in this chapter warns against a binary interpretation of changes in linkage
management, from dependent to developmental buyer–supplier relations. As
in the case of customer–supplier linkages in the North American semiconductor
industry, the new vocabulary of subcontracting management with its stress on
cooperation, mutual development, commitment, information sharing and trust
can provide a misleading impression of the reality. The most widely adopted
innovation resulting from the review of supply management is the
implementation of some form of performance rating and accreditation
programme. These evaluations provide for informed decisions about the
allocation of contracting. This conforms to a developmental scenario of
subcontractor relations to the extent that for the selected high performers
preferential work relations, closer communications and more information
sharing than previously given can result. Overall, however, buyers are much
less inclined to change their relationships with suppliers than they are to use
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new procurement priorities to allocate work more effectively than in the past.
Ranking supplier performance provides a basis for exerting pressure for
improvement and raising awareness that any slippage in performance may
result in termination of their preferential status.
The development of subcontracting ties between multinational buyers and
local contractors in East Asia illustrates contrasting challenges for host
economies. In the context of producer-driven commodity chains, corporate
strategies diverge, but a general consequence is an increasing reliance on fewer,
larger and more diversified suppliers. This tends to work against the localisation
of supply, although the extent of this varies according to production and market
environments. Some organisations are building peripheries of competing
contractors who are subject to intensive performance pressure; others are
concentrating relations on a few suppliers who are assisted to diversify their
range of activities. In buyer-driven commodity chains, the extensive
opportunities for subcontracting are offset by the cost pressure exerted through
subcontractor networks and the difficulty of acquiring a capacity for
independent innovation.
Whether the absence of collaborative subcontracting should be interpreted
as a weakness needs to be assessed against the conditions supporting alternative
approaches to supply management. As indicated in the reorganisation of
subcontracting in Japan, no single model can be held to have a permanent
advantage. Periods of relative technological and market stability, for example,
increase the advantages of close integration between buyers and suppliers while
periods of technological instability tend to work against such collaboration.
The shifting balance of technological power between producers in Japan and
the United States is partly a story of the alternating success of arm’s-length
versus obligational contracting, as well as ongoing innovation in both
contracting styles.

7

Promoting networks in
New Zealand

With respect to recent developments in its economy, New Zealand is most
widely known for its experimentation with free market economics (Dalziel
and Lattimore 1996; Silverstone et al. 1996). These policy initiatives are
intended to emphasise the articulation of competitive processes and are
generally presented as a radical departure in New Zealand public policy (Britton
et al. 1992; Kelsey 1993; Le Heron and Pawson 1996). The economic
management changes do represent a move away from some forms of industry
regulation, but there is much that remains consistent with the Anglo-Saxon
heritage that has shaped the country’s political economy since its colonisation
by predominantly British settlers in the nineteenth century. Compared with
small industrial economies in Europe, such as Denmark, Finland and Sweden,
with which New Zealand has shared similar economic challenges, there has
been an absence of cooperative political and economic structures. Through a
combination of industry specialism, settlement geography and cultural
inheritance, New Zealand (like Australia, see Chapter 2, Box 2.2) has developed
industry and workplace structures that have given little attention to the
advantages of interfirm collaboration or high-trust employment relations.
Reflecting the dominant hold of free market philosophies among central
government policy agencies, network promotion has largely been the initiative
of local government and private industry groups such as the chambers of
commerce. In addition one public sector organisation, the New Zealand Trade
Development Board, has been an innovator in network initiatives as well as
being instrumental in importing the Danish ‘hard networks’ programme. These
experiences in promoting business networks are of interest at two levels. First,
the attempt to encourage networking can be viewed as an important
contributor to improving business performance. In the small-business sector,
this support responds to the high levels of new business formation which have
occurred in recent years, associated with much ‘forced’ self-employment. It
also responds to national interest in accelerating the capacity of firms to
participate in export markets. Such initiatives may also have a mutually
reinforcing role where networking support obtained through one type of
assistance may create a positive attitude to cooperation in other areas and a
milieu conducive to cooperation in general.
Second, the promotion of networking can be viewed as indicative of the
ability to promote models of industrial organisation that rely on heightened
degrees of interorganisational trust. Although it is suggested that New Zealand
has been a ‘low-trust’ business environment, relatively little has yet been
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revealed about the contours of the New Zealand business system. A largescale investigation in 1990, the Porter Project led by the fashionable business
guru Michael Porter, argued that existing industry cooperation and cluster
development was ‘shallow’ (Crocombe et al. 1991). A subsequent investigation
of industry associations, with which New Zealand is highly populated (Chapter
5, Box 5.3), found that they had little strategic orientation and a membership
typically unwilling to commit resources to industry development. This finding
may be seen as some confirmation of the Porter Project argument, but before
examining recent attempts to promote business networks some further
comment on the nature of the New Zealand business system is needed. This
general environment provides the context in which the significance of the
network experiences described in the chapter are to be evaluated.
The network environment
New Zealand remains primarily a rural economy, with 70 per cent of export
income obtained from minimally processed commodities, of which meat, dairy
and horticultural produce account for a substantial proportion. Economic
specialisation, together with a comparatively homogeneous population
dominated by people of British descent (the indigenous Maori and more
recently settled Pacific Islanders constitute 20 per cent) and the problems of
an isolated and vulnerable economy, potentially provide a fertile environment
for cooperative business structures. In practice, this has not been the case as a
consequence of other historical influences and the impact of economic policy.
The origins of New Zealand’s low-trust business system can be linked partly
to its agricultural specialisation and the settlement structure that it produced.
Settling the land has been a preoccupation for most of New Zealand’s European
history, including extensive legislation to enforce the right to individual land
ownership, coupled with a Jeffersonian-like commitment to provide family
farms for all who wanted them (Moran 1997). The backbone of the primary
sector became the extensive agricultural block (although with some variation
according to the type of farming practised), with individual farms employing
predominantly family labour supplemented by itinerant seasonal workers. In
contrast, there has been less interest in encouraging a strong processing sector
to add value to farmers’ output.
Two characteristics of New Zealand agriculture help explain the comparatively
weak development of the processing sector. First, the initial export market,
developed under the country’s status as a Dominion within the British Empire,
was based on supplying the British wholesale trade. That trade was geared to
distribution to the mass consumer market and did not demand finely processed
product. Second, farmers held control of the processing sector either by forming
producer cooperatives or by setting the terms on which produce was delivered
for processing. An illustration of this is the seasonal shut-down of meat and
dairy factories, which suited the farmer by saving on feed costs but weakened
the profitability of processing (ACIL 1992; Curtis 1993). The political influence
of farmers helped obtain government support for regulation to support their

176

Promoting networks in New Zealand

preferences, for example placing controls on the licensing of processing facilities.
Commodity production was lucrative, and so farmer organisations saw little
need to upgrade the processing sector, even where it was under their own
cooperative ownership. The predominant pattern was thus of small processing
facilities distributed according to transport feasibility and economies of transport.
Neither did the financial sector provide support for innovation in the processing
sector with banks following the logic that land and primary produce were the
source of wealth.
A division between producer and processor also arose from farmers’ concern
to curb labour power in the processing sector. The seasonal and perishable nature
of primary produce gave workers the potential to bid up terms and conditions,
helped by their participation in trade unions. A long history of poor industrial
relations was characteristic of the processing sector, especially in the meat industry,
where the balance of industrial power ebbed and flowed between farmers and
factory workers on an annual cycle. When stock were in their prime, process
workers held the upper hand and used this time of year to demand higher wages;
when there were fewer stock to kill process workers were laid off and owners
regained the authority to set terms and conditions (Perry et al. 1995).
The predominant concern to protect the independence of the farmer thus
tended to act against integration down the value chain. The significance of
this can be judged in comparison with Scandinavian economies, where primary
industry developed in different conditions that helped to build a diversified
rural economy and ultimately a strong national economy. In the case of Finland,
for example, aspects of the primary sector (forestry) that helped to build
cooperative linkages included the location of processing near the source of
raw material, because of difficulties in log transport and access to a large internal
market (Russia); the close proximity of processing plants (paper mills) because
of their need for sites along lakes and rivers where suitable locations were
limited; rivalry among the processing mills, which encouraged them to form
close links with foresters and machinery producers; the diversification and
transferability of skills in the processing townships, which were comparatively
large settlements; and the existence of financial institutions willing to support
long-term capital investment and trading houses that marketed Finnish produce
as a whole rather than representing single firms (Marceau 1992).
With little spontaneous economic diversification, the New Zealand
government took on the task of encouraging industry. Its strategy, in keeping
with the support for import substitution policies that then prevailed, focused
on protecting urban-based industries by high tariff barriers and industry entry
regulation (Hawke 1992: 421–5). This tended to encourage consumer goods
assembly, activity that was unconnected to the primary sector. While not directly
affecting the independence of farmers, the agricultural sector tended to oppose
support to the urban economy. It was viewed as adding to the costs of inputs
to farming and as being a cause of increased taxes and an encouragement to
trade unionism. Tariff protection afforded manufacturing was viewed as a
form of ‘featherbedding’ and contrasted with the ‘free markets’ and risks to
which farmers, who remained the earners of foreign exchange, were exposed.
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Political parties organised around these positions, creating a tradition of
adversarial politics and entrenched lobby groups representing sectoral interests
(Roper 1993). Trade unions, organised in the British tradition around skill
affiliation, rather than by industry or employer, stifled cooperation in the
workplace, accentuated by a system of industrial relations in which the terms
and conditions of employment were determined largely in national negotiations
(Harbridge 1993). Together with the emphasis on externally provided training
and the pursuit of careers by switching employer, workplace commitment and
cooperation was low (Perry et al. 1995). For society as a whole, protection for
people in work affected their expectations over welfare and public service
provision. This tended to divide the community according to work status,
which was shaped by locality, racial and gender divisions, although employment
was high up to the 1970s.
Similarly, business organisation has emphasised internal capacity and
conglomerate business structures rather than coordinated networks of
connected and cooperating businesses. The result has been an economy divided
between a few large conglomerates and a mass of small enterprises, in which
there is a high incidence of interlocking directorates but little evidence to
suggest that these have encouraged interfirm cooperation (Fogelberg and
Laurent 1973; Firth 1987). In New Zealand at the start of the 1990s, for
example, in half of all industries, four firms accounted for at least 60 per cent
of each industry (Hayward 1996). Extended value chains are largely absent as
a result of the predominant pattern of exporting commodities with minimal
processing and importing industrial raw materials, components and increasingly
finished goods. The car assembly industry, for example, operated partly on
the basis of reassembling knocked down kits imported from the home country
of the foreign owner, providing little scope for the development of vertical
supply chains. Providers of patient development capital have also been missing.
A venture capital market emerged in the 1980s, but this had fizzled out by the
end of the decade after a speculative bubble (Perry M 1991).
Business relations
The contemporary state of interfirm relations is illustrated in a number of
specific investigations. These experiences tend to confirm the expectations
arising from the depiction of the business system as lacking in traditions in
cooperation, although from the studies themselves this historical connection
cannot be established conclusively.
Promoting business networks has been a traditional function of chambers
of commerce, which are well established in all of New Zealand’s main business
centres. Chambers have struggled to maintain their status as business has
become national or even international in scope. To regain their status and
attract new members, chambers have put greater emphasis on service provision
instead of their traditional function as a lobby group for local business interests.
In the country’s capital city, the Wellington Chamber of Commerce, like others
in New Zealand, has identified network promotion as a key role, encouraged
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by surveys suggesting that this is the main reason why business managers
(especially women) join. The Chamber’s interpretation of networking
emphasises ‘network marketing’ based on developing an internal market
through a directory of member goods and services and price discounts. While
the Chamber, as with others in the country, is not of the significance of those
associated with regional economies in parts of Europe, it does have a large
and long-established membership and in New Zealand is a comparatively wellresourced business organisation.
A survey of the Wellington Chamber’s 300 members from small enterprises
found that the marketing emphasis fits the interpretation most members had
about networking (Field et al. 1994). Apart from family and friends, customers
were the main source of advice or support most businesses claimed to use.
Typically, businesses had no more than five contacts with whom they discussed
new ideas or business problems. Although most reported to be satisfied with
their limited range of contacts, it was acknowledged that a stronger network
was needed for business expansion.
Despite the Chamber’s emphasis on network assistance, only 20 per cent of
survey respondents indicated that they had made useful contacts directly through
the Chamber. Even fewer (17 per cent) judged it more effective than other
business associations to which they belonged. Those who most appreciated the
Chamber’s network assistance tended to be either new business entrants without
prior self-employment or industry experience who had joined the Chamber
within the past two years or members who had been self-employed for at least
10 years. It may be that in the case of new entrants any form of network support
was welcome, whereas those with established networks valued the Chamber as
a place to meet like-minded business people and to gain access to high-profile
speakers. A similar picture of small-business isolation was found among the
membership of the Canterbury Business Advisory Foundation (CBAF) (Box
7.1), a new network association in Christchurch, the main city in the South
Island (Figure 7.1). The CBAF’s attempts to change this situation were largely
unsuccessful, although the agency was popular with participants (see below).

Box 7.1 Network relations of members of the Canterbury Business Advisory
Foundation
When asked how many contacts they could rely on for information on new
market opportunities, almost one-quarter of the 71 members questioned (onethird of those that could give an answer) said they had one to five contacts,
while a further 45 per cent (one-third of those that could give an answer) had
six or more contacts. For some respondents, many of these contacts are
customers which the respondent believes (or hopes) will refer further customers
to their business. In respect of serious business problems, the number of
contacts was lower: two-thirds of the sample reported one to five contacts,
while three businesses said none. Family members were relied on most heavily,
with friends, customers, accountants and employees also cited comparatively

Promoting networks in New Zealand

179

frequently. Over half the sample belonged to at least one other trade or business
association but they were seen as less useful for making business contacts.
Bank managers and other professional advisors were not well represented in
the networks. The high cost of professional services was given as a reason for
avoiding professional advice, as well as a lack of trust. Banks in particular
were often felt to be uninterested in small business, with some respondents
expressing hostility to bank managers and a fear of the consequences of
drawing their attention to any problems being experienced.
Almost three-quarters of respondents stated that their network was too
limited to support the growth of their business. To strengthen their network,
most effort was put into improving relations with existing customers and
marketing the business to potential customers. Developing links with
professionals and complementary businesses was a low priority but was
considered of greater importance than developing contacts with businesses
in the same industry.
While most business networks were small and ineffective, several
examples of highly developed networking strategies were found. An export
flower grower had perhaps the most sophisticated network in the sample,
comprising relations with up to 50 other flower growers who could be called
on to supply peak orders, with records kept of each grower’s performance;
family and business ties to their main overseas buyer, providing a long-term
cooperative market; ongoing advice on a formal and casual basis from a
retired grower; and good relations with freight forwarders and airlines to secure
‘priority’ treatment. None of these relationships had been pre-planned, and
most partly arose from the way in which the success of the business had
made suppliers and freight forwarders keen to work with it, sometimes after
initial hostility to the enterprise.
Source: Perry and Goldfinch 1996

In the primary sector, a study in the country’s main horticultural district
around Hawke’s Bay also reflected the pattern of low cooperation (Perry et
al. 1997b). This study investigated business relations within and between
individual horticultural sectors (apples, grapes, squash, tomatoes and
asparagus), all of which are important to New Zealand’s economy and for
which Hawke’s Bay is a principal production site. In three of the sectors
examined, intrasectoral relations between growers, processors (pack houses)
and exporters could be described as antagonistic, a condition which in two of
these cases also applied to the relations between growers. In the case of squash,
for example, an attempt by an industry body to obtain grower acceptance of a
collective marketing strategy had made little progress. There was, for example,
widespread non-compliance among growers with the requests of their industry
body to declare the extent of their annual planting (information that growers
would not willingly share with other farmers either) or to conform with
contracting rules. Communication between the national associations of grape
growers and processors (wineries) had broken down following a period of
surplus grape production. In response to the wine surplus, processors replaced
industry-regulated contracts with contracts negotiated directly with individual
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Figure 7.1 New Zealand.

suppliers. Industry groups had gradually repaired relations but a legacy of
mistrust remained. At the regional level, this was shown in the coordinated
responses of grape growers to their individual contract offers, a practice that
reflected the belief of growers that processors would not treat them fairly. At
the level of the industry as a whole, despite its economic importance, the
horticultural sector had largely failed to obtain priority in the region, for
example with respect to land use allocation or collective infrastructure provision,
or to generate any collective marketing identity.
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Economic management post 1984
New Zealand has been in long-term decline in terms of its relative economic
wealth: from being one of the world’s wealthiest countries in the 1950s its real
income and standards of living have fallen behind most OECD nations. In an
attempt to reverse this decline, experimentation with free market strategies
commenced in the mid-1980s. This resulted in the removal of much of the
regulatory framework controlling international trade and industry organisation.
Judged against similar reform programmes introduced in other OECD countries,
New Zealand’s has been among the most comprehensive, especially in its
incorporation of the labour market in the deregulation (Gwartney et al. 1996).
The reform programme envisages the creation of an individualistic
competitive business system with low welfare provision and minimal public
ownership. By the late 1990s, widespread reorganisation of industries and
individual businesses had occurred, with the economy’s overall performance
having gone through three main stages since the reform programme
commenced: (i) a period to the early 1990s in which the economy declined;
(ii) a period of recovery and high growth in the mid-1990s, with a peak annual
growth rate above 6 per cent; and (iii) a slowing down in growth after 1995
to levels, at best, of around 2 per cent a year. The network initiatives discussed
below arose primarily in reaction to the earliest of these three phases. This
period was characterised by widespread economic dislocation resulting from
the rationalisation of manufacturing capacity rendered redundant after the
cutting back of tariff protection, the corporatisation and privatisation of state
agencies and the impacts of financial market deregulation. That deregulation
had initially caused a mini-boom, as new financial agencies competed for
business, inflating a speculative bubble that popped in the wake of the
worldwide sharemarket falls of October 1987. This collapse accentuated the
adjustment in the larger economy through the resulting corporate bankruptcies,
urban property market oversupply and the loss of consumer and investor
confidence. The mid-1990s saw a brief period of recovery and adjustment,
but, with imports and exports each representing about 30 per cent of GDP,
strategies to support exporters assumed importance among some policy makers.
Networking for export growth
In New Zealand, the promotion of business networks has emphasised their
potential benefits for export development. This focus responds to the loss of
tariff protection and the need for domestic industry to expand overseas trade
following the loss of local market opportunities. More directly exportorientated networks have been prioritised because the main body showing
interest in network promotion is the New Zealand Trade Development Board
(Tradenz). This body has retained a remit for industry development against
the trend for widespread withdrawal of public sector support for business
development. The focus on export expansion may, however, be a generally
applicable starting point for raising business awareness in alternative
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organisational strategies. In overseas markets, there is less chance of companies
having prior investment to protect compared with the domestic market, making
cooperation possible in activities such as generic market development.
Joint action groups
During the late 1980s, the Tradenz had become interested in finding ways of
encouraging industry groups to play an active role in promoting exports,
interest that was given extra impetus following the report of the Porter Project
(Crocombe et al. 1991). This government-backed investigation reflected the
philosophy of the last Labour government prime minister that a role existed
for industry policy (the Labour government, which was responsible for the
introduction of economic reforms, lost power to a National administration in
1991 and prior to that election had sought to move away from some aspects
of its earlier liberalisation). Tradenz involvement in the Porter Project was to
obtain 20 industry case studies to provide the strategic foundation for its
work with industry groups. As well as this specific guidance, a general message
was that business advantage partly resides in clusters of related activity and
that this source of competitive advantage was weak in New Zealand.
The ‘joint action group’ (JAG) was designed by Tradenz to facilitate industry
coordination. JAGs were designed to provide ‘a partnership between Tradenz and
a group of companies that have a common exporting interest and are committed to
enhancing their individual export performance through various joint planning and
implementation activities’ (NZTDB 1992). A number of common principles guide
the operation of JAGs (Table 7.1), although in practice the form and activities of
the groups vary according to their relationship with the industry’s own association,
if one exists, the extent of sector support for the JAG and industry characteristics
(Perry 1995). Most groups have a formal organisational structure comprising a feepaying membership, control by an executive of member representatives, an executive
officer to coordinate activity and a chairperson to lead the initiative. The diversity
between groups is reflected in the following organisational differences:
1 Entry barriers. These are constructed through membership fees (varying
from a token fee to several thousand dollars); eligibility vetting
(establishing a preferred level of experience and resources); and
participation rules (some groups specify that participation must come
from a specific tier of an organisation, usually the chief executive, as a
demonstration of commitment). Depending on how those eligibility rules
are applied, groups vary between (i) those seeking involvement of only a
particular type of business (for example, the Food and Beverage Exporters
Council limits membership of its board to corporate chief executives);
(ii) those that limit membership on the basis of business capacity and
commitment (for example, the furniture group vets potential members
according to their financial resources, export experience and marketing
capacity); and (iii) those with membership open to any business currently
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Table 7.1 Summary of JAG operating practice

• The JAG is a partnership between Tradenz and a group of export
companies.
• The industry participants must be representative of all companies in
their sector of activity, although membership need not comprise all
the members of the particular industry.
• The activities of the JAG must be guided by a long-term strategic
plan establishing export goals and specific market development
opportunities. The plan must be developed jointly by Tradenz and
the industry through an executive committee of the JAG.
• Industry participants must demonstrate commitment to common
goals, such as the promotion of a specific product, development of a
particular overseas market or commitment to specific organisational
strategies for export growth (for example, total quality management).
• Activities approved by Tradenz usually attract 50% funding. Activities
approved must demonstrate how they will generate export revenue,
but the access to support may vary according to the priority of the
export markets involved. Funding is reviewed annually, with a general
expectation that the share of industry funding will grow over the
agreed life of the initiative (usually three to five years).
• Tradenz officials expect to provide strategic input into the planning of
activities and that their resources will be drawn, for example, by using
Tradenz overseas staff to source market information. A Tradenz industry
manager is assigned to each JAG.

or potentially involved in exporting (for example, software and consultancy).
2 Relationship to members. Some groups emphasise collective projects that all group
members must participate in. For example, membership of the furniture JAG is
based on joining a shared distribution network and marketing label in Australia;
in the case of the wine JAG, it is based on adherence to an agreed marketing
strategy that prohibits the export of low-value, bulk wine. Other groups provide
no control over individual members, arranging trade missions or collective tradeshow presentations which are subscribed to as members wish.
3 Activity selection and planning. Decisions about how the group should
operate are usually made by a self-selected group of the most active
participants. Typically this means that the comparatively large and wellresourced organisations, with established export capacity and management
resources tend to control the initiative.
4 Administrative support. All groups have administrative support available
from Tradenz to coordinate meetings, research proposed activities and
maintain a membership list. Few groups rely solely on this source of
administrative support and most have appointed their own executive officer,
in some cases as an alternative to Tradenz support. A few run entirely on
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the contributions of individuals from member firms without any executive
support.
To encourage participation in a JAG, groups were given priority access to
government export assistance compared with exporters outside coherent and active
groups. JAG status is generally conditional on the group developing a multiyear
strategic plan, outlining export growth targets and initiatives to achieve the target
growth. The plan is intended to be reviewed annually before funding continues.
The annual support to groups, in cash and service support, has varied from less
than NZ$100,000 to over NZ$500,000 (US$60,000 – US$300,000), with those
contributions generally made on the basis of a 50 per cent subsidy of the cost of
approved projects. Tradenz encourages groups to differentiate charges for services
used by members and non-members, such as the costs of joining a trade mission
or listing in a business directory, as a further way of enlisting support.
Out of 30 JAGs established between 1989 and 1995, 26 groups remained
active in 1994, by which time they were linked to almost 50 per cent of national
exports (NZTDB 1994). Over 90 per cent of this income was generated by
long-established commodity exporters linked to three JAGs, but all JAGs were
able to point to some increase in group exports. These gains came when
national exports were expanding, but coordinators of the individual JAGs
and Tradenz staff claimed that JAGs were helping both new and established
exporters. This help to exporters included:
1 Communication and linked marketing. Most groups have developed some form
of industry capability profile listing the activities and backgrounds of group
members. As well as joint promotion, members become more knowledgeable
about their industry and can exploit the marketing advantage of promoting their
linkage to a wider body of industry expertise. This change was often significant,
because in some industries there was no prior history of business cooperation,
even of a modest form. In the case of new groups in sectors without a tradition
of business interaction, new business relations have been fostered and information
flows enhanced. Information shared includes current workloads, labour
management issues and new market opportunities. Tradenz officials suggest
JAG members also benefit from improved communication to government on
export problems, such as the availability of trade credit.
2 Industry cohesion. Collective promotions presenting the industry as a united,
organised and committed sector provide additional marketing impact on
potential customers and a motivational stimulus to the exporters themselves.
3 Mutual support. A number of groups encourage mutual support and the
transfer of experience and market information. This may involve group
participation in trade shows and missions, jointly prepared market research
reports and member seminars to share export knowledge.
4 Collective resource. By combining resources, the appointment of marketing
agents to represent the group in priority overseas markets has been possible.
Some groups also sponsor visits to New Zealand from overseas buyers and
other individuals able to assist the industry’s promotion, such as trade
journalists. Most groups have now appointed an executive officer providing
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organisational ability, additional information gathering and capacity to build
synergistic relations between individual members.
The form that cooperation has taken may partly be explained by differences
in industry structure (Box 7.2). Another interesting aspect of the JAG
experience is the way in which groups have arisen from motivations specific to
the circumstances faced in individual industries. In the apparel sector, for
example, the country’s largest clothing manufacturer supported the JAG
programme partly because it calculated that its own viability depended on the
strength of the larger clothing and textile industry in New Zealand. At a time
when the industry was struggling to survive the loss of import protection, it
supported the JAG as it came to realise how a prosperous industry was needed
to retain capacity in supporting businesses (such as machinery and thread
suppliers), without which even its own operation would be jeopardised. This
motive made the company, already a large exporter with an international brand
label, willing to participate in an initiative that directly offered most to small
firms with little or no export experience.

Box 7.2 Industry structures and JAGs
Improved access to financial assistance is one motivation for organisations
to participate in a JAG, but typically groups are formed to pursue specific
business objectives. Three of the most frequent objectives are: (i) new market
development; (ii) to maintain adherence to established marketing strategies;
and (iii) enhancement of industry viability through the sharing of resources
and support for joint industry projects. The form of cooperation emphasised
is partly determined by the structure of the industry, being differentiated into
groups tending towards a dualistic (divided between large numbers of small
firms and a small group of large organisations) or balanced structure (large
numbers of similar-sized organisations).
Dualistic industries tend to encourage group cooperation to control new
entrants and secure industry survival. In dualistic industries, dominant
companies are generally reluctant to accept external influence over their
marketing strategies, especially where they have extensive overseas
marketing already in place. Consequently, new market development is typically
a lower priority than other forms of cooperation. On the other hand, dominant
organisations may still be concerned about the potential for new entrants to
destabilise markets and about threats to industry survival.
Balanced industry structures are most likely to be associated with new
market development initiatives, especially where generic promotion and
customer education is required. This cooperation arises because no member
of the industry has an established marketing lead or otherwise stands to gain
disproportionately from the group initiative. Where small numbers of equal
partners are involved, cooperation can develop into a more active marketing
initiative. For example, within the engineering JAG, activity is increasingly
focused around specialised subgroups. In the most developed of these
subgroups, seven stainless-steel fabricators have appointed an Australian-
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based marketing agent to represent them collectively in that market. Other
forms of cooperation are not precluded where there is a balanced industry
structure, but practical considerations may make them less likely than in the
case of a dualistic industry. To the extent that no organisation has already
achieved a lead over others, it is unlikely that there will be a need to control
new entrants. Similarly, cooperation to maintain industry viability is difficult
without the resources of dominant organisations to lead the initiative.
These relationships do not provide strict rules as to the significance of
industry structure. Market characteristics must also be considered. In the
building industry products groups, which had a dualistic membership, group
support for a joint trade show in Fiji was obtained. The large-company
members accepted this project despite having already invested in the Pacific
Island market. Their existing sales in the Islands were modest and not seen
to be threatened by new entrants in this small and specialised market. In
larger markets, such as parts of Asia, where a few members already export
building products, the group coordinator perceives that similar marketing
initiatives will be hard to gain support for.
Other influences may also moderate the impact of industry structure on
activity. Tradenz support can enable activity beyond that which the industry
itself would support, especially where it enables a full-time coordinator to be
employed to encourage industry participation. There can also be pronounced
life cycles in group activity, associated with the contributions of key individuals
and levels of economic activity. Many of the JAGs started when the domestic
economy was at a low point and organisations had spare resources to devote
to industry cooperation and export development. Industry structure
nonetheless helps to explain the form of cooperation that has emerged, as
well as providing guidance on the way in which cooperation might be marketed
to encourage participation in a JAG.
Source: Perry 1995

Other JAGs were formed to ensure that new exporters followed the strategies
of an existing group of exporters. Established treated timber exporters, for
example, believed that the increase in timber available for export posed a risk
to their own sales if new exporters did not conform to the marketing strategies
they had already put in place. The JAG was thus seen as a vehicle for
encouraging compliance to established marketing standards and methods.
Both of these examples illustrate how cooperation may initially develop
out of self-interest but, importantly, as in the JAGs generally, the group has
been a learning experience out of which further opportunities for cooperation
have been discovered. At the same time, limits to the extent of the cooperation
need to be recognised. Several JAGs have failed to recruit key industry
participants, and there are accusations that such outsiders actively seek to
disrupt group initiatives. Where the membership includes several large and
experienced exporters, generally the willingness to assist new exporters drops.
Nor has group building through combining different specialisations been
successful. Businesses have preferred to cooperate with like organisations,
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where there is confidence of equal commitment and ability and an equal
distribution of rewards. Consequently, industry boundaries tend to remain
narrowly defined and attempts to promote cross-sector JAGs have failed.
For example, despite the common interest shared by meat processors and
tanners in improving the quality of hides and skins for processing, Tradenz
failed to overcome the historical enmity between these two activities (arising
partly from the perspective of those in the leather industry that the farming
methods favoured by meat processors are unhelpful to their need for goodquality hides).
The JAG experience thus shows some of the constraints faced in launching
network initiatives in an environment in which competitive attitudes have
dominated, but new JAGs continue to form and existing ones are developing
new initiatives. In 1997, Tradenz reported that over 35 JAGs were active,
including new groups based around food and beverage technology, airport
technologies, energy, automotive products, airline catering and organic foods.
One development has been that JAGs have come more under the control of
their industry members, including the employment of a full-time coordinator.
Another model has been to build a joint venture operation to provide share
resources and a single marketing identity. The furniture JAG pioneered this
structure, being coordinated by one exporter who sought cooperation with
others to develop the Australian market for New Zealand furniture. This model
suits small groups (there were 14 companies in the furniture joint venture)
and has influenced Tradenz to believe that this type of network has wider
application, as reflected in its hard networks programme.
Hard networks
In late 1994, Tradenz launched a policy programme designed to encourage
businesses to form ‘hard networks’. Hard networks are envisaged as
cooperative groupings, ultimately confirmed through contractual ties,
involving four to six SMEs that share resources and work together for mutual
advantage, especially, it is hoped, in export development. Brokers are
appointed under the programme to identify opportunities and take the
initiative in bringing firms together, and subsequently developing feasibility
studies, business plans and assisting implementation. As noted, the scheme
was partly a response to developments within some of the smaller JAGs,
which had independently begun to act as a hard network. (Other experience
in the JAGs may have suggested that the broker scheme was unnecessary:
hard networks had formed of their own initiative while other groups clearly
preferred the flexibility of cooperation in a JAG.) Impetus for the programme
also came from outside the country. New Zealand was one of several countries
that were sold the hard networks idea by the Danish Technological Institute
(DTI), which had previously administered a similar scheme in Denmark
(Box 7.3) and undertook the feasibility investigation for applying it in New
Zealand (DTI 1994).
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Box 7.3 The Danish Technology Institute’s network programme
The DTI’s network programme has been widely acclaimed as a successful
model for network development, a perception that has encouraged its diffusion
to other countries, including the UK (Chaston 1996), Australia (Bureau of
Industry Economics 1995) and New Zealand. The origins of the programme
were in the DTI’s own efforts to adapt what it saw as successful network
experiences from North America, Germany and Italy to Danish conditions. In
those countries, the DTI concluded that a large firm typically acted as the
initiator of business networks, whereas in Denmark there were no large firms
available for this role. In the DTI scheme, independent network brokers were
used to identify network opportunities, seek potential network members and
act as a facilitator of the new entity.
As well as adaptation to Danish economic conditions, which included a
preponderance of SMEs, the DTI was influenced by the concept of ‘valueadded partnerships’, as proposed by Johnston and Lawrence (1988). Such
partnerships, it was argued, could provide savings in transaction costs in the
flow of goods and services within sectoral value chains (Chaston 1996).
The DTI developed a top-down approach to network development in an
intensive three-year programme to identify and accelerate networks. The
Ministry of Industry educated 40 network brokers selected from applications
sought from experienced industry advisors such as accountants, bankers,
lawyers and management consultants. The programme was government
funded to a total of US$30 million (DKK150 million) for the period 1989–92.
This provided financial incentives for brokers to assist companies form
networks with grants available for the following purposes: (i) feasibility studies
(up to 100 per cent of costs, subject to a maximum of US$15,000); (ii) planning
and establishment of the network (up to 50 per cent of costs, with an average
subsidy incurred of around US$17,000); and (iii) operating costs during the
first two years, with the maximum subsidy being 50 per cent in year 1 and 30
per cent in year 2, with an average total subsidy incurred of around
US$260,000 (Henriksen 1995; OECD 1995: 90). The total subsidy to each
network was subject to a limit of US$1 million.
To obtain financial support the network had to demonstrate formal
cooperation among at least three firms based on at least two fields of
cooperation, such as joint marketing and joint R&D, joint marketing and quality
control, joint training and quality control. The priorities for assistance were
networks including manufacturing firms, an export focus or foreign companies.
Implementation of the whole programme comprised four steps:
1 sector analysis by region to provide a profile of firms and their characteristics
relevant to network cooperation, such as technology and input–output
linkages;
2 identification and appointment of network brokers for each sector with
network opportunities;
3 establishment of networks:
4 establishment of network centres which can help networks and firms obtain
access to public support on an ongoing basis.
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Over 2,500 companies expressed interest in the scheme, out of 7,500
firms in the target population, which included only firms of fewer than 100
employees (OECD 1995: 90). Around 340 networks (including 1,500 firms)
received some support from the programme, with around 150 networks funded
through to an implementation phase and with more than 80 reaching the
‘production’ phase. It is also claimed that more than 1,000 companies have
entered networks without applying for grants from the programme, partly
reflecting the way in which banks, other investors and accountants have
taken an interest in the programme (Huggins 1996).
A final judgement on the scheme’s success needs to include the following
observations:
•

•

•

•

•

•

Most networks were formed between firms that were geographically in
close proximity and between managers who already knew each other
(OECD 1995). This suggests the importance of prior association in
network formation and that the role of brokers may be minor.
Nearly all available government support funds for industry were diverted
into the network programme. As a result, small firms wishing to
participate were not necessarily subject to stringent screening of their
project idea (Chaston1996).
The most frequent objective set for the network was to increase sales
and marketing effort, with product development a second objective
and with most networks aiming for improvement in all these areas.
Three-quarters of participants thought that cooperation had increased
their competitiveness and their capacity for strategic analysis (OECD
1995).
Beyond the three-year subsidy stage, the estimated annual failure rate
of networks is 10 per cent (Gelsing 1992). Given the possibility that
some networks would have formed without the scheme, this suggests
that after five years only a modest net increase in networks may have
been achieved.
The context of the programme is an economy where a long tradition of
interfirm cooperation can be found, at least in selected regions
(Kristensen 1995). A study of networks existing prior to the programme
found widespread use of various forms of interfirm networks (Box 7.5).
Evidence of high attrition and limited ambition in many of the networks
has led one researcher to conclude that the programme’s lasting impact
has been in raising awareness of networking and identifying forms of
network that have acted as models for later policy developments
(Huggins 1996). Subsequent policy initiatives include technology
partnerships, giving individual firms preferential access to the DTI; the
promotion of ‘organic networks’ formed around companies and
organisations (for example, banks, wholesalers and retailers) that have
an ongoing contact with many companies; and locality-based ‘growth
groups’, in which groups of firms

develop strategies on a collective business issue, such as innovation,
quality management or market development.
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The New Zealand programme adopted the standard sequence envisaged
for the development of hard networks, comprising: (i) exploration of likely
partners; (ii) feasibility investigation of the potential network; (iii) business
plan formulation and formalisation of commitment, possibly through a
memorandum of understanding; and (iv) implementation and further
development of the network. Compared with the organisation of the
programme in other places where it has been tried, some distinctive aspects of
the New Zealand version are as follows:
1 Network brokers appointed from the private sector, and for whom the role
is typically combined with other business consultancy work, are selected
competitively by Tradenz and then ‘qualified’ through a training
programme. Participation in the training programme is at the applicants’
expense, but they then become eligible for direct access to government
funds (non-qualified brokers can also present applications for network
assistance but they are not eligible to receive government subsidy; their
fees must be recouped from the companies for which they work). In the
UK, government agency representatives have been used as brokers, and it
has been judged that they are less effective than private sector individuals
in seeking out network prospects (Chaston 1996).
2 Financial subsidies (generally on a 50/50 funding basis) are available to
the potential network for the cost of the broker’s time, feasibility analysis,
product development and marketing investigation. These subsidies are paid
per individual company involved (which, to be eligible, must employ fewer
than 50 persons) up to a total of NZ$50,000 (US$30,000) subject to a
maximum of NZ$20,000 (US$12,500) in a single year. These subsidies
are considerably below those paid in Denmark, where a single network
could have eventually received a third of the total annual project funding
available in New Zealand. The New Zealand scheme is open ended, but it
would seem unlikely that a sustained high level of demand for funds will be
experienced. Government thinking now generally opposes business subsidies
because of the belief that they simply distort behaviour. In this case, such a
risk may have been increased by concentrating subsidies at the feasibility
stage, providing an incentive for brokers to bring forward projects with
little regard for their long-term viability. [Such weak commitment was a
problem in Australia, where a similar funding allocation operated (Maher
1996).]
3 The programme has given relatively little attention to researching industry
structures and trends from which brokers might target their promotional
work. As in Denmark, individual firms approach the scheme’s administrators
to seek the assistance of a broker, but the appointment of brokers has not
been based on an understanding of where and what form of network
opportunities exist. Brokers are appointed partly on the basis of their existing
industry connections and experience, which it is intended provide the leads
for networks. For further promotion, other persons in the business
community are encouraged to act as ‘network scouts’. More recently,
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Tradenz commenced a programme of community-based workshops to raise
awareness of business cooperation opportunities (Ffowcs Williams 1997).
The programme was launched in 1995 in and around Christchurch. This
location was considered favourable because of the density of industry groups
potentially available to help promote interest in the programme, including
the regional council’s prior support of ‘preliminary exporter groups’, essentially
an identical endeavour. An advisory group, comprising the major business
advisory and promotion agencies in the region, was set up to guide and learn
from the programme’s development and a bank and legal practice were selected
to support the initiative. A favourable judgement was made on the 25 networks
that seemed to be in prospect from the pilot and their export potential (Maher
1996). In February 1996, the hard networks programme was extended
throughout New Zealand, with 150 brokers trained (covering a total New
Zealand population of 3.6 million). The ‘broker density’ was higher than that
in Denmark (where 40 brokers were trained for a population of 5.1 million),
but the expected annual funding, forecast to be NZ$3 million to NZ$5 million
(US$1.8–US$3.1 million), mainly to cover grants to individual network
participants, was less (Maher 1996).
In November 1997, there were reported to be 95 hard business networks
under development (Healy 1997), with the vast majority probably still at their
early stages. This implies that, after one and a half years, the number of
prospective networks per broker was less than one. The ratio has become
more favourable as a result of the reduction in brokers staying attached to the
programme. As noted above, brokers have generally sought to integrate
network facilitation with other work interests and, where this includes more
lucrative consulting opportunities interest in the scheme often falls (Maher
1996). The problems of broker commitment are compounded by the fact
that building a hard network has generally proved to take longer and be more
resource consuming than expected. It has been suggested, for example, that
during the early stages of establishing a hard network managers may need to
meet three or four times a month (Ffowcs Williams 1995). In this context,
broker commitment and skills can be crucial in helping to identify issues to be
resolved and maintaining interest in the idea (Box 7.4).

Box 7.4 Network broker effectiveness
A few individuals, sometimes called ‘community entrepreneurs’, can play a
disproportionate role in developing small-business networks. Similarly,
networks based around subcontracting or joint marketing agreements are
often the result of a lead firm identifying and sharing business contacts. The
role of such intermediaries in advancing network formation has suggested
that public agencies could provide brokers to assist network development.
Finding persons with the requisite combination of contacts, credibility and
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analytical skills may be a limit to this approach. Testing the skills and
effectiveness of brokers was part of the hard network pilot scheme in the UK.
To help raise broker effectiveness, ‘metabrokers’ were appointed to mentor
and monitor brokers and to research tools designed to assist brokers identify
and evaluate network opportunities.
The ‘directional policy matrix’ tool comprises questions to be asked of
potential network participants with respect to their internal capabilities and
optimal market conditions. Ranking of the answers obtained (summed across
all participants in a potential network) and presentation in a grid – extent of
internal capabilities on one scale and market conditions on the other –
identifies a range of outcomes and appropriate actions by the broker. For
example, high internal capabilities and poor market conditions suggests that
network formation should be progressed concurrently with further market
research; average scores on both scales suggest that the network proposal
should be progressed along with the search for additional members to fill the
skill and market gaps; low internal capabilities and good market conditions
suggest that network formation should be postponed pending expansion of
the network to fill existing skill gaps.
A ‘network opportunity assessment’ tool involved questioning potential
network participants on their level of agreement with two statements:
1

2

The performance of your firm in the market in relation to such issues as
sales volume, attracting new customers and satisfying the needs of existing
customers would be improved by a cooperative relationship with other
firms.
The internal performance of your firm in relation to such issues as cost of
operations, employee productivity and matching capability to supply to
customer demand would be improved by a cooperative relationship with
other firms.

The distribution of scores from potential network members gives the broker
an indication of the level of interest in cooperation, the perceived areas of
opportunity (whether the cooperation is aimed at internal performance or
external market gains or both) and an analytical record of the networks under
formation at any point in time. Such tools might be adapted for application to
the analysis of industrial sectors and regions as a basis for guiding where
networks have most potential to form.
Source: Chaston 1996

A review of the networks publicised in the programme’s newsletter and
through Tradenz’s Internet site (http://www.tradenz.govt.nz/) suggests that
the programme has yet to achieve significant results. Networks often comprise
joint marketing initiatives in which small-scale food or drink producers agree
to work under a common identity for improved access to retail outlets. This
form of network helps small-scale producers address their marketing weaknesses
and responds to the increased concentration of retail ownership; indeed, several
of these networks had started to form prior to the network programme. Such
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horizontal networks tend to bring together participants that have similar skills.
The lack of cooperation along the value chain is consistent with the limited
vertical integration of industry within New Zealand. It is also consistent with
the pilot UK hard network programme, which found that the majority of
networks were formed by firms at the same level within a market system
(Chaston 1995). This outcome was explained in the UK by the comparative
ease of identifying and implementing opportunities for this form of
cooperation. It might simply involve the pooling of resources with limited
change within individual businesses, as where a group of tourist operators
form a promotional network. The difficulty in achieving vertical cooperation
in the UK was explained by firms having few areas of common experience,
different perspectives on the aspects of their business critical to performance
or possibly a history of adversarial relationships with the businesses in their
value chain.
Another limitation of the hard network programme in New Zealand is
that to date most serve the domestic market only. The prior lack of export
experience and resources required to enter overseas markets suggests that it
will be many years before the scheme brings any discernible impact on New
Zealand’s export performance. Compared with JAGs, it is less evident that
the hard network programme is bringing immediate gains and questions
remain whether the objectives might have been realised by strengthening
network assistance at the industry level where cooperation could develop in
more flexible ways.
Network associations
Among other business network initiatives in New Zealand are efforts to support
new small businesses. This section contrasts two such initiatives, which have
operated in different ways with different degrees of success.
The Canterbury Business Advisory Foundation (CBAF)
The CBAF was established by Christchurch City Council in 1992 to provide
support and advisory services to small businesses. Among its activities network
support was the most enduring (Box 7.1). While its accountancy and related
services for new business entrants were given up to private providers, a need
to supplement the network support offered by the Canterbury Chamber of
Commerce was seen to remain. CBAF believed that less successful business
people saw the Canterbury Chamber of Commerce as an association for the
business elite and were reluctant to join, missing out on opportunities to
make business contacts. With this gap in mind, the CBAF targeted new and
struggling businesses, charging a low membership fee but offering the same
type of support as the Chamber of Commerce.
The CBAF’s network assistance mainly comprised monthly meetings
providing formal and informal opportunities for member interaction, facilitated
by CBAF staff. In addition, a linked initiative offered a one-to-one business
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counselling service with onward referral to other sources of business support,
including the network group. In a number of cases, business contacts developed
between members of the CBAF who had met through the network meetings.
These tie-ups were generally of a modest nature, such as two firms that had
shared a display stand at a rural show, with only 13 per cent of respondents
involved in new links (Perry and Goldfinch 1996). Even so, the overall
satisfaction with the CBAF was high. In addition, many members indicated
that CBAF coordinators were now their main source of external support and
guidance. To some extent, members’ dependence on the coordinators has
been at the expense of encouraging members to develop support among
themselves.
Small Business Incorporated, Dunedin
A different approach to network development exists in a Dunedin-based
initiative known as Small Business Incorporated. This self-help initiative was
started by several new entrants to self-employment. Their motivation was to
provide a forum where a small group of people at a similar stage in their selfemployment career could share experiences and resources. The founders, who
in their willingness to share contacts might be seen as examples of ‘community
entrepreneurs’, had achieved some business success and saw the group as a
vehicle for mutual support. Two years after the group started, membership
was around 40, of whom up to half were frequent participants. Like the CBAF,
the initiative centred on monthly meetings structured around an invited
speaker, separate social evenings were also felt to be important, in the belief
that networking and socialising are both ‘major parts of learning’. Members
said that they appreciated the close contact that belonging to a small group
permitted and that being among similar sorts of business people helped in
developing trust. Cooperation such as the sharing of freight space and joint
trade promotions has resulted, including a combined stand in a local shopping
mall. Other ways of maintaining ‘member loyalty’ within the group, such as a
membership card, have been discussed.
Lessons from New Zealand
Among the network programmes in New Zealand the JAG initiative has been
the most important, with indications that it has sustained changes in business
attitudes and supported industry initiatives that are increasingly independent
of the programme’s sponsor. A review of the JAG initiative identified the
following lessons for the design of network programmes (Perry 1995):
1 No single organisational structure or activity focus has been prescribed;
rather groups have evolved a form that suits their particular membership.
This flexibility has been important because particular industry structures
give rise to different bases for cooperation and preferred types of
organisational structure.
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2 Export market development is a comparatively non-threatening starting
point for industry cooperation. In overseas markets, there is less likelihood
of conflict between the competitive strategies of individual companies than
in the smaller domestic economy. In New Zealand, limited development of
existing export markets in many sectors and the need to diversify the market
base for established export products have extended the opportunity for
export cooperation.
3 Significant business pressure encouraged participation in the JAGs. The
economic collapse of domestic markets, as a consequence of the loss of
tariff protection and recession, made the rapid development of export
markets a matter of industry survival for many groups. Even among
established exporters, there was intense pressure to develop new marketing
strategies and diversify geographical markets. At the same time, Tradenz
increased the relative availability of market development funding to JAGs,
at the expense of individual exporters and one-off industry initiatives.
4 The initiative has been able to build on a number of progressive industrial
associations that were already establishing market development initiatives.
This provided the ability to demonstrate the relevance of the concept, both
to other industry associations and to public policy managers, within a short
space of time.
5 There have been some difficulties associated with the approach adopted
by Tradenz. First, the organisational freedom given to groups raises
uncertainty that the activity supported has maximised national economic
benefits, notably in the way in which established exporters sought control
of the JAG to manage the export behaviour of new entrants. Second, in
operating without firm criteria for the allocation of funding, some tension
has existed between Tradenz ambition and industry response. This tension
has been accentuated by Tradenz concern to take an active role in group
formation and to foster modes of group behaviour that industry has seen
as unrealistic. Third, focusing on exporters or potential exporters has limited
the growth of clusters of activity encompassing those directly engaged in
both exporting and supporting industries.
6 All groups acknowledge that Tradenz intervention has forced the
development of a more structured and coordinated approach to overseas
market development, by giving access to its planning skills, market
information and financial resources. Tradenz intervention has nonetheless
been a source of tension within groups (as well as among previously existing
industry groups that view JAGs as subsidised competitors) created by the
desire of Tradenz to influence activity and the industry’s wish to take control.
The Building Products Export Group, for example, claims from its own
investigation that the most effective JAGs are characterised by: (i) a
committed membership derived from industry ownership of the initiative,
rather than control by the Tradenz; (ii) a financial stake in the initiative
from members, reflected in high membership fees that motivate participation
in the group; and (iii) a full-time executive director, appointed from within
the industry, to coordinate activity and provide a communication link to
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the outside community. Those attributes are not necessarily in opposition
to current Tradenz understanding, but they have required a revision of
some initial expectations.
Compared with the JAG initiative, the hard networks programme offers
less scope for networks to evolve through their own learning and experience.
Early indications are that comparatively simple networks are tending to arise
based on horizontal linkages among firms that hope to gain an advantage
by pooling resources, perhaps to build a stronger distribution network for
their product or to support a collective marketing identity. This outcome
may reflect the small size of the New Zealand economy and the truncation
of value chains (as reflected in the high import dependence and dominance
of commodity exports), which conspire against cooperation among business
at different stages of the value chain. If this outcome is sustained, it repeats
another message in the Danish network programme, namely the importance
of learning from the specific opportunities for cooperation in the region to
be assisted (Box 7.5).

Box 7.5 Learning from existing cooperation
In support of the Danish hard networks programme, research was undertaken
to determine what lessons could be learned from existing forms of business
cooperation. This investigation found that formal cooperation was well
established but not achieved easily.
The variation in structures utilised for cooperation (such as joint ventures
or strategic alliance) was found not to be linked to differences in network
purpose. Networks were primarily kept together by personal relations rather
than formal structures, and most networks had a similar objective, namely to
solve a business problem such as export marketing, product development or
quality management. Reflecting the personal basis of networks, most insight
into the differences between networks was obtained by considering the lifestyle
character of managers.
The professional network comprises businesses managed by growthminded entrepreneurs with specific skills. Their networks tend to be initiated
comparatively quickly, helped usually by previously knowing their network
partners, through either business or social connections. The network is
viewed as one of several strategic options and, rather than absorbing all of
a firm’s resources, cooperation is likely to be limited to one aspect of
business (for example, marketing or product development). The planning
of network activities tends to be detailed and time-consuming, with an
emphasis on forming specific structures, legal agreements and monitoring
arrangements. Implementation can often generate problems, as typically it
exposes gaps in the planning and requires unexpected adjustments to be
made.
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Participants in these networks were generally of the opinion that managers
like themselves would not participate in a government programme. The time
and bureaucracy involved were key disincentives.
The manager–owner network is formed among managers who favour
stability and independence. Managers typically have a trade skill and their
main interest is to continue to exercise that trade rather than business growth.
The initiation of networks takes a long time, possibly several years, during
which time there is ongoing contact between the potential partners, both
socially and through informal business cooperation (for example, help with
material shortages or work capacity). The eventual commitment to a network
is to solve a particular business problem and is a result of the gradual accretion
of trust that is seen to make cooperation possible. The formal planning stage
takes the network partners into areas with which they are often uncomfortable
(legal agreements, setting up formal structures), and the emphasis is on
completing planning quickly at minimum cost. Once in place, the network
may run independently of individual managers, who are primarily concerned
with working at their own job and avoiding the growth of their business.
These network participants generally believe that some sort of public
support is helpful. It may help to employ an expert or establish a marketing
system and reduce the tasks that are unfamiliar and not appreciated. But the
individual businesses remain resistant to growth, bringing limited returns to
public support (although the networks may become takeover targets for
growth-orientated investors).
The overall message from existing networks is the importance of personal
relations as a basis for viable cooperation. Most networks emerge
incrementally from personal ties rather than rational planning. Serious
problems can be expected when trying to establish networks with people
who do not know each other. This suggests that brokers should concentrate
their efforts within confined localities where the chances of personal links
between businesses already exist.
Source: Henriksen 1995

The experiences of the CBAF and Small Business Incorporated illustrate
other lessons in seeking to assist new and less successful businesses. Generally,
the CBAF had made little difference to the networks of its members, revealing
three types of barrier faced by this initiative:
1 Barriers in the membership. Only a quarter of respondents joined the CBAF
for its networking functions and, among those that did, only a minority set
themselves specific network objectives. Networking includes a broad range
of activities – social contact, information gathering, resource sharing,
subcontracting and market integration. Individual proprietors vary in their
priorities and may find that their specific needs are not satisfied by other
members, especially larger and more experienced firms looking for
sophisticated types of interfirm networking.
2 Barriers in the organisation. Trust and confidence, needed to maintain
and develop network contacts, take time to develop. In comparison, the
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CBAF was a young organisation, with a comparatively high turnover of
participants, and, although aimed at individuals lacking in confidence and
experience to make contacts, was not necessarily helpful to them. Some
members claim that meetings, which typically attract over 50 members, are
too large and intimidating. The presence of car dealers and other ‘network
marketers’ has also deterred participation and raised suspicion about the
motives of some members for participating.
3 Barriers in the region. Canterbury does not have the historical, institutional
and cultural cohesion of an industrial district nor the clusters of related
activity and industry specialisation. It is unrealistic to expect Canterbury
businesses to exhibit the same degree of cooperative behaviour without
this framework or that such a framework could be easily imported.
These barriers suggest a need for such schemes to first engage in education
and training about networking to broaden appreciation of what it might entail
and to impart network skills such as communication, presentation and research.
A second broad implication, further supported by the experience of Small
Business Incorporated, is the importance of targeting network support. Another
implication is the importance of prior research to identify existing forms of
cooperation, the lessons to be learned from them and the opportunities for
developing networks based on their example.
Conclusion
The major question raised by this exploration of network experiences in New
Zealand is whether they present a challenge to the dominant economic policy
direction that stresses free markets and individual firm competitiveness. It has
not been the aim of network coordinators that their initiatives should be seen
in this way, but since they do potentially point towards alternative policy
directions it is interesting to evaluate what their broad significance has been.
The following observations can be made:
• It is possible to interpret the causes of New Zealand’s declining economic
performance as a reflection of the way in which its business system has
become increasingly out of line with the needs of a small industrial nation.
Evidence to support this argument may be claimed from the comparative
performance of small industrial nations in Europe, whose business systems
have given greater scope for network relations to develop. Scandinavia’s
small industrial economies have succeeded better than most in retaining a
prosperous economic niche, including diversification into value-adding
commodity processing, large companies with internationally recognised
brands and in some countries innovative industries built upon small-business
networks. As a product of history and its particular economic specialisation,
New Zealand has developed in ways that have emphasised adversarial
relations in business and politics. This has been confirmed in the JAG
initiative through difficulty in building JAGs that promote cooperation
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across industries, arguably an essential first step in moving beyond simple
commodity production.
• The value of public sector intervention to assist the development of
cooperation is indicated in the case of JAGs. This initiative can be credited
with enhancing industry-level cooperation in ways that have assisted export
expansion and industry development. Moreover, these groups have
increasingly been taken over by their industry members, which reflects
increased member commitment to this form of industry cooperation and
suggests that a sustainable change in business attitudes has been encouraged.
Under the JAG umbrella, ongoing experimentation with new forms of
cooperation can be expected to bring further benefits. On the other hand,
the approach taken by the CBAF has had less significant results, although it
may be argued that this partly arises from the way in which public agencies
have not been sufficiently resourced to undertake necessary prior research to
guide their intervention. If network development is to become a concerted
public policy goal, it implies greater prior investigation of the barriers to
business cooperation and the forms that networking can take within the
inherited industrial and social environment. Such investigation has been
lacking in New Zealand and remains a barrier to effective intervention. The
hard networks programme may serve a valuable purpose in this context by
bringing to light forms of interfirm cooperation that work in New Zealand.
• Counterarguments can be made against the case for business system rigidity
as a significant barrier to economic development or the need for public
sector intervention in network promotion. It may be argued that
government removal from direct industry intervention provides an
environment that is more conducive to industry cooperation. As noted,
one barrier to cooperation has been the narrow sectoral interest groups
that grew up to defend industry privileges and government support. To
the extent that there is now a ‘level playing field’ between sectors, there
may be more opportunity to build business cooperation. Similarly, public
sector agencies involved in R&D, which once relied on government grant
funding and which now must raise a higher proportion of their funds directly
from industry, are under greater incentive to build cooperation. Some signs
of private sector adjustment and initiative in network formation can be
found, for example in the initiatives taken in the wine industry to mend the
rift between growers and processors and in the evidence that some hard
networks were in place prior to the programme. In the otherwise successful
JAG programme, public assistance to some groups has been viewed as unfair
by some existing industry groups. It has, for example, been alleged that
some JAGs distort their industry performance to attract public assistance
or that the assistance received by some groups has merely reduced
participation in other groups. Moreover, even though overall levels of
interfirm cooperation are low, cooperation of a variety of forms is widely
found and, judged by the membership of the CBAF and Wellington
Chamber of Commerce, most businesses are satisfied with their existing
business relations.

200

Promoting networks in New Zealand

A resolution of these arguments is not possible without further investigation.
For the present, what can be sustained is the importance of networks and
cooperation as an aspect of business and national economic performance. In
New Zealand, these issues may be particularly acute because of the imposition
of cultural attitudes and values developed within the context of a larger
economy and the rigidity of social structures compared with the speed of
change in the governments regulation of the economy. At the micro level, it is
evident that public policy intervention is likely to be most effective when
based on understanding of the existing forms of business cooperation and the
further opportunities and needs this gives rise to.

8

Conclusion

Business networks are typically claimed to provide a form of business
organisation that is ‘light on its feet’ (see, for example, Powell and SmithDoerr 1994: 381). Large vertically integrated firms are designed to do specific,
repetitive tasks involving investment that requires a long payback period.
Network forms of organisation, in contrast, are portrayed as being agile in
exploiting ever-changing business opportunities. The speed of responsiveness
associated with networks is suggested to be gaining the competitive edge over
internalised big business in a commercial world of shortened product cycles
and style-conscious consumers. The review of four types of network in this
book underlines the difficulty of sustaining such an interpretation of the
effectiveness of networks for more than a few cases.
The industrial district has been a dominant influence on the conception of
networks. Districts are envisaged as providing unusual flexibility in their capacity
for supporting frequent changes in interfirm alliances that continually adjust
business capacity to prevailing needs. Two main doubts have been raised about
such an interpretation in the case of Italy’s industrial districts. First, the extensive
use of subcontracting for specialised inputs is primarily encountered in those
few localities that have been associated with their product speciality over many
decades, perhaps even centuries, and which have attained a collective marketing
identity. Against the image of subcontracting as a vehicle for continuous
innovation, these product specialisations are distinguished by their basic stability
in design and product methods, as in Como’s silk industry or San Mauro
Pascoli’s women’s footwear industry. In both cases, the emphasis on market
segments that rely on reputation and quality, rather than price competitiveness,
enables forms of subcontracting that protect industry skills and allow firms to
remain as specialists. The evidence of reorganisation in most of the districts
provides the second main qualification to the achievements of Italy’s industrial
districts. Change has overtaken most districts as the original conditions for
their emergence, including high rates of demand expansion combined with
comparatively low quality standards in new and protected markets, have shifted
to conditions which have increased the differentiation between firms in a
district. Without the capacity to rely on a collective marketing identity,
individual firms have invested in their own marketing initiatives. Changed
expectations in respect of quality performance have necessitated more use of
technology, a trend also being encouraged by the accumulation of resources,
industry learning and pressures to improve productivity. The general impact
is seen in the emergence of a few core firms who pursue investment strategies
that are increasingly independent of their home locality. Compared with earlier
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periods, fewer localised subcontracting ties and more emphasis on
subcontracting for cost advantages rather than for specialised skills tend to
result. Such a transition and weakening of industrial districts was also observed
in Japan and the case of the Seto ceramics district, whose most dynamic
businesses increasingly emphasise integration with customers located outside
Seto.
Another candidate for the network as a highly flexible and innovative alliance
is the Chinese subcontractor network in Taiwan. This case includes everchanging constellations of business capacity that have played a significant role
in Taiwanese business success. Flexibility in production is attained through
the use of multiple linkages to subcontractors of varying expertise and
attachment to the customer. The subcontracting propensity also includes a
dependence on foreign companies, which the Taiwanese business class has
willingly accepted because of its unusual social and political status. Frozen
out of public service and government-influenced parts of the economy,
including access to low-cost credit from the banking system, small businesses
had to rely on their own resources or accept the better opportunities to serve
as subcontractors for MNCs in a regional or global division of labour. Their
subcontracting networks, assisted by guidance from customers, proved effective
in the tasks allotted to them but have left most Taiwanese firms without
independent technology or marketing capacity and continuously challenged
by Taiwan’s rising cost structure. Even by the 1990s, few Taiwanese firms
managed to sell their products under their own brands (Hatch and Yamamura
1996: 93). Within labour-intensive assembly activities, the network systems
have brought advantages in labour control and in maintaining acceptance of
rigorous work regimes. These realities deviate from the depiction of networks
as progressive forms of industrial organisation imbued with an exceptional
capacity for learning and innovation. In practice, some observers note a singular
lack of capacity to generate learning among Taiwan’s subcontracting firms.
Rather than being ‘light on their feet’, some networks have begun to look
dangerously inert. Business group networks, especially Japan’s keiretsu, have
become barriers to regaining economic dynamism in the 1990s, particularly
with regard to the operation and effectiveness of obligational contracting ties.
The close ties between buyers and suppliers provided a mechanism for mutual
improvement, but sometimes at the expense of achieving economies of scale
among suppliers. The closed world of buyer–supplier relations was effective
for suppliers when technological awareness was concentrated in the buyer.
Where the control of knowledge shifts to suppliers there can be advantage in
encouraging links between suppliers, as was illustrated in the case of the
semiconductor equipment manufacturing industry. The keiretsu networks were
part of a wider strategy for building Japan’s economic capacity by erecting
barriers to outside investors, a strategy that worked as long as Japanese business
remained viable while staying at home. In an open international economy,
involving a need for overseas investment, Japanese business has been left at a
disadvantage with respect to its efforts to operate within Western economies.
A further adjustment constraint arises as firms shed subcontractors, who are
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set adrift of their keiretsu connections, possibly without other linkages and
with their trust in the business system seriously damaged.
Ethnic business networks are another illustration of the importance of
external environments in determining the viability of a network. Rather than
the ethnic community necessarily being a resource, the emphasis on ethnic
business ties may be a weakness and an undesired response to the difficulty of
breaking into larger and more lucrative mainstream markets. Overseas Chinese
business has been claimed as an exception to other ethnic business experiences
and a possible inheritor of the economic dynamism once associated with
Japanese and South Korean networks (Lehmann 1998). Such a claim has
been shaken by Asia’s economic turmoil post July 1997, which has exposed
the extent of dependence on political patronage and the vulnerability of those
political connections. In the most extreme cases, as seen in Indonesia, Chinese
business groups have been stripped of their assets under the combined assault
of indigenous opposition to Chinese economic dominance and the demands
of the IMF and Western governments for an end to ‘crony capitalism’. The
mass of small overseas Chinese businesses operate outside the world of political
privilege, but they remain dependent on community acceptance of their
economic status. The effectiveness of overseas Chinese business organisation
has been tied closely to conditions in South-East Asia, including the wide gulf
in business skills and resources between the Chinese and the larger indigenous
population. Outside South-East Asia, claims of an exceptional capacity for
business are hard to sustain in comparison with other ethnic groups similarly
endowed with an international diaspora of business contacts.
The recasting of buyer–supplier relations tends to support the description
of these networks portending ‘concentration without centrality’ (Harrison
1994), implying that changes in the management of linkages do not lessen
the power of core firms. That large firms should rearrange their external linkages
in ways primarily conceived to advance their own advantage is not surprising.
More interesting than the continuing imprint of big-business control over
the organisation of subcontracting is the evidence that this need not be a
barrier to creative cooperation or a continuing ebb and flow of influence. The
example of the semiconductor equipment manufacturing industry, cited above
in connection with the limits of keiretsu subcontracting ties, shows how the
comparative independence of subcontractors in Western business systems can
be turned to their advantage where cooperation between subcontractors
provides control over a technology.
The more critical reading of network experiences offered in this book than
is usually attributed to networks is not intended to lessen their significance.
Networks are widespread. Business relations are everywhere shaped by external
forces, some historic and some contemporary, which fashion particular patterns
of interaction. Even in those environments stressing individual competitiveness
and the internalisation of capacity, business relations are inevitably influenced
by personal connections and accumulated learning across repeated transactions.
Networks occasionally achieve a pinnacle of efficiency in their area of
specialisation. Such success develops through an interactive process. External
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conditions in markets, technology and society bring forward incipient networks
and the network promotes the expansion of the original opportunities while
those supporting external conditions remain favourable. Claims made on the
basis of network attributes alone miss a large part of the explanation for their
effectiveness. This is not an original claim except that stereotypical descriptions
of the business context have tended to predominate.
Policy for networks
The central insight obtained from interest in business networks is that
relationships among firms and between firms and other external organisations
can be as important to competitive success as a firm’s internal performance.
In this sense, policy that addresses competitiveness through a focus solely on
individual business performance potentially misses opportunities for
strengthening local economies. Small firms which are receptive to taking outside
assistance and are positive towards building linkages to other firms, either for
joint projects or merely the gathering of business intelligence, are more
successful than firms that resist such cooperation (Tjosvold and Weicker 1993).
Of course, it might be argued that competitive processes should weed out
weaker, uncooperative enterprise and eventually result in the optimum level
of cooperation emerging. Against this, it is evident that opportunities for
cooperation are not necessarily recognised or easily attained. Several examples
where opportunities exist to raise business effectiveness through changes in
industry organisation have been noted in this book.
Comparison of the utilisation of subcontracting ties among firms in three
textile districts – Como, Leicester and Lyons (Chapter 4, Box 4.5) – indicated
differences across these localities in the extent of firm specialisation and
dependency on external skills. Of the three localities, Como was distinguished
by the willingness of its textile manufacturers to utilise subcontracting as a
strategy for enabling their own specialisation, bringing benefits in the ability
to concentrate their investment and learning. In Leicester, the barriers to such
specialisation included the lack of established trading ties and low confidence
between firms plus the difficulty of accumulating resources to support a
transition in business activity. On the other hand, if the shift in interfirm
relations could be made, business in Leicester could gain in competitive strength
just as it had in Como. The New Zealand experience in promoting business
networks for export development provided another example of barriers existing
to cooperation and the benefits arising when these barriers are reduced.
Most policy prescriptions to encourage business networks involve advocacy
of the replication of an industrial district. This focus is not surprising in view
of the overwhelming interest in the industrial district among examples of
business networks, but as a basis for policy development it may be questioned.
As well as overlooking the qualifications on their achievements, as discussed
above, policy recommendations typically emphasise the provision of collective
services, often through some form of technology centre, as the key catalyst to
changing business relations. In contrast, there is now extensive experience
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that the provision of collective services does little to overcome the barriers to
their utilisation that had prevented their original availability (Bull et al. 1991).
In addition, as discussed in the case of Baden-Württemberg (Chapter 4, Box
4.7), there can be difficulties in public agencies providing services that match
commercial expectations. The hard networks programme illustrates another
case where a specific model of cooperation has generally not delivered the
extent of change in industrial organisation that its advocates had promised. In
this case, the apparent advantage of small firms sharing resources is constrained
by the difficulty of accelerating the development of interfirm cooperation.
Firms vary, for example, in their willingness to participate in policy initiatives,
with the general rule being that non-interest is highest among firms with
growth potential and ambition (Chapter 7, Box 7.5). Among the larger
population of small firms, assistance in building partnerships may be utilised
but without changing preferences for independence and for cooperation only
with known and trusted persons. The consequence in New Zealand is that the
hard network programme, at least after its early experience, has stimulated
comparatively limited forms of cooperation. The record of Denmark is that
there may be little lasting importance from the programme beyond greater
understanding of where business interest in cooperation lies.
Policy recommendations need to be guided by specific opportunities and
objectives, but a general priority should be to provide conditions that enable
firms to explore new organisational arrangements. One of the reasons cited
for the success of JAGs in New Zealand was the ability of participants to
determine their own organisational structures and activities. Such freedom
has lowered the barriers to firm participation in a collective project and provided
a forum in which members have gradually accumulated learning and, in most
cases, raised their commitment to the project. Some original policy objectives
have been unfulfilled, including cross-industry cooperation and the
development of mentor relationships between experienced and novice
exporters, but an optimistic interpretation is that such matters might eventually
be addressed as groups consolidate and diversify activities.
The joint action group provides one method for bringing firms together.
In this case, the setting of conditions for grant assistance exerts pressure to
participate through a policy of allocation preferences that favour firms in wellorganised groups with significant collective projects. This experience has
suggested ways of targeting promotion according to likely industry priorities
(Chapter 7, Box 7.2, and also Chapter 5, Box 5.5). This insight could be
utilised in more active marketing exercises than followed in New Zealand,
where economic pressure to expand exports was a strong additional stimulus
to participate. Other tools for commencing business interest and capacity for
cooperation are to spread awareness of existing industry structures and how
they might change. As identified in the comparative case study of three textile
towns (Chapter 4, Box 4.5), industry seminars to discuss business relationships
and the collection and dissemination of industry data that inform participants
about existing and potential industry structures are steps that may be taken.
Such initiatives are as relevant for existing network participants as those
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operating within a context of individualistic competition as all businesses need
to maintain awareness of the comparative performance of alternative
organisational structures.
Beyond encouraging awareness of alternative organisational possibilities,
policy can help deliver a business environment that is conducive to long-term
development strategies and the development of reciprocal business relations.
Some perspectives view obligational relations as a product of national culture
but, as emphasised in this review of network economies, obligational ties are
often calculated responses to particular technology and market characteristics.
At the broadest level two contrasting environments can be promoted to
maximise opportunities for cooperation. One environment, as typified by
Japanese and German development strategies, emphasises measures which
provide protection against short-term competition through controls on
industry entry, the provision of long-term financing and structures that deliver
high investment in workforce skills. The other environment, as typified by
Silicon Valley, stresses individual freedom to establish new ventures and high
levels of labour mobility with minimum stigma or sanction against transferring
knowledge between workplaces. These contrasting contexts produce network
economies addressed to particular development objectives, resulting in a
shifting balance of advantage between these options. Understanding which, if
either, strategy has the prevailing development edge and should be the policy
target is one reason why the investigation of network economies needs to
continue and why policies need to be designed against the background of
local opportunities and priorities.
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172
technology loss, through strategic
alliance 138
technology transfer 105–6, 107–8,
145
Terza Italia see Italy under industrial
district
textile firms 204 interfirm linkage
study 98–100 Japan Spinners
Assn. 134–5 Prato woollens 96–7
Tainanband group 126–7
Third Italian district see Italy under
industrial district
ties (linkage) Chinese business 63–5
formation 49–6 linkage
localisation constraint 163–4 Seto
102 see also guanxi

ties, strong advantage 20 community
fragmentation 18 Japanese
production 20
ties, weak 17–20 Denmark 19 Italian
industry 18
Toyota City 1, 2, 87
trade unions Australia 48 Italy 91
New Zealand 176–7
trademark franchising 139
Tradenz (New Zealand Trade
Development Board) 181 business
perception of 195–6 Internet site
192 JAG 182, 183, 195 network
brokers 190
training Denmark 19 industry
associations 130 see also skills
transaction components 9–10
defined 9–10 and ‘good faith’ 9,
10
transaction cost models 4–5, 49 asset
specificity 49–50 critique 7–8
embeddedness perspective
comparison 6–9 market
uncertainty 51 modified 5–6
transaction internalisation chaebol
123 Taiwan 125
transplants 14
trust 12–17 business expansion 66–7
business size 12 business style 9,
10, 46, 47–8 categorisation 12–
13 characteristic-based 12, 13
Chinese networks 64–5, 70
cultural influences 45–6 evolution
12 family 25–6 firm
characterisation 42 functional
equivalents 13–14 intentional
development 22 Japan 44–5 lowtrust economies 55, 175
maintenance 15–16 networks 21,
198 obligational contracting 148
process-based 12, 13 reinterpretation of history 16
strategic alliance 136 studied 16
succession 72–3 transaction cost
models 8 see also ties
Tsubane 103–5
turnkey contracting 144
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UK, South Asian business 75–7
uncertainty see insecurity
United Way 41

vertical networks 22
vocational training 106; see also skills
voluntary networks 33–4

value-added partnerships 188
vendor rating 155–6
venture capital network 87
vertical cooperation 193
vertical disaggregation 167, 168
vertical integration 50

West End community (Boston) 18
wine production 179–80
woollen production see textile firms
work purchasing 171
zaibatsu 120

