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Abstract

This study contributes to the research on Chinese business networks which are a 
ubiquitous element of China’s emerging private enterprise sector. The two stan-
dard features of the research literature on Chinese business networks are its socio-
logical and cultural orientation and the representation of business networks as 
family networks. Analyzing Chinese business networks from an institutional and 
transition economics perspective, we find that business networks are better repre-
sented as public-private networks and economic actors. They form a crucial link 
between local entrepreneurs and local governments and participate in institution 
building. Their institutional competence is as important as their market and tech-
nological competence. 

Introduction

In China as in all transition economies the emergence of a competitive business 
sector depends on the development of three competences. Market competence is 
the ability to explore new market opportunities and cope with competition; techni-
cal competence is the ability to develop and utilize new technology; and institu-
tional competence is the ability to invent and organize business processes that fa-
cilitate the operation of a firm. While market and technical competence and their 
interplay are at the core of management studies (Dosi, Nelson, & Winter, 2000; 
Nelson & Winter, 1982), institutional competence remains an under-researched 

crucial for the emergence, survival and expansion of firms, and ultimately, the 
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12. Smart Business Networks with Chinese 

emergence of a market economy (Frye, 2002). Without institutions that facilitate 

topic. Re-search on transition economies shows that institutional competence is 

the emergence of market-conforming firms, organizations and behavior market re-
forms might get stuck in rent-seeking coalitions and accompanying non-productive 
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China’s economic success as a transition economy is obvious in terms of entre-

tions happens through public-private networks in form of a co-evolutionary pro-
cess that is specific to the institutional architecture of China’s emerging business 

for incentives that facilitate organizational and technical innovation, and politics 
management, i.e. searching for the best alignment with local and national state 
agencies and their vested interests. Business networks therefore include private, 
corporate and public partners. From a macro perspective, the public-private net-
works are potentially able to mediate between private and public interests. We aim 
to show that in local Chinese business environments, networks play a crucial role 
as a means for institutional co-evolution and the generation of organizational capa-
bilities and institutional competence.

The chapter proceeds as follows. We start with a short overview of the relevant 
literature on institutions and competence in ill-functioning markets. We then pro-
pose and elaborate our definition of institutional competence in terms of the inter-
action between networks and China’s emerging business sector the links between 
institutional competence and institutional change, and relations between institu-
tional competence and the development of a new institutional architecture in China. 
In the conclusion we sketch out how “Western” firms can make use of our findings. 
We are not proposing that networking is an undisputed solution; the coordinated 
institutional competence we observe is not without costs.

investments (Meyer & Peng, 2005). Only the interplay between change at the 
micro-level of firms and the macro-level of political institutions crates the co- 
evolutionary process that shapes the institutional architecture of an emerging busi-
ness system 

preneurship and total factor productivity, integration into the international value
chains, increasingly brokered by outward FDI, export performance and rapid usage

cultural approaches (e.g. Hofstede, 2007) nor a static, group-based form of corpo-

between change at the micro-level of firms and the macro-level of political institu-

of modern technology and R&D investment (OECD, 2006). Chinese entrepreneurs  

three components: business management, i.e. searching for the best alignment 

and firms were quick in developing market and technical competences. In fact,

with the changing market environment, innovation management, i.e. searching 

their commercial success has over-shadowed their institutional competence that

within less than two decades. Our question is how Chinese firms generated such

In our view, networking in China is neither a cultural institution as claimed by 
an institutional competence. 

ratism (as claimed e.g. by Walder, 1995). We argue that in China the interplay 

enabled them to build an internationally competitive, private business sector 

systems. From an individual (firm’s) perspective networking is a strategic tool with 
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Analyzing Institutional Competence 

The Comparative Business Systems literature and macro-economic comparative 
studies have shown that emerging markets and transition economies cannot be 
used as merely another data (sub-) set confirming conventional assumptions about 
firms and their behavior (Djankov, Glaeser, La Porta, Lopez de Silanes, & Shleifer, 
2003; Hoskisson, Eden, Lau, & Wright, 2000). Different institutional frames 
such as emerging markets, transition economies or market economies lead to  
different organizational forms of firms and different strategic decisions (Crouch, 
2005; Nelson, 1992). In China reforms did not start with the privatization of assets 
but with decentralization and devolution of decision making power to local state 
agencies and (private) entrepreneurs. Their response to the new opportunities offered 
by the reforms is not a given, but an open empirical question.

We therefore take firms not merely as the unit of analysis but as a crucial source 
for information when questioning entrepreneurs about formal and informal incen-
tives and constraints in their direct business environment (Krug & Hendrischke, 
2007). Our results support the findings in the International Business literature 
that the institutional context of entrepreneurship and competition merit detailed 
scrutiny (see also Grabher & Stark, 1997; Yamakawa, Peng, & Deeds, 2008). The 
concept of dynamic organizational capabilities, which endogenize external institu-

Hence, analyzing institutional competence requires a dynamic perspective in 
order to identify the systemic factors in building up competences for aligning the 
firms’ interests with political actors, business partners, competitors, or (foreign or 
domestic) investors (Krug & Polos, 2004). Such an analysis has to include infor-
mal institution building and therefore transcends the legalistic perspective which 
concentrates on formal (politically defined) institutions. Firms are not only subject 
to and recipients of institutional change. They actively create new institutions by 
setting local technical standards, defining business practices and routines, and by 

All in all, a definition of institutional competence that satisfies the three con-
siderations above reads as follows: Institutional competence involves the ability  
to configure an organization so that it can identify and monitor volatile key re-
sources and search for innovative organizational capabilities and routines in order 

view with its focus on internal resources and learning. We draw support from 
strategic management literature which has shown that strategic political manage- 

tions (Dosi et al., 2000) is better suited to this approach than the resource based 

ment creates firm-specific value (overview in Pearce et al., 2008) and that owner-  
ship forms of firms and location-decision (Chen & Chen, 1998) reflect changing
political constraints. 

capabilities and form alliances with political or administrative agents. Disregarding
these informal aspects of institution building is tantamount to excluding a large 

participating in local public governance. In this process firms create inter-firm 

part of China’s economic dynamism from analysis (Li et al., 2006). 
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to influence the external environment, including potential business partners or 
government agencies, in the interest of the organization. The organizational form 
which controls this competence is a network. A network is understood here as a 
group of people with flexible membership who crystallize around business ideas 
by drawing in people who control the required resources.  

The Emergence of Institutional Competence 

Institutional competence in its organizational form of networking is the response 
of firms to ill-functioning markets (Hoskisson et al., 2000). Networks serve as a 
‘surrogate’ for formal institutions by achieving a better alignment with the market 
(Xin & Pearce, 1996). In transition economies, two other problems are connected 
to the ‘liability of newness’ of the whole private sector (Krug & Polos, 2004). In 
the absence of a regulated environment, firms cannot rely on existing business 
routines nor can they acquire expertise about best practices through the formal 
education system. Second, there is no ’template’ for success or failure of private 
firms, as there is not (yet) a collective memory of what can go wrong. Individuals, 
firms or collectives, such as villages, respond to this situation by forming net-
works for pooling assets, information, privileges, knowledge and interests.

In other words, the institutional competence of networks precedes and is em-
bedded in firms which are the outcome of pooling resources and strategic deci-
sions on how to best exploit market opportunities (Peng, 2001). The pooling of 
resources is not limited to physical resources or capital. As shown by Boisot & 
Child (1996), “intangible assets”, such as access to market information or prior 
knowledge about policy changes, are crucial components in the initial endowment 
of firms. Moreover, in an environment of rapidly increasing competition with 
fluctuating relative prices and ongoing political change, firms opt for a strategy 
which secures maximum flexibility in recombining productive forces (Grabher & 
Stark, 1997). Firm formation in China is thus an iterative process that involves 
changes in product, labor, financial or even political structures with the aim to find 
the best adaptation to and embeddedness in a dynamic local environment.

Institutional Competence and Networks 

In contrast to popular clichés, Chinese business networks are not family based  
organizations (Hendrischke, 2007; Pistrui, Huang, Oksoy, Zhao, & Welsch, 2001). 
Neither are they merely transaction cost saving devices based on the ability to 
overcome constraints imposed by an adverse political environment. Not unlike di-
versified business groups (e.g. Hokisson et al., 2005) networks are rather a rational  
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organizational response to an environment with limited constitutional and legal 
protection (Child, Lu, & Tsai, 2007) leaves many resources untapped. Economic 
actors in such an environment require the ability to mobilize resources across a 
range of local organizations and power holders.

First, networks centre on personal relations, which can be mobilized for politi-
cal and economic purposes. Once the collaboration has outlived its productive use-
fulness, the business side of the relationships is de-activated, while the social side 
remains. It is this activating – de-activating mechanism, which allows economic 
actors to switch from political to economic links and to adapt quickly to changing 
economic situations at low cost, since the de-activation does not imply the end of 
a contract, let alone a break-up of the social relationship. The advantage of per-
sonalizing business relations lies in the fact that social sanctioning mechanisms 
can be hijacked for economic purposes.

Second, networks in China are fluid, non-structured organizational forms for 

functional group (such as investors) they expand or shrink according to business 
opportunities and constraints. Networks are economic actors able to activate and 
de-activate their membership in line with commercial opportunities. The dynamic 
capabilities of networks include the ability to accumulate technical and organiza-
tional capabilities and to allocate property rights to firms, investors, stakeholders 
or managers. By the same token, property rights can be re-allocated or firms can 
be closed down in case of failure or reconfigured if a re-combination of assets 

generated property privileges, but at the same time exploits the legal benefits of 
incorporation. It is in striking contrast to the legal concept of private property 
rights which are granted and protected independent of the (profitable) usage of 
resources.  

Third, networks with their formal and informal information channels make  
it possible to convert informal ad hoc practices as employed between firms or  
between firms and local regulatory agencies into procedures or, by extension, into 
sectoral and formal local business standards. In this sense networks are institu-
tional entrepreneurs and initiate entrepreneurial activity that precedes formation 
and strategic decisions of firms (see an interesting example in Child et al., 2007). 
At the same time, networks give voice to firms in the creation of local business 
procedures and thereby generate firm-specific value.

Fourth, networks function as repositories of productive slack. This includes 
un- or underused assets for which the network has not yet been able to calculate 
best employment. Productive slack refers further to the accumulation of know-
ledge, information as well as management skills learned by experience. 

For these networks, the control of local politics is a core competence at par 
with the required market and technical competence. In general, networks aim to 
search for the most effective governance structure, including the organizational 
form of firms. Alignment with local politics promises access to prior information 
about further reform steps, protection of property rights and business agreements, 

co-coordinating resources and strategic decisions. Centered around a social or 

promises higher returns. This fluid concept of property rights is akin to socially 
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Networks respond to market shifts when they search for organizational solu-
tions that mitigate the effects of market fragmentation, lack of market information, 
and local embeddedness. Effective governance structures allow appropriating arbi-
trage, jurisdictional arbitrage, as well as generating enough leverage to limit local 
government intervention.

Networks align the interests of the firm with the interests of potential investors 
by designing incentives which secure (ongoing) private investment, exclusive ac-
cess to shared or jointly produced knowledge, information or business routines; 
and commitments by investors and local authorities to limit moral hazard. 

Finally, networks establish a political architecture when aligning the interests 
of political actors and other stakeholders with the interests of managers or entre-
preneurs. Such alignment promises access to prior information about further  
re-form steps, protection of property rights and business agreements, if not parti-
cipation in political decision making at the local level.

Institutional Competence and Institutional Change 

As argued above networks establish firms by allocating property rights or dele-
gating control rights to certain people and by doing so, determine the type of firm 
and its corporate governance. The empirical picture of China’s business sectors 
shows that over the last two decades the organizational form of firms moved from 
collective enterprises with fuzzy ownership rights and non-professional manage-
ment to those with registered capital and individual property rights and clear sepa-
ration of managerial tasks. Each of the dominant forms of firms, such as Township 
and Village Enterprises (TVEs), privatized TVEs, Public/Private partnerships, and 
incorporated firms can be positioned within a continuum that runs from socialist 
firms to “market firms” with State-owned enterprises (SOEs) as the organizational 
form of socialist firms and foreign Multi-national corporations  (MNCs) operating 
as market firms. Their hybrid character reflects the need to align the firms with the 
interest of local state agencies as well as the market and overall the willingness to 
‘innovate’, as described in Fig. 12.1 below. 

A descriptive analysis of the institutional competence of networks in aligning 
firms with markets, technology change and local politics over two decades or pri-
vatization, suggests the following framework: 

if not participation in local political decision making. From a firm’s perspective, 
the underlying role of networks is important in three main aspects.
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Organizational
choice  

Alignment with markets Innovation Alignment 
with politics

Township-
village
enterprise

Negotiated access to local 
markets

Innovation through mobiliz-
ing local resources

Township and
Village employment 
creation 

Privatized
TVE

Negotiated gradual expansion 
into other local markets, e.g. 
Joint ventures with other 
TVEs

Ownership rights in return  
for knowledge and technology 

Local tax and non-
tax revenue plus l 
ocally controlled real 
estate market 

Public/private  
partnership

Integration of local markets, 
promotion of market –  
conforming institutions,  
multi market operations in 
different sectors 

Access to non-tradable  
R&D and state controlled 
technologies, access to inter-
national know-how   

Exploiting state
investment in local 
infrastructure, market 
coordination in local 
economy, reducing 
local state taxation 

Incorporated firm inter-firm networking  
without government interven-
tion, internal competition
instead of external
competition

Inter-firm synergies, rate
of return driven innovation,  
trading equity for innovation  

replacing cash flow 
access by formal 
taxation and informal 
subsidies

Fig. 12.1 Institutional competence of networks in China, 1988–2008 

The descriptive framework helps to put specific properties of Chinese networks 
into a chronological and transitional perspective. Each column in Fig. 12.1 des-
cribes from top to bottom the accelerating trend towards privatization unleashed 
by corporate reforms in 1988. Before going into details a remark about the general 
validity of this trend seems to be appropriate. We do not want to give the impres-
sion that this is a homogenous and centrally coordinated development trend. On 
the contrary, we observe a great diversity with large parts of China lagging behind 
advanced provinces (Krug & Hendrischke, 2007). However, the centre of business 
activity and institutional innovation are generally shifting towards incorporated 
firms operating in an environment of market coordination, “state-free” inter-firm 
relations and return-driven innovation. 

The right hand column illustrates how the organizational form of firms moved 
from collective enterprises with fuzzy ownership rights and unspecified manage-
ment roles to firms with statuary and legally enforceable corporate governance. 
The change in organizational forms is accompanied by decreasing political con-
straints and increasing scale of economic incentives and risk diversification. As a 
result, management tasks (alignment with markets and innovation) become more 
professionalized and absorb more formal elements as they expand in scale.

                            12. Smart Business Networks with Chinese Characteristics      
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The alignment with markets started with local market, rather than sectors  
and industries. The formation of a national market is still not complete. Firms 
started off from local markets where they could rely on local supply and protec-
tion of third property rights. The expansion of markets followed geographical-
jurisdictional lines rather than sectoral markets. As a result, the decision where to 
produce or sell precedes the decision what to produce. The organizational res-
ponse are multi-market firms aimed at aims at pooling risks across locations as 
well as industries. The integration of local market into an ‘economic region’ and 
access to new market-conforming organizations, such as banking, R&D facilities 
and foreign partners leads to the generation of inter-firm capabilities coordinated 
by networks in which the influence of state agencies looses out. These inter-firm 

thereby escaping both state intervention and (still) distorted market prices.
Innovation started with shop floor innovation based on first hand knowledge 

how productivity. From removing supply side constraints by tapping into private 
savings or capital accumulation within firms, collaboration with (foreign) compa-
nies or state research facilities, technical and organizational capabilities became 
located within inter-firm relations, such as supply chains or the networks in the 
background. Incorporation of firms and increasing competition set incentives to 
swap equity for innovation and to increase in-house R&D facilities. 

Foreign Companies and Institutional Competence 

The dynamic analysis above offers some insights why foreign companies in 
China’s dynamic environment would move away from their state oriented position 
toward organizational forms that resembles more those of their private Chinese 
counterparts.

Like domestic firms, foreign firms too need to build up networks for generating 
institutional competence in order to find the best fitting strategy that allows align-
ing with (local) politics and markets while searching for innovation and an appro-
priate form of (corporate) governance. 

Alignment with politics started from townships and counties which had a re-
markable degree of local autonomy, including institutional autonomy, or example 

nue portfolio. Instead of depending on central budget transfers local government 
agencies appropriated the following revenue sources: share on national taxes, 
revenue from local taxes and fees plus income from local commercial activities 

capabilities allow trading goods and services ‘internally’, based on transfer prices 

such as public utility revenues, ownership on “non state” firms and real estate.
The richer a locality in terms of (prices of) land and capital income, the stronger 
the autonomy for local government agencies and, in turn, the tendency to co- 
operate with economic networks.

in the form of ‘fiscal federalism.’ This shows in the increasingly diversified reve-
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Organizational choice in the Chinese context is not limited to ownership and 
agency considerations but includes decision about private-public partnerships, 
multi market firms, or supply chain contracts that ensure political support and  
innovative slack. In order to benefit from the institutional competence of their 
Chinese partner firms, foreign investors need to permanently reconfigure them-
selves by aligning and re-aligning to changing political and market environments.

The empirical analysis suggests further that there is not one strategy or organi-
zational form that fits best the Chinese business environment. Instead, the best 
fitting combination will vary according to location, industry, age of firm and con-
formity in behavior of business partners. The more competitive the sector or loca-
tion the less alignment with politics plays a role. Thus, for example in a location 
such as Hangzhou or in the standard software industry, firms can place their  
emphasis on market driven strategies. On the other hand, in provinces such as 
Shandong or the pharmaceutical sector, alignment with politics will have a signifi-
cant influence on firms’ performance. The newer the firm or sector in which the 
firm operates the more important it is to gain “social legitimization” via alliances 
with local government agencies. The stronger the prevailing conformity in busi-
ness behavior the more firms are able to pursue business collaboration outside ver-
tical integration or formal joint ventures. 

Conclusion: Institutional Competence and Networking 

The preceding analysis showed that institutional competence involves the ability 
to configure an organization so that it can identify and monitor volatile key  
resources while at the same time influence the behavior of potential business part-
ners and government agencies. In the case of China such an organization is a 
network and not a firm, as general economic literature suggests. Firms are the out-
come of the accumulated institutional competences of networks. Instead of firms 
engaging in networking activities, we find networks as economic actors engaging 
in the establishment of “open border” firms that have an optimum fit with the local 
institutional environment.

The need to cope with the external environment defines the search process and 
management tasks of networks in line with their competences. Networks respond 
to market shifts when they search for organizational solutions to avoid local pro-
tectionism and market fragmentation (market management). Networks align the 
interests of the firm with the interests of potential investors by securing access to  
shared or jointly produced knowledge, information or business routines (technical 
management). Networks influence the political environment by aligning the inter-
ests of political actors and other stakeholders with the interests of managers or 
entrepreneurs (institutional management). 

Networks, in a dynamic institutional environment, are mobilized for economic 
purposes. They are fluid, non-structured organizational forms for co-coordinating 
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resources and strategic decisions with the ability to flexibly activate and de-activate 
individual economic actors. Their openness and use of formal and informal  
information channels makes it possible to convert informal ad hoc practices as 
employed between firms or between firms and local regulatory agencies into pro-
cedures or, by extension, into sectoral and formal local business standards. In this 
way networks and their related firms synchronize changes at the micro level in 
their business sector or locality with institutional changes at the macro-level, i.e. 
politics (co-evolution).

The expansion of network control raises the issue of the costs of Chinese net-
works. In contrast to general literature on networks and our own detailed research 
which confirm the transaction cost savings role of networks in transition econo-

Jurisdictional competition between localities may not be strong enough to en-
sure the integration of network driven local business system into national markets. 
Instead, segmentation of markets hardened by different local legislation and policy 
practices will become salient features of the institutional landscape. This risk is 
evident in China’s domestic market barriers and local protectionism.

For the time being and pending further research, we find that China’s institu-
tional architecture will be characterized by the co-existence of different business 
systems in various stages of market transition and corporate transformation. The 
expansion of these local business systems into larger national and international 
markets is driven through institutional coevolution by growing institutional and 
professional competence of networks.
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Review of “Smart Business Networks
with Chinese Characteristics” 

Focus on Institutional Competence 

Jens Ove Riis 
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A common perception of governance of China is that “The Country in the Middle” 
has a strong central government. However, as a connoisseur of the Chinese politi-
cal situation once expressed the situation, we should view China in the same way 
as we look at Europe as a collection of rather inhomogeneous and independent 
states (provinces). And even further, as pointed out in the paper, the local institu-
tions have gained economic strength and can exercise political power for instance 
over allocation of property rights to companies. The local authorities have gained 
significant influence because local decisions are detached from national and  
regional policies and are primarily governed by local political interests.

A foreign company or business network operating in China, or planning to start 
activities there, needs to devote much attention to dealing with institutions at vari-
ous levels, not the least at the local level. The paper addresses this issue and  
argues that a company or business network operating in China needs to develop 
institutional competence in addition to technical and market competence. 

The authors find that networking constitutes a key organizational form for  
developing institutional competence. Networks tied in with local governmental  
institutions are centered on personal relationships and are fluid, non-structured  
organizational forms with an “activating–de-activating” mechanism that allows 
economic actors to switch from political to economic links and to adapt quickly to 
changing economic situations at low cost. 

Based on a comprehensive literature review, the paper provides an interesting 
overview of the development of China’s business sectors over the last 25–30 years 
in which the organizational form of firms moved from collective enterprises with 
fuzzy ownership rights and non-professional management to those with registered 
capital and individual property rights and clear separation of managerial tasks. 

Still, today there is a continuum of firms from state-own companies, via firms 
with joint public and private ownership to private companies. And the paper dis-
cusses interesting, recent developments in the composition of firms along this con-
tinuum.

The importance for a foreign company of the institutional competencies will 
vary from sector to sector and location in China. The more competitive the sector or 
location is, the less does alignment with politics play a role. On the other hand, the 



newer the firm or sector is, the more important it is to gain “social legitimization” 
via alliances with local government agencies. The authors anticipate that foreign 
firms need to build up networks for generating institutional competence. 

It is impressive how a centralized socialist economy over a relatively short  
period of time has transformed itself to a rather open society with modern infra-
structure and buildings that supports an internationally oriented business commu-
nity experiencing a remarkable growth which seems to continue. This suggests a 
look into the future. The paper presents general projections of how foreign and na-
tional firms will interact with governmental institutions in years to come. But it 
would seem that also the role and practice of especially local institutions will need 
to adjust to a more open and international competitive market situation. It would 
seem fair to expect that the three institutional levels (national, regional, and local) 
will need to operate in a more coordinated way like in Western economies, and 
perhaps that the power balance will shift towards the national level, partly due to 
the need for expected transparent procedures and policies and compliance with 
WTO.

Hence, the theme of institutional competence is important for a single company 
as well as business networks in China and other transforming economies. And 
there is a need for further research in this area; for example to study the nature of 
networking practiced today and in the future, the needed transformation of gov-
ernmental institutions, and how the notion of smart business networks could play a 
role seen from both a single business firm and a governmental agency. 

192       J.O. Riis 




