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It is suggested that trust is fundamental in working relationships and in international joint ventures 

(IJVs) there is a need to trust partners. Yet the nature of the IJVs does not remain fixed forever, so it 

was decided to explore if and how trust between partners altered over time. 

This is an exploratory research, in order to find out whether there is a need to go further and broader. 

The research explores Sino-joint ventures (equity and co-operative JVs), located in the Pearl River 

Delta Economic Zone, which is close to Hong Kong in Southwest China, a region which has seen 

intense commercial growth over the past two decades. It was expected that there would be a few JVs 

willing to join this research that fitted the criteria (being a equity or co-operative joint venture, and 

having an IJV relationship for some years longer than four years). The dateline of four years 

represented the boundary from ‘just beginning’ to ‘more mature’ and it was felt that the nature of trust 

(earlier trust and later trust that are described and defined later) between partners might change as they 

passed this arbitrary dateline. 

The thesis gives details of the research methodology and all assertions: here | will simply state that 

trust (earlier and later trust) in the target population of the IJVs does indeed change over time. Earlier 

trust is found to increase through the first four years in the young IJVs, but after the dateline has 

passed, later trust decreases in the mature IJVs. That earlier trust increases is in accord with theoretical 

expectations, and in practice it is needed for the progress of the IJVs. It was not expected from theory 

that later trust decreased as was found. But the lowering of later trust as the IJVs move to the mature 

time zone must be worrying for the IJVs directors and managers. The researcher suggests ways in 

which this situation may be improved. 

Naturally these findings require further elaboration by more researchers by extending the scope of the 

research further, But for the moment the analyses yield important findings that add to the literature, to 

the practice of international joint ventures in China, and possibly the IJVs globally. 
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Chapter One 

Introduction 

This exploratory research is set up to find out whether there is a need to go further, to research 

deeply. The aims are to explore earlier trust and later trust in two different periods of time (the 

‘early’ and ‘later’ time zones) within the Sino-joint venture’s lifetime and to explore if any 

changes occur in their relationships with commitment, communication, interdependence of 

resources and guanxi through the two time zones. Initially the following questions were 

asked: 

What are the Sino-joint ventures of this research and why are they the focus? 

What is trust and why are earlier trust and later trust the focus of this research? 

The research is focused only on equity and co-operative Sino-joint ventures (through the 

research they are called ‘the IJ Vs’) in the Pearl River Delta Economic Zone, which is close to 

Hong Kong in Southwest China, a region of intense commercial growth over the past two 

decades. Although there is a considerable body of research upon international joint ventures, 

little research has been done on the shift in inter-organizational trust as time progresses. That 

is, from within the ‘early’ period defined from establishment, passing a four-years dateline 

from establishment to the ‘later’ time period as the [JVs move towards maturity. Trust through 

the time of incorporation to four years is named “earlier trust”; and the trust which 

maintains/develops in the time period after four years as the IJVs progress towards maturity is 

named “later trust”.



The following sections will explore the above questions. 

1.1 Various Forms of Doing Business in China 

(Source: China Desk http://www.pinsentmasons.com) 

It is necessary to know how foreign companies can do businesses in China. The most 

commonly used modes of foreign companies entering and doing businesses in China are 1) 

representative offices, 2) processing and assembly operations, 3) technology transfer, 4) equity 

joint ventures, 5) co-operative joint ventures, 6) wholly foreign-owned enterprises, 7) joint 

stock limited companies, and 8) holding companies. 

Representative offices 

Representative offices allow a foreign company to engage in certain limited business activities 

in China. Registration of a representative office in China creates a permanent base for the 

resident personnel who may conduct local sales and purchasing activities. The offices provide 

acontact location in China for the convenience of its Chinese buyers and sellers and signify its 

commitment to the Chinese parties with which it has business dealings. Representative offices 

are forbidden from being involved with ‘direct business operations’. They can only operate as a 

liaison for business purposes within the enterprise's scope of business, for the introduction of 

products, market research and/or technical exchanges. 

Processing and assembly operations 

There are two types of processing and assembly operations: 
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e Processing with supplied materials. 

e Processing with imported materials. 

Processing with supplied materials’ arrangement ships raw materials or semi-processed goods 

to a Chinese workshop or factory from where the finished products are processed and are re- 

exported back to the foreign party. Typically, the Chinese factory receives a fee for its work, 

computed on a unit or delivery basis. The foreign party will usually agree to supply certain 

production equipment, which is sold, leased or provided to the Chinese party without charge. 

Processing with imported materials is a new arrangement in which the local enterprises set up 

to import their own materials to manufacture goods for export. The cost of purchasing and 

importing materials is borne totally by the local enterprise and is absolutely in foreign 

exchange. 

As labour costs continue to grow in Taiwan, Singapore, and South Korea, companies from 

these countries as well as from the UK, Japan, the United States are now entering regularly 

into processing and assembly transactions with Chinese companies. 

Technology transfer 

China's policy of co-operation with foreigners emphasizes the transfer of technology to 

Chinese enterprises. Specific regulations indicate the required contents and maximum term of 

technology transfer contracts and signify the centralised approval procedures. 
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They also disallow the imposition of various restrictions by the licensor on the use of 

technology by the Chinese licensee and provide assurances concerning the protection of the 

licensor's technology in China. 

Transactions depending on these regulations consist of the transfer and licensing of patents, 

the right to apply for a patent, license for patent exploitation and unpatented know-how and 

other forms of proprietary technology, as well as the condition of technical services. 

Equity joint ventures 

Equity joint ventures must take the form of a non-share issuing ‘limited liability company’ 

incorporated and registered in China and are seen as Chinese legal entities in Chinese law. A 

substantial body of law governs the establishment and running of equity joint venture 

companies. The key aspect of an equity joint venture is that profits, losses and risks are shared 

in percentage to the parties’ relevant contributions to the registered share capital. 

Co-operative joint ventures 

In practice, there are two types of co-operative joint venture, although the co-operative joint 

venture law (1988) does not explicitly identify the distinction: 

e The true co-operative joint venture 

e The hybrid co-operative joint venture 

The ‘true co-operative joint venture’ doesn't involve the creation of a legal entity that is 

separate and distinct from the contracting parties. Each party takes responsibility for making 
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its own contributions to the venture, paying its own taxes anchored in the venture and bearing 

its own liability for risks and losses. Each party's rights, liabilities and risks are clearly 

stipulated in the original contract. 

The ‘hybrid co-operative joint venture' combines the characteristics of the true co-operative 

joint venture and the equity joint venture. A separate business organization is established and 

each party's liability is generally restricted to their capital contributions. 

Wholly foreign-owned enterprises 

Since 2000, Chinese law has changed concerning the establishment of wholly foreign-owned 

enterprises (WFOEs) and the law no longer requires WFOEs to favour domestic suppliers 

when sourcing their raw materials. This, linked to the fact that a WFOE may be easier to set up 

than a joint venture (as no negotiation with a Chinese party is required), means there has been 

a considerable rise in the number of WFOEs formed in China over recent years. 

Joint stock limited companies 

China adopted its first national ‘Company Law’ in 1993 which provides foreign investors with 

an additional form of investment mode: the joint stock limited company (also known as a 

company limited by shares). The aim of the Company Law is to transform China's state-owned 

enterprises into limited liability companies and joint stock limited companies that are 

commercially workable in an emerging market economy.



The distinction between joint stock limited companies and other common forms of direct 

investment is the fact that joint stock limited companies are able to issue shares. 

Holding companies 

In recent years, several foreign companies have established wholly foreign-owned or 

Chinese/foreign joint venture companies, the core purpose of which is to hold equity interests 

in subsidiary enterprises in China and to provide a variety of centralised services to these 

subsidiaries. These are formally known as ‘investment companies’ and informally as ‘holding 

companies’. 

A holding company may be found as an equity joint venture or wholly foreign-owned 

enterprise, suggesting the laws that apply to each also apply to holding companies, as do the 

general provisions of the Company Law. 

Additional operational modes 

e Branch offices 

e Service centres 

© Bonded zone and export processing zone enterprises 

Branch offices: In many countries it is possible for foreign companies to establish branch 

offices engaging in business activities without the need to start a foreign subsidiary. However, 

in China, the situation is different. The Company Law introduces the legal possibility of 

foreign branch offices but no specific regulations have yet been published. At present, only 

foreign companies in a limited number of business sectors, such as banking and insurance have 

been authorised to start branches in China.



Service centres: Foreign companies may go into agreements with Chinese counterparts where 

the Chinese party is authorised to set up a service centre in China. These centres may offer 

after-sales service, maintenance and spare parts for machinery and equipment sold to end-users 

in China. They may not, however, market the main products they service. 

Bonded zone and export processing zone enterprises: The Chinese government has set up 

these zones to facilitate import and export trade and encourage activities such as trading, 

warehousing, trade financing, transportation, packaging and export processing. Goods can be 

imported into and exported from these zones duty-free and are subject to very few import and 

export licensing restrictions. 

1.2 Modes of Entry 

International business professionals use the term "modes of entry" to describe the different 

methods and approaches available to enter markets and conduct business in other countries. 

Shown above are eight major entry modes applicable to China. This research focuses only on 

Equity joint ventures and Co-operative joint ventures in China (Sino-joint ventures) because 

they are the most common and effective means of conducting business internationally. The 

researcher further discusses these Sino-joint ventures’ business expectations from both the 

Chinese parents and the foreign parents’ point of views, under the subtitle ‘Interdependence’ 

(see 2.2.5). The ownership modes about these seven IJVs that took part in this research can be 

referred to table 3.4.1.4-1 and 3.4.1.4-2. The researcher is aware that the governance and the 

shareholding issues are relevant to the question of trust, but they are not the focus of this 

research. 
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The seven IJVs in the sample population are those IJVs that were built on the foundation of 

Chinese state-owned enterprises of long history who had good accesses to the national 

markets. In their joint mode they continue to operate in their historical markets. Thus they had 

their own technicians and management systems but were in need of new financing sources to 

make the most of current and available resources from the foreign parents. They wished also 

to adopt advanced production technology. The foreign parent companies wished to enter 

China's market, to take advantage of low cost labour and materials and to expand existing 

techniques from their home facility into China. All of the seven foreign companies would 

be relying on a Chinese partner to deal with the significant aspects of the complex Chinese 

environment though one of the seven IJVs has three Chinese partners, the relations with 

local and central governmental authorities, and their natural advantages in dealing with the 

local workforce, and so on. 

This is an exploratory research, in order to find out whether there is a need to go further and 

broader. The research only explores Sino-joint ventures located in the Pearl River Delta 

Economic Zone, which is close to Hong Kong in Southwest China, a region that has seen 

intense commercial growth over the past two decades. It was expected that there would be a 

few JVs willing to join this research that fitted the criteria (being a joint venture, and having 

an IJV relationship for some years longer than four years). The dateline of four years 

represented the boundary from ‘just beginning’ to ‘more mature’ and it was felt that the nature 

of trust (earlier trust and later trust that are described and defined later) between partners might 

change as they passed this arbitrary dateline. This is the focus of the research. 
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1.3Why are the IJVs the Focus of This Research? 

Sino-joint ventures are legally and economically separate organisational entities created by two 

or more parent organisations that collectively invest financial as well as other resources to 

practise certain objectives. For many years this was pretty much the only mode of investing in 

China, and investment regulations were heavily weighted in favour of local Chinese partners. 

Joint ventures can take several forms and can reflect in many ways the contribution of the joint 

venture partners: ownership, financial contributions, management, the level of participation, 

the contribution of technology and know-how and so on. There is no minimum foreign 

contribution required to set up a JV (Source: China-Britain Business Council at 

http://www.cbbc.org). 

The People's Republic of China, oblige foreign companies to form joint ventures with local 

firms in order to go into a market. The IJVs are co-operations between local and foreign 

companies. This obligation often forces managerial control and technology transfers to the 

local partner/s. The partners all sit on the joint venture corporation's board, and can together 

provide the IJVs with a much-needed managerial resource. This research relates to all forms of 

the IJVs with at least one of the parent companies headquartered outside of the IJVs’ host 

country — China, and being a joint venture having these relationships for some years longer 

than four years. 

International joint ventures, which combine the features of the market and hierarchies, have 

been argued to be superior channel for the transfer of company-specific, difficult to grasp, 
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experiential knowledge (Kogut, 1988; Mowery et al., 1996). Joint ventures have been said to 

be especially suitable for managing organizationally embedded knowledge, given the high 

level of intimacy and intensity of interactions that they offer (Lane and Lubatkin, 1998). This 

high level of intimacy and intensity of interactions that the IJVs offer provide a very valuable 

base to explore any shift of earlier trust and later trust relationships over time. 

China is commonly and correctly regarded as a country in which economic relations are 

strongly dependent on trust while, at the same time, trust in China is difficult to build beyond 

fairly restrictive circles defined by kinship or tight social networks (Fukuyama, 2002). 

Furthermore, according to the FDI Confidence Index 2004, China maintained its position as 

the number one most attractive FDI destination in the world in 2004, leaving U.S.A, India, and 

UK behind it, (http://www.atkearney.com). And the IMF World Economy Outlook (April 

2006) indicated the 2005 nominal GDP, under a new methodology that has recently been 

released, makes China the fourth-largest economy in the world in the U.S. dollar terms, second 

largest in PPP adjusted terms (http://www.imforg). 

Often an IJV is created so as one party - in our case a Chinese firm - can acquire new 

technology and know-how. The other party — from overseas — has this technology and wishes 

to reach a wider market for its products, notably, the 1.3 billion people in China who represent 

an attractive market, much more than seeking low cost resources and exporting them. This is 

a theme mentioned by many, and is recalled constantly throughout the book titled Mr China 

(Clissold, 2004).



China’s economy is characterised by lack of coherent business laws and strong governmental 

control over limited recourses (Xin and Pearce, 1996), notwithstanding the definitions and 

notes on changes in Company Law stated above. hence a trust relationship is very important to 

parties when they set up and manage the IJVs in China. China provides a distinctive context 

for research on trust, testing the limits of theories emanating from modern western societies 

(Child and Molléring, 2003). This is itself important as much research is embedded in Western 

theoretical assumptions: even modern research by the Chinese in China since many of these 

researchers have absorbed western theories and training in western universities. 

1.4 What is Trust? 

Trust has been a topic of research for more than 40 years and continues to receive attention in 

several social science literatures - psychology, sociology, social psychology, political science, 

economics, management studies and history. 

Trust is a multilevel phenomenon that exists at the personal, organizational, inter- 

organizational, and even international levels, though the research base of trust has its roots in 

Psychology, and Social Psychology as an interpersonal phenomenon. The need of trust 

between partners in a joint venture has been identified as an important element of a long-term 

joint venture relationship (Madhok, 1995). At the interfirm level, researchers believe that trust 

is a key element in cooperative relationships (Ring and Van de Ven 1992;). It is effective in 

lessening concerns about opportunistic behaviour, in better integrating the partners, and 

reducing formal contracting. And once trust is established, companies learn that joint efforts 

will lead to outcomes that exceed what the company would achieve had they acted solely in 
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their own best interests (Anderson and Narus, 1990). Therefore, although interfirm trust is 

difficult to obtain, researchers have paid particular attention to the development of such trust 

(Das and Teng, 2001). Parkhe (1998) suggested that understanding the role of trust in the IJ Vs 

is of practical importance, as the level of trust is not necessarily a given, but can be influenced 

by manager’s actions. 

Trust has many possible definitions, Rousseau et al. (1998) have summarised common aspects 

among different definitions as (a) risk, (b) expectations or beliefs, and (c) a willingness to 

place oneself at risk with the assumption and expectation that no harm will come to oneself. 

1.5 Why are Earlier Trust and Later Trust the Focus of This 

Research? 

In line with the developmental process of trust of Lewicki and Bunker (1996) and Child 

(1998), the researcher propose a two-stage trust model which leads to the focus of this research 

on “earlier trust and later trust”. Herein the research incorporates the influence of time 

during the development of the JVs in China in combination with the definition of trust 

defined by Young-Ybarra and Wiersema (1999), who defined trust as dependability (an 

expectation that the partner will act in the JVs" best interests), predictability (consistency of 

actions), and faith (that the partner will not act opportunistically). This research defines earlier 

trust as dependability - the rational expectations of best interests between interdependent 

parties in the young IJVs (the first four years of the IJVs), and defines /ater trust as 

predictability — knowing the other sufficiently well so that the other’s behaviour is 
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anticipatable; and having faith - believing that the other will not act opportunistically in the 

mature JVs. 

There are two viewpoints here - the trustor (the person doing the trusting) and the trustee (the 

person who is the object of the trust). Trustor trust has the three antecedents as above - 

dependency (expectation that the partner will act in the JVs’ best interest), a perception that 

trustee is predictable (i.e. predictability), and faith (that the trustee will not act 

opportunistically).  Trustworthiness of the trustee has also the three antecedents of 

dependability (the trustor can expect trustee to act in her best interests), predictability 

(consistency of actions), and faithfulness (trustor can expect that the trustee will not act 

opportunistically). 

As this research is to review earlier trust and later trust over a period of time in the IJVs it 

becomes a little confounded in the strategic issues surrounding the IJVs. Often the IJ Vs are set 

up with both parties knowing the venture has a limited life time — but there is no exact 

duration understood from the outset. Following this line of argument the researcher would 

suppose that earlier trust and later trust between the parties would not follow a simple 

monotonic increase over time, but like ‘a product maturity cycle’, trust would rise from the 

point of inception, have a period of stability, then a change. In this research it is hoped to 

capture feelings about the initial phases of trusting as in earlier trust, and the feelings about the 

later trust during the change with the boundary arbitrarily set at four years from the 

establishment of the IJVs - being assumed to be at the period of stability in the 

abovementioned life-cycle model. 
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1.6 Other Elements 

In chapter two — the researcher will look at four relevant trust elements which are suggested by 

the literature review: commitment, communication, interdependency of recourses and 

embeddedness (or guanxi using a Chinese term) in the context of the particular transaction cost 

theory & social exchange theory, and social embeddedness. This research proposed that these 

relationships are positively related to both earlier trust and later trust. Details of these four 

elements will be discussed in the next chapter. 

1.7 Objectives 

The objectives of this research are to explore earlier trust and later trust in two periods of time 

over the [JVs lifetime and their relationships with commitment, communication, 

interdependency of recourses and embeddedness (or guanxi a Chinese term) in Sino-joint 

ventures located in Southwest China. 

These objectives can be further deconstructed, as follows: 

e To see whether earlier trust increases through the first four years of the IJ Vs over the 

joint venture’s lifetime. 

¢ To see whether later trust changes after the four years dateline over the rest of the joint 

venture’s lifetime. 
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To find out if earlier trust has a positive relationship with commitment, communication, 

embeddedness and interdependence of resources in the first four years in young JVs. 

To find out if there are any changes in the relationships between later trust with 

commitment, communication, embeddedness and interdependence of resources after 

four years since formation in the mature IJ Vs in comparison to that in the young JVs 

with its earlier trust. 
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Chapter Two 

The Literature Review 
  

Chapter one presented the overall structure of this research in which earlier trust and later trust 

are said to play critical roles in the development and maintenance of the IJVs’ relationships. 

Chapter two presents the literature that supports the building of a conceptual framework of 

earlier trust and later trust in Sino-joint ventures over the two periods of time in the JVs, and 

their relationships with the other four elements as necessary conditions for earlier trust and 

later trust to be developed. 

2.1 Overview 

The discussion of the literature concerns the role of specific trust which is separated into two 

categories: trust in the young IJVs (earlier trust) and trust in the mature IJVs (later trust) in 

order to capture the evolution of earlier trust and later trust over time. The proposition of 

earlier trust is about dependability - the rational expectations of best interests between 

interdependent parties in the young IJVs and earlier trust benefits from commitment, 

embeddedness of guanxi, the communication between all partners, and interdependence of 

idiosyncratic and complementary resources; while later trust is concerned with predictability of 

the actions of each partner, their faith in their processes, and benefits accruing from all of the 

early stage elements which continue to play their roles. 
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Trust exists in context and is shaped by dynamics specific to particular social networks. In this 

research ‘social network’ refers to the natural work networks in the IJVs in China. In a 

transitional economic situation, the 1JVs have a more detailed interaction with the foreign 

parent(s), rather than with their Chinese partner firms, and knowledge is more often transferred 

from the foreign parent to the joint venture (Tsang, 2002). Yet in spite of legal contracts 

drawing the boundaries of a partner’s commitment in these relationships, socially embedded 

relationships in the natural work network surpass these contracts and are evidenced by 

characteristics, such as the development of trust, fine-grained information transfer, and joint 

problem-solving arrangements (Uzzi, 1997). 

Trust is path-dependent and socially constructed. It evolves over time and depends on the 

social, institutional and national context. International collaboration is also path-dependent 

and is continuously changing over time. Therefore, trust is a dynamic and continuous variable, 

which can vary substantially within and across relationships, as well as over time. 

Earlier trust from the outset determines the degree to which the partners engage in a trusting 

way in the building stage — the first four years of the partnership. This type of trust is 

important for the later phases in the development of the partner relationship because it acts as a 

determinant of the level and the quality of cooperation possible between the parties. 

Trust is a precondition and is the basis of all human relations, including economic ones. Such 

a view was held in China as early as Confucius 551 — 479 BC (Hann, 1968, quoted by 

Millering, 2002). Trust based on calculation is likely to apply particularly to relationships that 

are new and hence can only proceed on the basis of institutionalised protection (incorporating 
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deterrence), or upon the reputation of the partner (Child, 1998), In the early stage, firms that 

are embedded in their social networks of prior alliances are only connected with one another 

indirectly. These social relations are mainly responsible for the production of trust that is 

presented in the embedded guanxi in this research, though Chinese participants and also the 

non-Chinese who are familiar with the use of guanxi. Foreign representatives have their own 

form of relationships, but they may not work in China where the IJVs are located. Thus the 

practice of guanxi embedded in the IJVs may have a very special function in the longevity of 

an IJV. 

It is assumed that later trust in the developmental process of the dyadic relationship has a more 

direct mediating effect on sharing than does earlier trust. Knowledge or information serves as 

the mediator in getting to know the other partner, and being able to predict his/her behaviour 

(Shapiro, 1992). Thus the rationality in the calculative reasoning view of earlier trust would 

be relaxed in later trust, since later trust is founded on being sure and comfortable that the 

partner is well-understood and is known to share information, knowledge and policies and has 

faith. 

2.2 Development of the Framework 

Trust is not a property that can be installed at any moment of time in the IJVs; partners have to 

make a long-term effort to develop it to achieve long-term cooperation. The question of how 

partners in the JVs can build, maintain and develop trust requires a longitudinal approach. In 

order to understand the evolution of trust building over time, the researcher has looked at: 
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Firstly, transaction cost theory & social exchange theory is studied. Kogut (1988) and Hennart 

(1991) have applied TCT to explain that the existence of joint ventures that are based on asset 

specificity and the respective asset and resource exchange transactions. 

Secondly, social embeddedness is studied, since the types of social relationships within 

embedded network ties may influence the types of trust available (Granovetter, 1985; Uzzi, 

1996). 

Finally, interdependency of resources is reviewed, because interdependence forms the 

economic validation for the continuation of joint ventures. 

The integration of these three aspects leads us to a better understanding of the need for and the 

evolution of trust. 

2.2.1 Transaction Cost Theory & Social Exchange Theory 

Transaction Cost Theory 

According to Davies and Powell (1992) transaction costs are the costs of planning, adapting 

and monitoring task completion. The transaction cost theory (TCT) argues that companies try 

to minimize each discrete transaction cost and maximize its benefits, which transfer into a co- 

operation relationship. TCT becomes one of the key theories in describing relationships among 

organizations, since parties will enter into a co-operative relationship, which results in lower 

transaction costs, compared to the alternative forms of co-operation. 

27



In the context of transactions, trust would be expected to emerge in situations where the 

"trustworthy" party in the exchange relationship (1) is known to reliably make good faith 

efforts to behave in accordance with prior commitments; (2) makes adjustments (e.g., as 

market conditions change) in ways perceived as "fair" by the exchange partner; and (3) does 

not take excessive advantage of an exchange partner even when the opportunity is available 

(Mayer, 1995). 

Trust can impact on transaction costs since transaction costs also influence the type and depth 

of trust. It might be difficult to substantiate that high investment in transaction costs will incur 

high trust. However, it is agreed that, to build up trust, investment in transaction costs is 

necessary. Particularly, in transactions, interactions between organizations in one phase will 

impact or even determine the next phase of the transactions/interactions that are critical to the 

JVs’. 

In general, a certain amount of trust is needed as an entry condition for inter-organizational 

transactions to evolve, and a high level of trust permits a wide variety of social relationship to 

emerge. By contrast, widespread distrust in a society imposes a kind of “tax” on all forms of 

economic activity (Fukuyama, 2002; Lewicki & Bunker, 1996). Organizations who do not 

trust one another will end up cooperating only under a system in which every detail has to be 

negotiated, agreed to, legitimised, and enforced, sometimes even by coercive means. This 

legal apparatus, serving as a substitute for trust, entails what economists call “transaction 

costs”. Therefore it is understood that TCT is an encompassing theory with facets relating to 

person-to-person interactions in organisations and the easements they may engineer through 

the development of trust. 

28



If we had to approach every contract with the assumption that our partners would try to 

cheat us if they could, then we would have to spend a considerable amount of time bullet- 
proofing the document to make sure that there were no legal loopholes by which we could 

be taken advantage of. Contracts would be endlessly long and detailed, spelling out every 
possible contingency and defining every conceivable obligation. We would never offer to 

do more than we were legally obligated to in a joint venture, for fear of being exploited, 

and we would regard new and possibly innovative proposals from our partners as tricks 

designed to get the better of us. Furthermore, we would expect that, despite our best 

efforts in the negotiation, a certain number of people would succeed in cheating us or 

defaulting on their obligation. We would not be able to resort to arbitration, because we 

would not trust third-party arbitrators sufficiently. Everything would have to be referred 

to the legal system for resolution, with all of its cumbersome rules and methods, or 

potentially even to the criminal courts (Fukuyama, 2002). 

To protect one's interest and ensure that opportunistic behaviour, such as cheating, is kept to a 

minimum, some minimal trust must be established before any serious business relationship can 

be cemented. Not coincidentally, for both transaction cost theory and network theory, trust has 

been regarded as a critical component of the network (Thorelli 1986; Williamson 1993). 

Williamson advocates that exchange relationships based on personal trust will survive greater 

stress and display greater adaptability. Thorelli observes that trust in Oriental cultures may 

even take the place of contractual arrangements. 

Exchange Theory 

The study of relationships and “exchanges” argues that individuals or cooperating groups 

evaluate alternative courses of action so that they get the best value at lowest cost from any 

transaction completed. Nooteboom (1996) has used social exchange theory as a starting point 

for examining related areas such as commitment, trust, and affective ties. Johnson & Mattson 

(1987) also suggested that the result of exchange, which leads to mutual adaptation, entails 
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investment in a relationship, so bonding between the actors develops and trust is generated, 

finally, a lasting relationship emerges. 

Exchange theory is based on the premise that human behaviour or social interaction is an 

exchange of activity, tangible and intangible (Homans, 1961), while the basic premise of social 

exchange theory is that relationships providing more rewards than costs will yield enduring 

mutual trust and attraction (Blau, 1964). Blau (1994) proposed that trust and commitment 

evolve together, beginning with minor transactions in which little trust is required because 

little risk is involved, which gradually expands as partners prove themselves trustworthy and 

exchange with each other more frequently. Empirical evidence from Molm (2000) indicates 

that reciprocal exchange leads to trust. 

2.2.2 Embeddedness and Guanxi 

In general terms, embeddedness refers to the degree to which an actor — individual or 

organisation — is involved in a social system and how, in turn, this level of involvement affects 

(and is affected by) its behaviour (Granovetter, 1985). Granovetter further suggests that 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. Their attempts at purposive actions are instead embedded in a concrete ongoing 

system of social relations. It is the social relations rather than institutional arrangements or 

generalised morality that is mainly responsible for the production of trust in economic life. 

Embeddedness thus creates the ‘logic of confidence and good faith’ (Meyer & Rowan, 1977). 
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Dimensions of Embeddedness 

Two dimensions of embeddedness are found in the literature — relational and structural. Both 

however, serve a similar purpose, which is to provide information. As explained by Gulati 

(1998), “underlying embeddedness is the quest for information to reduce uncertainty, a quest 

that has been identified as one of the main drivers of organisational action” (ibid: 295). 

Relational Embeddedness 

Is about personal relationships, dyadic economic interactions and about social capital 

according to Hite (2003). 

Relational embeddedness determines that ties generally influence two strategic outcomes: a) 

ties are embedded with a social relationship that influences the economic actions of the firm 

(Granovetter, 1985, Hansen, 1995; Larson and Star, 1993; Uzzi, 1996; Uzzi, 1997 as cited in 

Hite, 2003); and b) ties are governed more through mechanisms of trust and relational 

contracting than through traditional market governance (Granovetter, 1985; Uzzi, 1996; Uzzi, 

1997 as cited in Hite, 2003). 

Relational embeddedness develops from the direct relationships in dyads within a network. 

This leads to development of shared understandings and a decrease in potential hazards in 

alliances (Gulati, 1995; Gulati, 1998). It facilitates the dyadic partner awareness of each 

other’s needs and interests, building the sense of similarity “to be in kind of the same boat” - 
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which definitely goes a lot deeper than just business. It develops a sense of sharing of feelings 

and perceptions (which might be defined as later trust). International joint ventures rely upon 

a high level of intimacy and intensity of interactions between a foreign parent and the IJV (as 

well as the local host enterprise) that is especially appropriate for the developing of a mutual 

understanding, and hence for organisationally embedded knowledge transferring. 

Structural Embeddedness 

Structural embeddedness (reputation, referrals) explores the impact of the structure of relations 

around actors on their tendency to cooperate with one another (Gulati, 1995) and the 

informational role of the positions that actors occupy in the overall structure of the alliance 

network (Gulati and Gargiulo, 1999; Uzzi, 1996.). With a lack of prior experience/knowledge 

of a particular partner, the reputation of that firm will be the best prediction of their behaviour. 

Researchers note that most of the firms are embedded in a social network of prior relations 

through which they are connected with one another either directly or indirectly (Kogut, 1993). 

Within such a social network - often dense - the reputation and referrals of the potential 

partners play an important role in recommendations for possible partnership opportunities. 

Third parties encourage partners to trust their network neighbours, and through diffusion this 

could lead to a greater trusting of the third party. 

However, these two types of embeddedness are interlinked with each other as they are serving 

the same purpose: to provide information, so driving the organisational actions. They are 
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mediated by the relational and structural network perspectives, and these two perspectives 

could benefit from continued integration. 

Guanxi is a specific form of embeddedness reflected in China. Guanxi can be envisaged as the 

cultural glue that holds people and networks together (Luo, 2000) and can be treated as social 

capital in China, characterised by durability, or even “harder” connectivity (Ambler and Styles, 

2000), although China is often portrayed as a “relational society” (Styles and Ambler, 2003) 

with long-term orientation. According to Styles and Ambler (2003), Chinese gradually apply 

guanxi and commitment (relational commitment and financial commitment) with new 

partners. Once formed, these relationships are more difficult to break than a poor 

implementation of a formal agreement. This provides the base for the co-existence of 

relational and transactional behaviours in Chinese business. This is contrasted to either 

transactional or relational behaviours adopted by Western business. Guanxi related activities 

require an in-depth knowledge of relational partners and their needs. Ambler and Styles 

(2000) suggest five components of guanxi: good/bad, trust, leverage, onward connectivity, and 

identity. Trust within Chinese networks is based on what the Chinese know as guanxi. It is 

significant within work units, and even more so for the development of inter-organizational 

relations in which the actors have no other foundation on which to establish trust in a society 

where institutional guarantees and protection are weak. There is a risk involved in offering the 

favours through which it is hoped to build up gwanxi, and trust within Chinese networks 

therefore has an important basis in the calculus of trust (Méllering 2000). 

Guanxi philosophy of management is essential in the Chinese context and it involves the 

creation of a social bonding based on a co-operative environment between parties within the 
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network. Historically Confucianism influenced, societies like China where social trust is 

relatively low and characterized with particularistic culture, even the effort for the minimum 

trust that a business alliance requires, which is normally taken for granted in the Western legal 

context, can be a difficult to achieve and is a time-consuming process in the Chinese-Western 

business context (MGllering, 2000). 

2.2.3 Trust in This Research 

The elusive nature of trust is defined in many ways in the literature. Yet, when it comes to 

defining just what trust means, difficulty creeps in. 

The first aspect is about whether trust is a subset of risk taking or has a moral undertone 

(Hosmer, 1995). This discussion focuses on trust explaining particular behaviour. For 

instance, X lends some money to Y. What might explain X’s behaviour? Deutsch (1985) 

argues that it would only be a matter of trust when the expected loss was greater than the 

expected gain. This is in line with Williamson (1993) who suggests that actors who take an 

apparent leap of faith, most of the time act in line with their calculated self-interest. He argues 

that trust is not the right word to use in such cases. In his opinion, trust should be reserved for 

family and close relationships. This is similar to Granovetter’s argument (1985) that trust 

between trading partners would have a limited function to fulfil, since buyers and sellers are 

supplied with perfect information. 

Second, trust may be a variable that has to be explained. For instance “X trusted Y and 

therefore, X lent some money to Y.” What explains X’s trust? The discussion in this context 

focuses on whether the enabler is trust when there is a belief in the other party acting in a 
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trustworthy mode for other than moral reasons (Nooteboom, 1996). For instance, when we 

know it is in the other party’s interest to behave trustworthy, the question arises whether or not 

trust is the right word. Nooteboom (1996) argues that you really trust someone when you are 

willing to forgo guarantees on the basis of self-interest. 

Third, definitions are different simply because of the researcher’s different natural and 

theoretical backgrounds and their chosen empirical context for their study. Table 2.2.3.1 

shows some of the theoretical backgrounds, conceptualisations and components of trust, based 

on this literature review. 

Table 2.2.3.1 Conceptualizations and Components of Trust 
  

  

  

  

  

  

tere Author aship | Theoretical background | Conceptuaisation Components of 

Nooteboom et al. Transaction cost approach, - sant 

(1997) Manufscturer- | marketing channels, resource | — "ust #s a significant source of | siutionalisation 
eee 5 cooperation, along with Saar is 

supplier in dependence and relational ; : aa and habitualization 
: 7 coercion and self-interest”. 

microelectronics contract theory 

Trust as the critical factor Reliability 
Smith & Barclay Organizational and social differentiating effective from | /dependability 
(1997) Selling exchange theories ineffective selling partner Responsibility 
partnerships in relationships. Likeability 

computer industry Judgment 

Expectation that an actor can 

Zaheer et al. (1998) be relied on to fulfil 
Manufacturer - obligations, will behave ina _| Reliability 

supplier Interorganizational relations | predictable manner, and will | Predictability 
relationships in act fairly when the possibility | Fairness 
electronics for opportunism is present. 

Trust is based on three 
components: dependability 
(refers to expectations that the 

Young-Ybarra 
partner will act in the alliance’s 

and Wiersema (1999) | Transaction cost economics | Dest interests), Depenaabillty 
Rr iecic alliances inland esetiexchenee theory ee eo Predictability 
a ie 2 consistency of actions by the | Faith 
eas partner), and faith (refers to the 

ey belief that the partner will not 
act opportunistically).           
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The above discussion and table indicate that while the authors are using similar theoretical 

approaches they do not define trust similarly, however, the most common components seem to 

be dependability, predictability and reliability. 

The definition of trust defined by Young-Ybarra and Wiersema (1999) was in a specific 

industry — strategic alliances and international joint ventures which was investigated by 

employing transaction cost economics and social exchange theory approaches. With similar 

theoretical approaches and a similar setting, the researcher herein is sure it is the most 

appropriate definition for this research. 

Consequently this research adopts the definition of trust by Young-Ybarra and Wiersema 

(1999). According to them, trust is based on three components: dependability (refers to 

expectations that the partner will act in the partner’s best interests), predictability (refers to 

consistency of actions by the partner), and faith (refers to belief that the partner will not act 

opportunistically, even in novel or unforeseen situations). 

Though the definition of trust defined by Young-Ybarra and Wiersema (1999) was presented 

from a similar setting and similar theoretical background as this research, trust in their research 

was not investigated under different time periods during the lifetime of the strategic alliances. 

They did not meaningfully determine their definition of trust in the context of a strategic 

alliance’s lifetime: as these the researcher believes that trust may be characterised differently 

in different time periods of an IJV. 

36



Lewicki and Bunker (1995; 1996) suggested that trust is a multi-dimensional construct that can 

take various forms and their trust model in work relationships Calculus-based trust to 

knowledge-based trust to identification-based trust initially posited three-stages. Their notion 

was that trust develops gradually and grows with mutual experience in work relationships over 

time, but they didn’t examine these three stages at any specific time period and in any specific 

industry. This research proposes that trust would characterise differently in different time 

periods of the IJV’s lifetime accepting that time is a very important indicator in the evolution 

of trust. Lewicki and Bunker (1995; 1996) illustrate that trust does not simply grow stronger 

over time, but the ‘ frame’ in which the actors consider trust changes as trust develops, so that 

the issues faced at an early stage could be very different from those in a later stage in the trust 

relationships. 

Child adopts Lewicki and Bunker’s model in combination with McAllister’s (1995) distinction 

between cognition-based and affect-based trust, and proposes a model of trust evolution, from 

calculation to prediction to bonding, which mirrors the development phases of strategic 

alliances and joint ventures (Child, 1998). He draws on extensive qualitative case-study 

material to reveal his model, distinguishing between a ‘low-trust option’ and a ‘high-trust 

option’, which foreign investors may use in joint ventures with Chinese partners and which 

have an impact on the ensuring trust-building processes. Starting with too little trust due to 

short term economic considerations, partners may never get the trust-building process going, 

especially in China (Child and Millering, 2003) 

Other researchers, as shown in Table 2.2.3.2 below, have used other descriptions of trust in the 

literature, but also ignore the time indicator, and don’t investigate in specific contexts. 
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