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Quasi-Judicial Mechanismsin Asian Production Networks:
Archetypesfor Emerging Market Strategy

Roberto Martin N. Galang
John Gokongwei School of M anagement
Ateneo de Manila University
rgalang@ateneo.edu

Abstract

Despite their predominance in developing countpesduction networks vary
enormously among countries and yet attempts t@syaically compare their nature have
been done very sporadically in the literature. vilng on relational contract theory, this
paper presents a novel framework for analyzinglifferences in the ways production
networks organize themselves in emerging marketgibging successful Asian
organizational structures to illustrate strategshatypes. The paper analyzes three different
relational employment and outsourcing contract ®through which the lead firm in a
production network can maintain a quasi-judicidéria resolving the contracting problems
inherent in multi-firm transactions. The productiogtwork templates embodied by Korean
chaebols, Japanese keiretsus and Taiwanese ge&atiomships use different explicit and
implicit contractual arrangements to adjudicateriparty disputes internally and can serve as
more appropriate benchmarks for firms operatingnrerging markets as opposed to existing

templates based on mainstream strategy theoriesajed in developed countries.
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1. Introduction

Emerging markets have again become promineng&invtirld economy, receiving
growing attention over the past two decades beacafubeir increasing share in world trade
and foreign direct investment (Hoskisson, John$dmnyi, & White, 2005; Lorenzen &
Mudambi, 2010; Ramamurti, 2009). This growing iefice is reflected in the upsurge of
management research on emerging markets in reearg {Drummond, 2012; Wright,
Filatotchev, Hoskisson, & Peng, 2005).

Despite the positive fanfare, emerging marketsararas challenging places in which
to do business due primarily to the weak institgiianfrastructure, political uncertainty and
lack of market-based management skills that chamaetmany of these places (Hoskisson,
Eden, Lau, & Wright, 2000). This limited developrehpolitical institutions stunts the
growth of complex transactions (North, 1997) by@asing costs related to the writing,
monitoring and implementation of formal inter-pactyntracts (Arruiiada & Andonova, 2005;
Goldberg, 1976; Walsh & Seward, 1990). Since gawemt contract enforcement and
private property protection procedures remain grratmany developing countries, firms
substitute formal contracting processes with in@rarrangements such as family ties,
business groups, corporate structures and poli@ahections, which then play a stronger
role in corporate governance (Dieleman & Boddeviag1,2; Young, Peng, Ahlstrom, Bruton,
& Jiang, 2008). These institutional constraintstiithe applicability of mainstream strategy
theories (Khanna & Palepu, 1997) with accumula@ngirical evidence suggesting that
strategic management models originating in devel@@®nomies do not properly fit the
conditions prevalent in emerging markets (Narayaa&ahey, 2005).

This rise in emerging markets has been facilithied sea change in the nature of
international production patterns (Ando, 2006; L@ereffi, & Barrientos, 2012). As global

technological innovation intensifies the benefitspecialization, multi-firm production
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arrangements have increasingly become an oft-eseef@hoice for many manufacturers
(Arrufada & Vazquez, 2006; Milberg & Winkler, 2011firms are becoming increasingly
linked in different productive network relationshjghereby blurring the boundaries of the
firm to span the entire value-chain of productioiilizing the production network as the unit
of analysis instead of the firm more closely misrtiie new dominant realities of sourcing
and production, particularly in the Asia-Pacifigi@n where many of these manufacturing
relationships thrive (Ando, 2006; Athukorala, 20Bbyrus, Ernst, & Haggard, 2000).

This conceptual paper is aimed at providing alieve strategy templates for
organizing production networks in countries withitied third party contract enforcement
procedures, using successful Asian organizatidnadtsires to illustrate strategy archetypes
drawn from relational contract theory. Althougle tise of alternative firm structures to cope
with these institutional problems has long beerppsed in the literature (Khanna & Palepu,
1997), understanding the diversity of forms by whicese hybrid firm structures have
materialized has not been studied extensivelyaritarature (Schneider, 2009).

| contribute to this literature on understanding Hariety of non-market, non-
hierarchical production systems (Cuervo-Cazurr@g2@Gereffi, Humphrey, & Sturgeon,
2005; Schneider, 2009) by focusing on the contrathanisms by which the lead firms in
these interfirm networks of production maintainuasj-judicial role in resolving the inherent
contracting problems in multi-firm transactionsuc8 a framework allows us to dissect the
particular mechanisms utilized by each productietwork, and allow us to specify which of
these characteristics operate in relation to ow¢han, providing a template by which
companies can organize themselves, in light oftutginal problems inherent in emerging
markets.

The first section of the paper describes the qainackproduction networks and the

theories that describe how different productiorwoek structures can generate quasi-judicial



mechanisms to overcome institutional deficienanesmerging markets. The subsequent
section focuses on the three particular Asian prtdo networks — the Japanese, Korean and
Taiwanese networks — that correspond with relatiooatracting templates and that can be
used as strategy archetypes to analyze inter-fiodyzction arrangements in emerging
markets. The final section discusses potentialiegipbns of the framework to other
emerging market firms and enumerates avenues ffitvefustudy.
2. Production Networksin Asian Emerging Markets

Production networks are defined as firms engagelanoint production of goods and
services whose activities are linked to specifmdoict areas (Brookfield & Liu, 2005;
Sturgeon, 2002). This process has been facilitayatie fragmentation of the different
product components, which allows firms to specelizthe creation of separate parts of the
final product and allows production to spread gapgically to where resources for
production provide the highest level of competitadvantage (Arndt & Kierzkowski, 2001,
Feenstra, 1998). The main production decision®ayanized globally by a lead buyer firm
whose decisions have the largest effects on thaubof the entire production network
(Gereffi et al., 2005; Majumder & Srinivasan, 200/7)oduction networks operate with the
lead firm initiating the contracting process, felWled by contracts propagating through the
tiers of the supply chain, both upstream and dowast (Majumder & Srinivasan, 2005).
These networks encompass the relationships notbatlyeen the lead firm and its affiliates,
but also including its subcontractors, supplieesyise providers and other firms participating
in cooperative agreements (Borrus et al., 2000).

Apart from understanding the capabilities of thiéedent firms that comprise the

production network, the modality of relationshigtveeen these firms is equally important in
ensuring cost-effectiveness and quality controk dlve entire production process. The

traditional view of supply chain management is tfahe arm’s-length or market model,



which advocates minimizing dependence from suppbed maximizing lead firm
bargaining power (Dyer, Cho, & Chu, 1998). Thiswiavolve the purchase of intermediate
goods through detailed short-term spot contracis findependent firms (Ménard, 2000;
Williamson, 1991). This preponderance of the miaakeangement has been popularized by
mainstream strategy research which has long higlelcysupplier power as among the prime
forces to be managed by firms (Porter, 1980). Keneimplication of this production
framework is that firms are encouraged to avoidfany of commitment to the supplier
(Dyer et al., 1998), lest the firm become overlpeledent and thus beholden on that
economic entity.

However, the use of market arrangements is prolilenmeemerging markets. In
fact, the development of complex market transastisrmade possible only through the
flourishing of institutional mechanisms that permipersonal exchanges to take place
(North, 1997). As market transactions requirae@gent between independent parties, a
third-party adjudicator, generally the state, beesmecessary to provide a legal environment
capable of increasing the capacity of parties fmdehe terms of exchange and to enforce
these agreements in light of unforeseen circumsg(&rruiiada & Andonova, 2005).

If avoiding inter-firm dependence is not possillilens are then advised to organize
themselves into vertically-integrated hierarch@esv¥ercome the problems posed by
opportunistic behavior by dominant members of thygosy chain (Williamson, 1985).
Hierarchies govern exchanges through flexible, {targh contracts that are enforced
internally via fiat or other intra-hierarchical entives.

This dichotomous framework of arms-length marké&dttiens vis-a-vis vertical
integration had been widely accepted to be the effsttive way to manage supplier
relationships until the success of Japanese fismgylalternative models forced its re-

evaluation (Dyer et al., 1998). Further reevalratiecame necessary when Korean and



Taiwanese economies emerged as manufacturing powignsalternative production systems
reflecting the diverse institutional processesgirthome countries. These reevaluations tie
into a growing acceptance of the existence of Hresties of capitalism and business systems
that abound in different countries (Fitzgerald, @0dall & Soskice, 2001; Whitley, 1999), a
literature thread that has led to an enumeratiangrbowing number of heterogeneous
business form-typologies (Carney, Gedajlovic, & §aRk009), with an equivalent need for
greater understanding of the similarities acrosseldiverse network structures.

This is paralleled with work in the institutional@omics and sociology which talked
about the presence of hybrids (Williamson, 1991) aetworks (Powell, 1990). Networks
and hybrids are neither hierarchical nor markeg-lik their structure or form of governance,
but instead incorporate certain market featuresh sis autonomous parties, as well as those
of the hierarchy, such as bilateral dependencecanttact flexibility (Williamson, 1991).

The variety in theoretical and actual hybrid fornas led authors to similarly seek
mechanisms by which these forms can be distingdiahd compared (Ménard, 2004)

There are two theoretical streams of reasoningh®existence of different
production networks structures in emerging markédtskisson et al., 2000). The first, New
Institutional Economics, describes how certainita8bns — property rights, governance
structures, and rules of exchange — enable théeexrs of exchange markets by defining the
behavior of actors during the transactions anchdsdithe rules of the game (North, 1990).
Different historical antecedents generate natiorsitutional contexts that encourage
distinctive forms of business and market organirahly promoting and constraining the
development of particular ways of organizing ecomoaativity (Fitzgerald, 2000; Whitley,
1992). These institutional theories explain whyaiggse, Taiwanese and Korean-led

production networks generally maintain distinctaigational characteristics which they



retain even as they internationalize (Buckley, 208&ani, 2009; Lin & Chaney, 2007; Peng,
Wang, & Jiang, 2008).

The second theoretical framework draws on Transaciost Economics that
highlights how institutional imperfections and gexanformation asymmetry in emerging
markets expose contracting parties to opportunigiavior (Peng, Lee, & Wang, 2005);
thus raising the costs of market transactions (8ilson, 1985) and require institutional
innovations, such as business group formationnternalizing returns (Leff, 1978). This
line of reasoning has been formalized into theresite literature of business groups (Khanna
& Palepu, 1997; Khanna & Yafeh, 2007), which ha®dleen criticized as having
inconclusive results and potentially misleadingatosions due to its inability to deal with
enormous variation in business group structurear{@retter, 2003; Luo & Chung, 2005).

This paper assuages some of these criticisms Hngithe unit of analysis on the
particular mechanisms used by the different orgditnal structures to achieve for quasi-
judicial control to overcome limitations of statentract enforcement instead of the business
group or network itself. Since quasi-judicial aahis not an inherent property of the
structure of the production network per se — githeat different mechanisms have been
developed to govern non-integrated networks dself functioned as integrated systems --
the focus of research must shift from the typentégration of the production network to the
control-coordination relations between the leachfand the other member firms (Heide,
1994).

Apart from their success globally, the Japanesee&mand Taiwanese production
networks were selected for this paper becauseuwgththey have different structures for
organizing production (Redding, 1995), they maimtaiganizational features that offer
similar means in ensuring quasi-judicial controéothe other producing firms. In essence,

production networks can overcome such institutiamglerfections by instead using



relational contracts with its own enforcement dinues (Rajan & Zingales, 1998). The self-
enforcing structure requires that the value offthere relationship must be sufficiently large
that neither party will wish to renege (Baker, Gihb, & Murphy, 2002; Gibbons, 2005).
Most importantly, these relational contracts aodaited from state regulatory imperfections
because they are implicitly governed by forbearamaeh provides a quasi-jurisdictional
barrier to minimize state interference in intrawatk disputes (Williamson, 1991).

At the same, the lead firm in each production ekwises its authority to evaluate its
own and the other network members’ performancejedlsas to impose due sanctions on
underperforming members. Safeguards against oppstitubehavior on the part of the lead
firms follow directly from the lead firms’ own intest in maintaining their reputation, their
relationship with their suppliers and through tbatmuing double role of judge and
interested party (Arrufiada, 2000).

What makes these production networks distinct yetassful is that the lead firm is
able to focus their resources only on integral etspef the quasi-judicial process, and yet
maintain retvain sufficient control over the entiretwork, albeit through different means.
Korean production networks rely mainly on extensoantralized vertically-integrated
multinational production systems that source mdiatyn wholly- or partially-owned
subsidiaries that align ownership and managemetifans very tightly. The Japanese
production networks are comprised of separate furmted by collaborative agreements
driven by strong inter-organizational relations,toal interdependence and long-term
commitment. Taiwanese production networks are @soprised of separate corporations
that instead draw upon close personal relationsdmpstrust among the respective firm
owners (Whitley, 2000). In contrast, North Ameriganduction networks generally display
arms-length market-based contracting, lacking #énership-like characteristics of their

Asian counterparts (Borrus et al., 2000).



The implicit assumption in this framework is thatiastitutions develop, the need for
such relational contracting diminishes and produrctietworks should become dominated by
market relationships (Chung, 2006; Khanna, 2008gP2003; Peng et al., 2005) and thus
should more likely mimic North American-style supphain structures dominated by arms-
length spot market contracting. However, due tohikeorical persistence of organizational
logics and the dynamic benefits of these relatiooalracts overlooked by mainstream
strategy theories, this may not necessarily bed#ise. In Asia, organizational forms of
production networks have failed to converge toriq@dar dominant model over time, even
during the 1990s when Japan, South Korea and Taa&sced economic crises (Borrus et
al., 2000). Although it has been argued that emdugiobalization, improving institutional
guality and the sheer passage of time may decdohp$ée forms from their national origins,
certain aspects of the network governance strugtirékely remain, given how markets
tend to reward companies whose governance strugéstenatches with the environment
(Young, Ahlstrom, & Bruton, 2004). In fact, the ¢mued existence of these peculiar yet
highly successful organizational forms may evemamédication of their being a source of
comparative advantage rather than an indicationspitutional inertia-caused maladaptation.

In summary, the remarkable success of these Astduction networks in the global
arena indicates that each of these network stregttan serve as a viable avenue for
structuring production in other emerging marketse fietwork structures studied in this
paper were selected also because they closelyspomd to different relationship contracting
paradigms proffered in the economic literature.dideig how these production networks
conform or diverge from theory can provide alterveastrategic templates which firms may
imitate in order to efficiently overcome institutial deficiencies.

3. Quasi-Judicial Roleof theLead Firm in Korean, Japanese and Taiwanese

Production Networks



The Japanese, Korean and Taiwanese business giiigesorganizational forms that
bestow a quasi-judicial function to the lead firmoirder to overcome contract enforcement
constraints posed by imperfect institutional void® ensure the proper exercise of these
quasi-judicial functions, the selection of optintahtracting solutions which strengthen the
enforcing capacity of the internal judge becomeprohe importance (Arruiiada, 2000).
Although all of these organizational forms utila@angements based on self-enforcing
relational contracts, they utilize diverse contfacins that allow these networks to achieve
performance. In fact, the relational governancecstires have been seen as a source of
comparative advantage by allowing parties to ecaopemn information costs related with
enforcement, lower inter-firm transaction costs gaderate management against risk and
uncertainty (Dyer, 1996).

This study focuses on the particular quasi-judiciathanisms to understand how
these networks obtain production efficiency throtlghuse of the relational contract
typology is borrowed from the framework developgBaker, Gibbons and Murphy (2002).
These authors distinguish between formal spot aotgithat require third-party enforcement
and relational contracts which are self-enforcirgytiie value of the future relationship that
must be sufficiently large that neither party wiish to renege. North American production
networks generally utilize more spot market-bassuracts as compared with their Asian
counterparts (Borrus et al., 2000).

At the same time, Baker et al distinguish betweantypes of relational contracts:
employment contracts, where the productive assetevaned by the principal versus
relational outsourcing contracts, where the prasladssets are owned by the agent (Baker et
al., 2002). Korean chaebol production networksbased on relational employment
contracts as these production networks are chaiastieby vertically integrated firms. On

the other hand, Japanese keiretsu and Taiwanesgiguwaduction networks are based on
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relational outsourcing contracts, as they are bb#racterized by non-integrated supply
transactions, with each firm owning its own asséthile Japanese relational outsourcing
contracts are enforced by inter-organizational fleswanese contracts are enforced through
interpersonal ties. A stylized typology to illLetie the differences among these relational

typologies is located in Figure 1, which includies US production network as contrast.

Insert Figure 1 about here

To analyze the quasi-judicial organizational stuoetfor each production network, |
utilize the framework developed by Arruiiada (200€gd to analyze the contract
enforcement functions of large retailers on Europggoply chains. This framework
distinguishes three different aspects of the catitrg process such as explicit contracting,
implicit contracting and disciplinary mechanismable 1 summarizes the salient points of

the quasi-judicial mechanisms inherent in eaclhne$é¢ networks.

Insert Table 1 about here

Prior to describing each network in detail, it mbstnoted that the Asian production
networks are not monolithic in its adherence todiyéized framework described (Hoetker,
2008). The unique nuance of each firm means tleaetare networks that do not reflect the
dominant pattern of their domestic economic comigjon. Moreover, within each
production network, there exists a great variatiotihe relationships between firms,
subsidiaries and subcontractors based on the ¢bastics of the production component.
These exceptions do not invalidate the conclusianthere exists a dominant production

network configuration in each area, different frima US business model (Whitley, 1992).
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3.1. Korean Chaebol Production Networks

The larger Korean production networks are organa=etighly diversified, vertically-
integrated firms called chaebols (Hamilton, 199&jese firms had their origins in the
Korean industrialization process, when underdeedaparkets and weak economic
institutions required particular organizational mm@&ceisms built to overcome such
deficiencies (Chang & Hong, 2000). The chaeboltdisl by organizing itself in an extension
of the traditional hierarchical multi-divisionalrfm with strong centralized control through
cross-share ownership as it grew (Chang & Choi819Bince capital, labor and intermediate
product markets were non-existent, chaebols hgenerate these resources internally. Early
chaebol expansion was characterized by extensitiealantegration to procure necessary
supplies and overcome market risks (Gamble, Mo&id/ilkinson, 2003; Kim, Hoskisson,
Tihanyi, & Hong, 2004).

3.1.1. Explicit contracting. The quasi-judicial role of the chaebol is basedntyaon
explicit relational arrangements undertaken throadgtrmal bureaucratic hierarchy
organized by the headquarters of the lead firnmefroduction network (Chang & Choi,
1988). Although the companies comprising the chbafmlegally independent entities, their
ownership and membership in the production netustkhambiguous (van Hoesel, 1999).
As such, chaebol firms tend to vertically integrsti@pliers of necessary parts rather than
enter into agreements with independent entitiegg®&it & Guillen, 1999). Through these
relational employment contracts, these productetmvarks are organized by top-down
decision making by the owners, internal enforcenaétiierarchical relationships and little
autonomy by middle-management on decisions madeedbem (Whitley, 1992).

Although individual subsidiary companies have s@u®nomy on day-to-day
operations, strategic choices and resource altotatie made centrally often by the president

of the chaebol himself (Whitley, 1992). The epteerf this decision-making structure is the
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group headquarters, which allocates financial anmddn resources, coordinates decisions
between affiliates and generates of long termegras (Kim et al., 2004). This centralized
decision-making means that the chaebols are mgrated than conglomerates controlled
by purely financial mechanisms. In fact, the leiach fmakes all pertinent decisions, including
decisions on personnel and labor management pohitithe subsidiary levels with
managerial careers and rewards directly manageleogwner. Chaebol supplier-
subsidiaries are also provided ample assistantieebigad firm in areas of quality control,
cost reduction, factory layout and inventory mamaget, among others (Dyer et al., 1998).
This administrative structure is organized throaglrextensive bureaucratic structure
comprised of formal procedures and rules. Persamdicollective loyalties are weak within
the chaebol and so compliance is secured througdgabaratic mechanisms, such as
managerial coercion and explicit incentive struesuiThere is no manifest belief that the
employees share the collective objectives of the,fand so their compliance with firm
objectives is facilitated through strong leadersing forcefulness (Whitley, 1992).

3.1.2. Implicit contracting. Among the major distinguishing features of the Kaore
chaebol is the dominance of the founder and itslyafidamilton & Biggart, 1988). Such
family ownership translates into strong family aohtwith most management positions in
the chaebol held by close relatives of the foun@éns, 2003; Whitley, 1992). Because of
the low personal trust expected among firm emplsypersonal loyalty to the family owners
becomes increasingly important for managers topipeiated to senior roles. Moreover, the
application of the bureaucratic and control systemsistandardized, providing scope for
personal variation and discretion by the busineaseos.

Another distinguishing feature of the chaebolssditversified scope, involving the
ownership of other firms in businesses only tangéintrelated with each other (Feenstra,

Huang, & Hamilton, 2003; Kim, 2003). Such divemsdigroup structure provides additional
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mechanisms to make up for inadequate institutitkes underdeveloped financial and labor
markets, and to hedge against market risks (Cha@hé, 1988; Khanna & Yafeh, 2007).
As a mechanism for implicit control, these divaesifbusiness portfolios allow the chaebols
to build internal markets and share functions (kinal., 2004), making subsidiary firms
more dependent on the mother company. Good perigrmanagers and engineers are
promoted within or across member companies bothrasvard and as a means to transfer
expertise and control throughout the network. Thizvement of skilled staff enhances both
the overall capability of the chaebol and promdtesfocal role of the owner (Whitley,
1992).

3.1.3. Disciplinary mechanisms. Because decision-making is conducted by a strong
central planning group that is responsible foradtong resources among member firms,
subsidiary firms have little scope for non-comptienThe authoritarian bureaucracy coupled
by the headquarters’ control over resources amariat policies make chaebol subsidiaries
absolutely dependent on the lead firm. Non-provisibbonuses, employee dismissal,
withdrawal of financial resources and other bureatic rules provide strong incentives for
each subsidiary firm to comply with production regments of the network.

3.1.4. Summary. Korean production networks are characterized loyrabzed and
bureaucratic decision-making based on an extemsiggrated set of firms and subsidiaries
owned by a dominant founder. These bureaucradigs@nly on explicit contracts to
ensure quasi-judicial control by the owners overdhbsidiaries, although laxity of formal
rule enforcement provides scope for implicit codtireg based on personal connections with
the firm owners. Because of the centralized nadfipgroduction, links between the chaebol
and firms not integrated with the chaebol are waaadk provide little scope for cooperation.

3.2. Japanese Keiretsu Production Networks
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Large Japanese firms are organized as non-integoatgness groups or keiretsu. The
origins of this Japanese form has been attributetifferences in regulatory practices in
Japan, such as the limited institutional litigateapability, that made contract enforcement
difficult until recently (Ginsburg & Hoetker, 2006toetker, 2008). This system is
characterized by a core lead firm surrounded byeroos long-term linkages between
suppliers and other members of the production ndtéaoki & Lennerfors, 2012; Dyer,

1996; Lamming, 2000; Lenien, 2007). Each firm tetadscorporate only sub-sections of the
production process required to manufacture prod&etbsidiary firms manufacture the basic
parts for major firms and other labor intensiveessp of production are subcontracted to
independent other enterprises with whom they develose, stable, long-term relationships
(Whitley, 1992). This organizational structure imed at providing a mutually-beneficial,
self-sufficient industrial structure that effectiyguards against market uncertainties (Orru,
Hamilton, & Suzuki, 1989; Tabeta & Rahman, 199%haut full vertical integration which
suppresses market incentives (Khanna & Yafeh, 2007)

3.2.1.Explicit contracting. The quasi-judicial mechanisms inherent in Japanes
production networks are based on relational outsogrcontracts promoting long-term
interdependence between the lead firm and its iexlggnt suppliers (Dore, 1983). Where the
Korean production network generally utilizes explaontracts which include detailed job
descriptions, responsibilities, performance measangl hierarchical arrangements both
across subsidiaries and among employees withiauhsidiaries, Japanese firms utilize more
supplier screening and socialization techniquesngure goal congruence among firms and
employees by inculcating trust, commitment and gnmorale, over particular individual
roles and responsibilities (Whitley, 1992). Theunatof such bilateral relationships requires a
stringent initiation process for employees and Sappthat include not only an assessment of

skills but also an assessment of organizationédés and values. Such stringent supplier
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selection processes are costly; for example, omzvaork affiliate finds a potentially
qualified supplier, it may take up to nine monthdave the new supplier accredited by the
lead firm (Ernst, 2000). Essentially, such socatian procedures seek to eliminate goal
divergence and align incentivesante (Heide, 1994and allow Japanese production
networks to experience lower transaction cestgost than comparable arms-length-based
production networks (Dyer, 1996).

Once accepted into the production supply chain, begrfirms are rewarded with the
assurance that excellent performance would be oegawrith continuing business
(Lamming, 2000). These relationships generallytlitme possibility of the supplier
conducting business with other firms (Tabeta & Rahn1999). The closeness generated by
these long-term contracts limits opportunism (Tap£998) and encourages the development
of suppliers that are more tailored to the leaah’Srrequirements (Dyer et al., 1998). These
same long-term, mutual-dependence driven netwagtiges are reflected in the
employment practices of individual firms, as lileé employment and firm-specific skill-
building among managers are prevalent practicdgpan (Whitley, 1992).

Members of the production network are provided sleai autonomy, not only for
employment, work practices and salaries, but atsbhaw to organize production, ensure
quality control and even procurement (Ernst, 200)us, the lead firm is able to concentrate
only on its immediate suppliers, with interferemgethe lead firm in the relationship between
the supplier and further subcontractors are beligggoromote confusion (Lamming, 2000).

Because this system relies on organizational camgpelamong members, much of
the operational rules and practices have beenaitkpliormalized and systematized.
Personnel matters and procedures have clear hsplegHied rules and codification. The
cooperative nature of the organizational structagelires detailed work descriptions,

although these responsibilities are assigned todeather than individuals (Whitley, 1992).
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3.2.2.Implicit contracting. Decisions-making among network firms is facilitatad
constant interaction and monitoring between suppligth the management of the lead firm
(Tabeta, 1998). Information sharing, technologpsfar and cooperation are facilitated by
the provision of formal and informal avenues fasatissions and meetings. Major suppliers
are sometimes organized into associations to diss¢enmanagerial and technical know-how
(Gamble et al., 2003). To increase indirect contta lead firm may provide expatriate
Japanese managers and engineers to aid in tharaoyd and help implement decisions
made by the lead firm (Buckley, 2009; Ernst, 200®jere can also some minority financial
investments, interlocking directorates and crossebwnership by the lead firm in the
network firms (McGuire & Dow, 2003; Tabeta, 1998} only to increase internal network
cohesion (Orru et al., 1989), but also to encourageagement from instead of focusing on
its own shareholder value maximization and to ggnéion towards long-term group
productivity (Lenien, 2007).

Ultimate control is retained by the lead firm bysering that strategic decisions and
high-value added production remains in their hgialsst, 2000). These control mechanisms
ensure that Japanese production network arrangsrmdemntot function as partnerships, since
the lead firm clearly has the dominant commercaitdnest (Lamming, 2000). The result has
been, despite decades of production network intiemedlization, a Japan-centered
production system consisting of captive supplieghlly dependent on the lead firm
(Buckley, 2009).

3.2.3.Disciplinary mechanisms. The main mechanism for disciplining production
network member firms, absent in the Korean chaeasg, is the retention of high-powered
market incentives. Japanese production networaredés, as opposed to vertically integrated
chaebols, are provided greater scope for accassittual profits and thus have stronger

incentives to improve and perform (Dyer, 1996) haligh the lead firm generally sets prices
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for the suppliers, all profits generated by codutions accrue to the supplier — until the
prices are reset by the lead firm. This marketntige coupled with high specialization of the
production network supplier firms encourages sigaiit efficiency improvements.

Generally, non-performance by the supplier meaeaatgr managerial involvement by
the lead firm in aiding the supplier in achievihg trequired targets. However, the non-
integrated network provides a final albeit seldaedidisciplinary tactic, the potential to
dismiss the supplier and source from another fAlthough this mechanism is hardly used
due to the difficulty in replacing and retrainingppliers, increasing evidence indicates that
the recent economic recession in Japan coupledthgttechnological improvements in
companies operating in East Asia, have encouraggahé&se firms to utilize this ‘last-ditch’
mechanism more often (Lamming, 2000).

3.2.4.Summary. Japanese production networks are characterizelgebyitdespread
use of organization based relational outsourcingapanese companies enables these
networks to overcome institutional deficiencies kA& Lennerfors, 2012), generate certain
advantages of hierarchical systems while retaithegigh-powered incentives inherent in
market transactions (Dyer, 1996). The consideraiiestment in organizational socialization
and screening increases the trust and cooperafiongamembers and lowers transacting
costs throughout. The quasi-judicial structuresymoted by these mutual obligation supplier
networks are seen not only as a mechanism for fireseto overcome the market
deficiencies they encountered during the origithefJapanese economic miracle, but also as
playing a key role in the firms’ competitive advagé today.
3.3. Taiwanese Guanxi Production Networks

Taiwanese production networks are similar to thpadase keiretsu network in its
structure comprised of independent firms that ipooate only subsections of the production

process and are coordinated by outsourcing cost(blemilton, 1996). However, the key
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difference is that the network is characterizedgtmall and medium-sized enterprises whose
competitiveness relies on the close interpersamallfal or clanship ties called guanxi rather
than organizational linkages (Hamilton & Biggar®88; Wang, 2007). Even as the
production networks internationalize, they gengrdfl so through ethnic and personal
connections of the owners (Sim & Pandian, 2003).

3.3.1.Explicit incentives. The quasi-judicial mechanisms utilized by Taiwanesel
firms are based on family ties and strong recigdrtea rather than explicit incentives.
Hence, the coordination of these networks are cobedunot by a chaebol hierarchy or by
organized keiretsu consensus, but instead via@f sete leaders who occupy leadership
positions in the various group firms (Chung, 2003jis inner circle functions mainly as a
means to disseminate information throughout thevowdt and to provide certain services like
training, public relations and consulting. Unsisimgly, the use of formal coordination and
control procedures among firms in the productiotwoek is very limited (Whitley, 1992).
This lack of explicit contractual safeguards is ortgnt for the quasi-judicial functions of the
lead firm to ensure that the intrinsic personaliwaditon is not undermined (Fehr & Falk,
2002).

Nonetheless, for certain investments explicit owhgr sharing arrangements and
duplicate chairmanships among partners may beexteatinject further strength into the
interpersonal ties governing the production netw@hung, 2003). Particularly as businesses
require more substantial financing or access temiht social networks, production network
member firms enter into cross-ownership alliancesbjaint ventures with trusted guanxi
partners (Whitley, 1992). Unlike their Japanesd lgan-subordinate relationship, these
production networks are characterized as partnessmited by mutual trust and common

investments among the persons involved.
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3.3.2.Implicit incentives. The Taiwanese production networks are run mainly
through implicit incentives. Rather than a ceneidininistrative hierarchy, these firms are
connected through a network of alliances and pdaigguanxi ties between the owners
which vary in performance and cohesion (Hamiltd@9@; Whitley, 1992). The dependence
on family and clanship ties to promote greater evation and social embeddedness is based
on an inherent instinct among individuals to coapekvith people they are related to
(Arrufiada, 2005), which promotes stronger trustr@ogorocity (Luo & Chung, 2005) that
promotes information sharing, reduces risk of awttdisputes, and allows for firms to
transact with less monitoring and explicit contuattsafeguards (Chiles & McMackin, 1996;
Khanna & Palepu, 2000). Although this lack of egplincentives and formalized procedures
reduces transaction costs, the establishment oixgitaelf consumes much time and energy
(Richter, 2002), as well as provides limits to #tdity of these firms to locate partners with
the ideal set of resources that may be outsidgubexi network (Arrufiada, 2005; Kao,
1996).

The strongly personalistic aspects of network mansmnt are also reflected within
the internal structure of member firms. These marfibas rely mainly on informal personal
means for coordinating decisions rather than formé#hority relations. The need for strong
personal control for each firm makes achievingespabblematic for individual enterprises
and has led to extensive subcontracting among saradl medium-sized firms (Redding,
1995). In fact, Taiwanese firms historically groat by enlarging, but by spinning off
additional small firms (Biggart & Guillen, 1999)sAuch, these production networks are able
to achieve scale and competitiveness through ttveonle's ability to share orders, production
facilities and personnel among members of the pribolu network, without losing the

flexibility required to compete in dynamic indussi(Hamilton, 1996; Wang, 2007).
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The presence of the strong interpersonal netwdnkately reduces pressures for
costly vertical integration (Granovetter, 1985) gmdmotes a production system that allows
for greater production flexibility, quick respongemarket changes, complex adaptation and
opportunity-seeking for the entire network (Bigg&rGuillen, 1999; Kao, 1996; Whitley,
1992). The extensive network of small-firms nolygerovides the critical role of aligning
the manufacturing process but also for mobiliziagital and obtaining market information.

The owners of each firm maintain strong controlrdireancial, strategic and
personnel matters, being reluctant to trust forim@lrmation systems or formal managerial
hierarchies. As such, there is great reluctancelegate decision-making to managers who
do not have close personal ties with the ownethefead firm (Richter, 2002). The entities
maintain lower degrees of work specialization aadidardization, with tasks and jobs more
diffusely delineated and loosely defined (Whitl&992). Even recruitment decisions are
based on personal connections and contacts (K&6).1Bhe critical role of family
ownership and informal control of the productionwk results in a highly personal
decision-making style that is flexible and respeaso environmental change (Uzzi, 1997).

3.3.3.Disciplinary mechanisms. Much like in the Japanese case, the main
mechanism for discipline is the retention of highmered market incentives. Taiwanese
firms retain their financial dependence and argesitbo changing market forces. The market
risks faced by each individual firm are managedédarthrough the guanxi network itself, via
its ability to provide financing, resource flexibyl and diversification into other businesses.

For ensuring compliance with the production netwaekds, the lead firm relies
mainly on the strong interpersonal ties built amtreggindividual firm owners. Given the
importance of guanxi, not just in the business spbet also the social spheres of the

individual owners, non-compliance with the requiesnts of the group provides a strong
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disciplinary sanction to owners. The extent of éhederpersonal ties is so strong that
additional disciplinary mechanisms are unnecessaeyen counter productive.
3.3.4.Summary. Taiwanese production networks are comprised ofgaddent
small and medium-sized firms united by the intespaal connections between their owners.
The quasi-judicial enforcement mechanisms usedhéyeiad firm in this case relies solely on
the strong reciprocal ties among firm owners whiigtit the need and usefulness of explicit
contracting arrangements. This personalistic nattitbe organizational structure allows for
greater flexibility and unencumbered decision-mgkimhile the strong interpersonal
connections among the firm-owners provide mechamigmmanaging against market risks.
4. Discussion

This conceptual paper aims to contribute to thiel fid emerging market strategy
theories by highlighting the different mechanismgsahich production networks can be
organized in areas where third-party contract exaiment is problematic. Each of the three
East Asian archetypes described above utilizergtee means of relational contracting that
generates a quasi-judicial role for the lead fimthe network. Under each network
structure, the lead firm focuses on particular na@egms of the quasi-judicial process, be
they formal or informal contracting systems, allowit to achieve control while minimizing
transaction costs through the non-duplication stlgdierarchical or extra-contractual
instruments.

In the Korean case, the chaebol utilizes a largeducratic structure where the asset
ownership and centralized decision-making providésontrol over the production process
and provides explicit incentives to ensure subsydiampliance. In the Japanese case, the
keiretsu forms long-term outsourcing contracts withependent organizations that provide

both market incentives and explicit controls thiougterdependence. In Taiwan, the guanxi-
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based production networks are comprised of indeparftms tied together through implicit
contracts enforced by strong interpersonal ties.

For each of these archetypes, the use of a domiekational contract precludes the
use of alternative means of contract enforcementitimize transaction costs and also
achieves other benefits such as production flagaind risk management. For example, the
reliance of Taiwanese firms on interpersonal tieEse it to do away with costly
bureaucratic practices and layers of managemenirtag impede the managerial processes.

Based on these archetypes, one can make argurhnahfsrs in emerging markets
can improve performance by more closely streantjit@ organization’s control
mechanisms toward the dominant relational-contsguet, rather than copying strategy norms
generated in developed countries. For examplegandsof following the call for chaebols to
improve performance by deconglomeration, it maynoee optimal to argue that the chaebol
should instead becoming more bureaucratic and ggmheal by limiting the use of informal
contracts like ties to the patriarch-owner for aging managerial control. This premise is
validated by empirical findings demonstrating hdth@gh chaebol memberships still adds
value by lowering transaction costs, facilitatiegource pooling and risk sharing (Chang &
Choi, 1988; Chang & Hong, 2000), governance impnosets through the use of
independent directors and minimizing family conttolimprove performance in Korean
firms (Choi, Park, & Yoo, 2007; Joh, 2003). Empatiindings also highlight the usefulness
of family relations in improving performance amohgwanese firms especially during times
of institutional change and uncertainty (Luo & CguB005). Although other studies indicate
that the positive impact of chaebol integratiorgoanxi reliance diminish over time (Chang
& Hong, 2002; Chung, 2003, 2006; Joh, 2003), tlebsarges occurred mainly as governance

institutions improved, which may not necessarilythe case in many emerging markets.
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It is hoped that these three contracting archetgpase further quantified and used
to analyze the strategies of firms from other enmgrgnarkets that have become increasingly
important in recent years. It would be helpful talarstand how archetypal production
networks from India, China, Southeast Asia andrLAtnerica measure up against these
templates to ascertain whether their conformanc®orconformance aids in their overall
performance. This may reveal alternative relati@oaltract forms that may be applicable to

other emerging markets.
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Tablel

Summary of Quasi-Judicial Role of Lead Firm in the East Asian Archetypes

Korean Chaebol Japanese Keiretsu Taiwanese Guanxi
Contract Relational Employment Relational OutsourcingRelational Outsourcing
Type — Organizational - Interpersonal
Explicit Direct ownership Customer-supplier Interpersonal
Contracting relationships partnerships
Centralized decision | Long-term contracting | Alliances and joint
making ventures
Bureaucratic proceduresScreening, socialization,Limited bureaucracy,
and formal procedures | personal decision-
making
Implicit Paternalistic — family | Intra-network Kinship — family ties
Contracting | ownership coordination,
associations
Cross-ownership of Control over key Personal control
unrelated firms components
Disciplinary | Bureaucratic sanctions| Market sanctions Markettsame
Sanctions Withholding of Cooperation and remoteSaving face, reputation

resources

possibility of
termination

and trust

Figurel

[llustration of Relational and Spot Contracting Propensity by

Different Production Network Archetypes

Korea

Japan

Taiwan

us

‘ I Spot Outsourcing

W Relation

al Outsourcing

m Relational Employment ‘
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