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Abstract and Key Results

e This study explores the impact that formal and relational governance mechanisms
have in inducing local suppliers to make transaction-specific investments in foreign
and local manufacturers, respectively.

e Analyses, in this regard, were based on a sample comprised of 77 local supplier/
foreign manufacturer relationships and 57 local supplier/local manufacturer relation-
ships in China.

e The efficacy of different governance mechanisms, as shaped by local and foreign
manufacturers, exerts varying degrees of impact on suppliers’ transaction-specific in-
vestments.
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Introduction

Interorganizational collaboration has become a key strategy by which firms are able to
quickly respond to changing market demands (e.g., Dyer/Singh 1998). Indeed, through
such corporate partnering, manufacturers are often able to gain access to important sup-
pliers. Notably, in this regard, suppliers’ transaction-specific investments in manufactur-
ers (which are characterized as non-redeployable to alternative firms) are crucial to suc-
cessful completion of the complex tasks associated with the production of customized
products for both foreign and local manufacturers.

Surprisingly, given the seemingly obvious value of transaction-specific investments,
there have been few studies which take the supplier’s perspective, investigating the ways
in which suppliers might be motivated to make transaction-specific investments in manu-
facturers (exceptions are Claro/Hagelaar/Omta 2003, Ghani/Khan 2004, Rokkan/Heide/
Wathne 2003)*. Most studies, in accordance with the Transaction Cost Economics (TCE)
paradigm, examine how transaction characteristics (e.g., the transaction-specific invest-
ments in this study) align with governance modes or with related constructs (e.g., joint
actions) from a principal’s perspective (i.e., a manufacturer’s perspective, in this study)
(e.g., Joshi/Stump 1999, Klein/Frazier/Roth 1990). However, after a manufacturer chooses
the aligned governance mechanisms, a supplier, in turn, can decide whether to make
transaction-specific investments in its manufacturer or not. Further, the effectiveness of
governance mechanisms made by a manufacturer to lower conflict resulting from transac-
tion-specific investments is based on suppliers’ expectations, rather than on the force of
organizational authority (Walker/Poppo 1991). Therefore, it is worth examining the im-
pact of governance mechanisms on transaction-specific investments from a supplier’s
perspective.

Making transaction-specific investments in manufacturers is not without costs. Be-
cause transaction-specific investments made by suppliers may not be converted with ease
into different sets of transactions with alternative manufacturers, these suppliers may find
themselves locked into a small number of exchange positions (Williamson 1985). Thus,
suppliers should be granting protection against opportunistic hold-up attempts by manu-
facturers to maintain viable business relationships (Petersen/Pedersen/Benito 2006). It is
suggested that — theoretically — formal governance mechanisms (such as contracts) are
used to eliminate, or at least mitigate, the risk of such hold-ups (Bradach/Eccles 1989,
Petersen/Pedersen/Benito 2006).

In addition to examining formal governance mechanisms, some studies have recently
begun to postulate with regard to the valuable cooperation that relational governance
mechanisms can foster among partners (e.g., Zaheer/\enkatraman 1995). The relational
governance perspective offers a less explicit set of governance mechanisms (i.e., trust) for
persuading suppliers to make transaction-specific investments (Zaheer/Venkatraman
1995). Recently, some scholars have started to examine the relationships between a man-
ufacturer’s trust in a supplier and transaction-specific investments made by the supplier
(e.g., Pillai/Sharma 2003, Suh/Kwon 2006). However, few studies have examined the
impact of different types of trust on transaction-specific investments from a supplier’s
perspective. This study, then, has chosen to examine two types of trust: Calculative trust
and benevolent trust. Both calculative trust (i.e., the rational component of trust) and be-
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nevolent trust (i.e., an emotionally-based trust), may be characterized as the belief in
another’s goodwill, resulting in the reduced perception of the risk of hold-up (Doney/
Cannon 1997). Accordingly, the first purpose of this study is to explore whether some
types of governance mechanisms are more conducive to suppliers’ making transaction-
specific investments in manufacturers.

Given the importance of governance mechanisms to manufacturers’ ability to compete
in foreign markets, another important question is that of whether foreign manufacturers
are able to take advantage of different governance mechanisms with the same degree of
efficiency as local manufacturers are able to. Not surprisingly, institutional environments
are likely to have a significant influence on the efficacy of different governance
mechanisms (North 1990). So far, most research has examined the impact of different
cultures on partners’ propensity for trust (e.g., Buvik/Andersen 2002, Huff/Kelley 2003,
Doney/Canon/Mullen 1998). For example, Huff and Kelley (2003) explored whether cul-
tures in seven countries (i.e., Japan, Korea, Hong Kong, China, Taiwan, Malaysia, and the
United States) are characterized by measurably different propensities for trust. Only a few
studies, however, have explored how local suppliers react to governance mechanisms
enacted by firms from different institutional environments (Doney et al. 1998). Accord-
ingly, the second purpose of this study is to examine the difference between the impacts
that formal and relational governance mechanisms, as implemented by local and foreign
manufacturers, exert on suppliers’ transaction-specific investments.

This study, as compared to existing research, offers several contributions to the gov-
ernance-mechanism literature. First, given the ongoing attention paid to supplier-manu-
facturer relationships, we examine, from a supplier’s perspective, whether formal govern-
ance mechanisms and relational governance mechanisms induce local suppliers to make
transaction-specific investments in local and foreign manufacturers. Further, with regard
to relational governance mechanisms, we explore the impacts of benevolent trust and
calculative trust. Third, we explore whether foreign manufacturers’ governance mecha-
nisms, as compared to local manufacturers’ mechanisms, will make local suppliers more
or less prone to make transaction-specific investments. Finally, we feel that the implica-
tions likely to emerge from an examination of working in cooperation with local suppliers
in China should be of value to foreign manufacturers operating (or planning to operate) in
China.

Literature Review and Hypotheses

A fundamental insight from transaction cost economics is that transactions with transac-
tion-specific investments would be internalized to principals when arm’s-length relation-
ships do not adequately safeguards against expropriation by principals (i.e., a decision to
make instead of a decision to buy) (David/Han 2004, Williamsons 1985). Transaction-
specific investments, such as a specific mold, are typically used to support a particular
supplier-manufacturer relationship. Practically speaking, however, owing to the different
levels of economies of scope or scale among different components or value activities, it
is sometimes wise for manufacturers to let specialized firms (e.g., suppliers) concentrate
on their domains so as to achieve maximum flexibility and efficiency (Nooteboom/Berger/
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Noorderhaven 1997). Further, transaction-specific investments (i.e., one type of strategic
resources) acquired by manufacturers are typically characterized by high mobility barriers,
implying that vertical integration is a sub-optimal decision (Kim/Mahoney 2006); buying
from the marketplace is a better decision.

However, as implied by the traditional TCE paradigm, because of bounded rationality
and opportunism (Williamson 1985), a supplier making transaction-specific investments
in its manufacturer is locked into the transactional supplier-manufacturer relationship, in
which a fairly significant “hold-up” risk is inherent. In order to create value in relation-
ships, manufacturers must provide safeguarding mechanisms to eliminate this perceived
risk by suppliers, so as to induce suppliers to make transaction-specific investments. As
indicated by the TCE approach, formal governance mechanisms such as contracts may be
effectively used to protect suppliers’ dedicated investments. Although the implications of
formal governance mechanisms seem promising, researchers have frequently criticized
such mechanisms, arguing that they tend to underestimate the role of social interactions
between exchange parties (Dyer/Singh 1998, Granovetter 1985). In this regard, researchers
have tended to place their primary emphasis on relational governance mechanisms based
on trust, which they see both as a means by which to safeguard a supplier’s idiosyncratic
investments, as well as a means by which to foster cooperation (Dyer/Singh 1998).

Recently Ganesan (1994), Pillai and Sharma (2003), and Suh and Kwon (2006) indi-
cated that trust will motivate agents to make transaction-specific investments for princi-
pals. However, these studies examined the issue from the principal’s viewpoint, rather
than from the agent’s. Although Ghani and Khan (2004), using automobile industry sup-
pliers as an example, argued that trust leads to suppliers’ making transaction-specific
investments, they did not examine the relationship empirically. Further, most of the
above-mentioned studies did not treat trust as a multi-dimensional construct (an excep-
tion is Ganesan 1994), nor did they explore the impact of trust, in addition to formal
governance mechanisms, on transaction-specific investments. Scholars have already
elaborated upon trust in a number of ways. Therefore, this study uses a broader set of
governance variables (that is, two types of trust — calculative trust and benevolent trust —
as well as formal governance mechanisms) with the aim of testing their impacts on trans-
action-specific investments.

Further, although both formal governance and relational governance mechanisms may
affect local suppliers’ tendencies to make specialized investments, the perceived efficacy
of different governance mechanisms, as shaped by different institutional environments,
may also have varying degrees of impact. For example, if manufacturers from Taiwan
enjoy higher levels of trust from their external partners than do manufacturers from China
(Huff/Kelley 2003), then local Chinese suppliers may be more willing to make transaction-
specific investments in Taiwanese manufacturers. Another related study was conducted
by Buvik and Andersen (2002), showing the extent to which ex-post transaction costs
differ between international and domestic supplier-manufacturer relationships.

The hypotheses in this study are empirically tested by using local Chinese suppliers as
the sample group. Taiwanese firms investing in China are treated as foreign manufacturers,
while Chinese manufacturing firms are regarded as local manufacturers. China has be-
come one of the world’s largest recipients of foreign direct investment; Taiwan was its
fifth largest foreign investor as of 2003 (Investment Commission 2003). While Taiwan
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and China share the same language and Confucian value system, these two societies have
largely developed independently since 1949, especially with regard to political policies
and the extent of Westernization. That is, social norms and values have evolved differ-
ently in the two territories (Chang/Ding 1995).

In economic and legal terms, Taiwan has developed more or less according to the
Western model of a free-market state, while retaining traditional Chinese values (Chang/
Ding 1995). While China also has adopted some market-oriented economic policies since
1979, such policies continue to be influenced by Marxist-Leninist-Maoist ideology. Thus,
these two societies have developed under markedly dissimilar institutional contexts. In
addition, although rules regulating Western investors also apply to Taiwanese investors,
Taiwanese firms do not enjoy the same status as foreign firms from developed countries,
and are often subject to discriminatory treatment — particularly when conflicts between
the governments of Taiwan and China flare up (Wang/Ralston 2000). When the influence
of institutional environments is very much in evidence, then, it may be that some types of
relational governance mechanisms are more important to foreign manufacturers with
respect to local manufacturers, and vice versa. Therefore, a discussion of the efficiency of
different governance mechanisms for firms from these two institutional environments is
warranted, and we also hope to illustrate how the Taiwanese model might serve as an
example for other foreign investors entering the Chinese market. In the following sections,
we explain why formal governance mechanisms and relational governance mechanisms
would influence the transaction-specific investments made by local suppliers and explain
why such relationships will be different between foreign manufacturer-local supplier
relationships and local manufacturer-local supplier relationships.

Formal Governance Mechanisms

In order to eliminate the perceived risk of hold-ups resulting from transaction-specific
investments, exchange partners may resort to formal governance mechanisms designed to
secure suppliers’ transaction-specific investments; that is, they may draw up explicit legal
contracts (Williamson 1985). Transactions governed by such formal agreements may ex-
plicitly inhibit manufacturers’ engagement in opportunistic behaviors, such as distorting
information and/or cheating suppliers. Similarly, Buvik and Haugland (2005) also argued
that suppliers’ transaction-specific investments are positively associated with contract
coordination, as well as contract enforcement by manufacturers. In sum, formal govern-
ance mechanisms can act to stabilize and facilitate cooperative relationships (Bensaou/
Anderson 1999). Hence,

Hypothesis 1-1. Formal governance mechanisms are positively related to the transaction-
specific investments made by local suppliers in local manufacturers.

Hypothesis 1-2. Formal governance mechanisms are positively related to the transaction-
specific investments made by local suppliers in foreign manufacturers.

Further, institutional environments may influence the efficacy of formal governance
mechanisms (Williamson 1991). For example, even though long-term contracts have
regulated manufacturers’ obligations to suppliers who have made transaction-specific in-
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vestments in their manufacturers, transaction disturbances may still occur because of the
asymmetry of information between ex-ante preparations and ex-post execution of cross-
border transactions (Luo 2005). In general, emerging economies are noted for the ambi-
guity of property rights, and local firms have less trading experience with foreign manu-
facturers. Thus, in developing countries such as China, local suppliers tend to have less
confidence in the efficacy of formal governance mechanisms, whether provided by local
or foreign manufacturers. In addition, because local suppliers are not familiar with the
business practices of foreign manufacturers, they may have less confidence in the efficacy
of those mechanisms provided by foreign manufacturers, as compared with those offered
by local manufacturers. This study uses the institutional environment of China as an
example, and explains why formal governance mechanisms provided by foreign manu-
facturers are less effective than those provided by local manufacturers. There are three
possible reasons: The (un)familiarity with foreign manufacturers, the difficulties of en-
forcing formal governance mechanisms, and government interference.

First, the unfamiliarity may reduce the efficacy of formal governance mechanisms
provided by foreign manufacturers. Before China opened its doors to foreigners in 1979,
local suppliers only had access to Chinese state-owned firms. During the period of eco-
nomic development, most local suppliers remained unfamiliar with foreign manufacturers
because of the different legal systems, business practices, and regulatory environments of
foreign countries. Moreover, obstacles to the flow of information across national bounda-
ries leave local firms with an imperfect knowledge of foreign firms’ behavior patterns.
Thus, local suppliers may view contract-writing as an impractical solution to the potential
threat of opportunism (Wong/Ellis 2002). Similarly, Buvik and Andersen (2002) noticed
that international buyer-seller relationships were often characterized by higher transaction
costs during the exchange process. This indicates that the efficacy of formal governance
mechanisms, as perceived by local suppliers, is lower for foreign manufacturers than for
local manufacturers.

Second, it is generally extremely difficult for local suppliers to enforce legal standards
across national borders, making cross-border transactions rife with opportunities for
conflict. Such conflicts typically arise from misunderstandings of contract specifics and
opportunistic behaviors. Additionally, due to environmental volatility, foreign manufactur-
ers may choose to divest during periods of financial distress, liquidate unattractive assets,
or relocate resources in new areas — and they may fail to take into account their obligations
to local suppliers when they do so (Belderbos/Zou 2006, Hamilton/Chow 1993).

Third, government interference may play a significant role in influencing the effective-
ness of contracts in transitional economies, because regulatory processes are affected by
political institutions (Luo 2005). In China, if foreign firms complain to their home gov-
ernments about Chinese-imposed regulations, their home governments may in fact choose
to speak on their behalf (Chin 2002). Although the central government’s support for Tai-
wanese firms has been relatively weak (for a variety of historical and political reasons),
many Taiwanese firms have developed strong relationships at the local government level
in China (Wang/Ralston 2000). Local governments can in fact wield significant political
power, and are often able to dictate who gets what. As such, when considering regional
development or economic growth, local governments may be of real benefit to foreign
firms when conflicts occur between foreign firms and local firms. Hence,
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Hypothesis 1-3. The positive relationship between formal governance mechanisms and
transaction-specific investments made by local suppliers is weaker for
foreign manufacturers than it is for local manufacturers.

Relational Governance Mechanisms

In the absence of vertical integration, contracts serve to deter potentially opportunistic
behavior on the part of suppliers (Williamson 1985). However, if principals’ possible gain
from opportunistic behavior more than offsets the greatest economic penalty the other
could possibly impose, the power of a contract is significantly compromised (Kim/
Mahoney 2006). Relational governance based on trust serves to facilitate cooperative in-
teraction. In China, guanxi — which refers to a particular kind of social networking based
on trust — acts as a powerful guiding force for a firm’s behavior (Abramson/Ai 1999).

Trust may be regarded as “a set of beliefs or expectations” and “a willingness to act on
those beliefs” (Doney et al. 1998, p. 603). But scholars have tended to define and elaborate
upon such beliefs in very different ways. For example, economists typically emphasize
the rational nature of relational governance so as to calculate the costs and benefits of
maintaining a relationship, while sociologists and psychologists typically focus on the
norms and social ties that tend to result in benevolent behavior (Doney et al. 1998). Taken
together, trust may be characterized in two ways: Firstly, as calculative, and secondly, as
benevolent (Doney/Cannon 1997, Kramer 1999). These two characterizations also cor-
respond to the process of building trust in a collectivist culture, (such as that of China), in
which risk is evaluated through a calculative process and trust is perceived through an
intentionality process (Doney et al. 1998).

Calculative Trust

Calculative trust implies that suppliers would be likely to calculate the cost of transaction-
specific investments, the benefits required to make up for foregone investments, and the
likelihood that the relationship will be terminated (Kramer 1999). For example, manufac-
turers who provide hold-up safeguards have a lower propensity to terminate relationships
with their suppliers (Petersen/Pedersen/Benito 2006). Similarly, as argued by Williamson
(1993), firms will take cost-effective actions to mitigate hazards and enhance benefits;
thus, firms are predicted to make trust choices based on rationally-derived costs and ben-
efits (e.g., Williamson 1993, Suh/Kwon 2006).

Further, calculative trust may be constructed from indirect ties within the context of a
connected network (Holm/Eriksson/Johanson 1996). For example, a firm with prosper-
ous customers will have no trouble supporting its business, and may even be able to
introduce its suppliers to other customers (Holm/Eriksson/Johanson 1996). Similarly,
Chung, Singh, and Lee (2000) argued that firms” indirect linkages, acting as conduits of
information, motivate partners to cooperate with them. Additionally, calculative trust
based on reputational signals also implies that a firm can have either knowledge-based or
property-based resources to support its performance; such reputational capital may serve
to enhance a firm’s attractiveness when it comes to luring local suppliers to make transac-
tion-specific investments. Parkhe (1993) came up with similar results: Visions of the fu-
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ture, derived from existing network connections, may help encourage suppliers to make
transaction-specific investments in manufacturers. Yli-Renko, Autio, and Sapienza (2001)
indicated that customer network ties and social interaction raise the likelihood of coop-
eration. These arguments suggest that a connected network is an important factor in de-
termining levels of calculative trust. Calculative trust is also very important in China’s
collectivistic culture. Generally speaking, the collectivistic culture is intolerant of varia-
tion in partners’ behaviors, preferring consistency and predictability (Doney et al. 1998).
Hence,

Hypothesis 2-1. Calculative trust is positively related to the transaction-specific invest-
ments made by local suppliers in local manufacturers.

Hypothesis 2-2. Calculative trust is positively related to the transaction-specific invest-
ments made by local suppliers in foreign manufacturers.

In the context of China, suppliers’ calculative trust in local manufacturers may be weaker
than their trust in foreign manufacturers. There are three possible reasons. First, local man-
ufacturers in China typically have less well-established networks of relationships with
prosperous foreign customers, as the operational efficiency —and hence the reputation — of
local manufacturers might not be as great as those of foreign manufacturers (Chin 2002).
In contrast, Taiwanese manufacturers, in comparison with Chinese manufacturers, tend to
have more robust international networks, as witnessed by their strength as exporters (In-
vestment Commission 2003). Moreover, Taiwanese firms are noted for the excellence of
their contractual manufacturing services in global value chains (Lee/Chen 2003).

Secondly, entrepreneurial Chinese managers often tend to focus on short-term goals in
their pursuit of rapid expansion; often, such managers are less concerned with the stability
of the growth they might achieve (Chin 2002, National Bureau of Statistics of China \Web
2004). As competition becomes more intense, local manufacturers lacking sustainable
resources may be forced to leave the market or may have no choice but to succumb to
acquisition by other firms. Accordingly, even though a local manufacturer may claim to
have prosperous customers, local suppliers may discount the effect of calculative trust
with regard to local manufacturers.

Thirdly, in China, competition is somewhat dysfunctional, as the business culture and
credit systems are markedly underdeveloped (Chin 2002, Zhang 2001). For example, on-
time payments are a problem among Chinese firms. “Triangular debt”, a situation in which
a buyer does not pay for the parts it has received, and in turn is not paid by its manufactur-
ers, is increasingly threatening manufacturer-supplier relationships (Zhang 2001). In other
words, manufacturers and suppliers in China make loans interchangeably and do not make
on-time payments to one another. Even given such a seemingly serious problem as this,
however, firms typically will not employ legal regulations as a solution (Central Daily
News 2002). Accordingly, the rate of non-performing loans among Chinese firms was
more than 59.09 percent in 2003 (National Bureau of Statistics of China Web 2004).

In contrast, foreign firms, such as Taiwanese firms, tend to follow the more typical
pattern of on-time payments, due to the business practices in place in their home institu-
tional environments. Further, the difficulties of collecting accounts receivable are consid-
ered a major problem for Taiwanese firms operating in China (Investment Commission
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2003). Following this rationale, local suppliers cooperating with foreign manufacturers
will likely not be too worried about the problem of collecting accounts receivable.
Hence,

Hypothesis 2-3. The positive relationship between calculative trust and transaction-spe-
cific investments made by local suppliers is stronger for foreign manu-
facturers than it is for local manufacturers.

Benevolent Trust Established by Patterns of Assistance

Benevolent trust may be defined as one partner’s genuine interest in the other’s welfare
and the maotivation to seek out situations of mutual benefit (Doney/Cannon 1997) rather
than engaging in purely self-interested actions with respect to suppliers. In a collectivistic
culture like that of China, benevolent trust tends to emerge as the result of an intentional
process (Doney et al. 1998). Such intentionality of process can improve a supplier’s per-
ception of manufacturers’ benevolence of motivation, particularly when, throughout the
course of a lengthy relationship, manufacturers repeatedly engage in such activities as
providing assistance in times of need. In order to operationalize benevolent trust, we
derived “assistance-giving routines” and “the length of a relationship” by interviewing
executives, as well as through a review of the literature (see Dyer/Chu 2000).
Assistance-giving routines offered by manufacturers without requiring reciprocity
from suppliers may be thought of as a means by which to build trusting relationships
(Ghani/Khan 2004). That is, benevolent trust may emerge if a manufacturer has a reputa-
tion for providing assistance to other partners. For example, manufacturers may provide
assistance in solving suppliers’ technical problems, reducing suppliers’ manufacturing
costs, and improving suppliers’ inventory management issues. When a manufacturer rou-
tinely assists a supplier, the supplier is likely to perceive such benevolent signals as a
manifestation of the manufacturer’s commitment to the relationship (Dyer/Chu 2000).

Hypothesis 3-1. Assistance-giving routines are positively related to the transaction-
specific investments made by local suppliers in local manufacturers.

Hypothesis 3-2. Assistance-giving routines are positively related to the transaction-spe-
cific investments made by local suppliers in foreign manufacturers.

With regard to the comparison between foreign and local manufacturers, this study pos-
tulates that assistance from foreign manufacturers has a greater impact on local suppliers
when it comes to making transaction-specific investments. Hymer (1960) and Buckley
and Casson (1976) argued that competitive assets provide foreign manufacturers with an
advantage in overcoming their liabilities of foreignness. In this regard, Taiwanese indus-
try has significantly improved upon its technological capabilities (Lee/Chen 2003). This
suggests that even if foreign and local manufacturers offer equal support in assisting local
suppliers, local suppliers may feel that they stand to gain more, in terms of significant
technological resources, from foreign manufacturers.

Secondly, as part of their efforts to overcome the liability of foreignness, foreign man-
ufacturers will likely have to show greater concern for stakeholders, including suppliers
and workers. For example, Mezias (2002) showed that Japanese subsidiaries in the U.S.
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could, as a means to avoid disputes with workers, hire Americans executives to run sub-
sidiary operations. Similarly, foreign manufacturers will likely also need to exhibit their
good intentions by offering greater assistance to local suppliers.

Third, foreign manufacturers coming from home countries whose societies are charac-
terized by external trust (such as that of Taiwan) may already possess the reputation and
mechanisms necessary to fulfill their obligations (North 1990, Huff/Kelley 2003). The
greater the usefulness and sincerity accompanying offers of assistance to local suppliers
by foreign manufacturers, the higher the levels of trust with which local suppliers will
emerge. Hence,

Hypothesis 3-3. The positive relationship between assistance-giving routines and trans-
action-specific investments made by local suppliers will be stronger
with respect to foreign manufacturers than with respect to local manu-
facturers.

Benevolent Trust, Established by the Length of a Relationship

The length of a relationship is vital in the establishment of trust. As cooperation comes to
be seen as a reliable characteristic in an ongoing relationship, manufacturers and their
supplier-partners feel that they can rely on the other party’s dependability and goodwill.
That is, norms or social ties will emerge as exchange experience accumulates. Further,
Doney et al. (1998) argued that manufacturers may build trust through intentional pro-
cesses of repeated positive interaction. In such situations, manufacturers effectively es-
tablish their commitment not to engage in opportunistic behaviors.

In cases in which relationships have existed for some time, partners may be able to
build similar value perspectives so as to seek conditions of mutual gain. Similarly, owing
to the responsibilities inherent to a longstanding relationship, suppliers will tend to re-
spond with reciprocal behaviors such as making transaction-specific investments in man-
ufacturers. With regard to the impact of the length of the relationship on suppliers’ ten-
dencies to undertake specific investments, the current literature does not suggest a differ-
ence when it comes to foreign versus local manufacturers. As our intentions in this
research are purely exploratory, we do not offer any hypotheses with regards to this mat-
ter in particular. Hence,

Hypothesis 4-1. The length of a relationship is positively related to the transaction-
specific investments made by local suppliers in local manufacturers.

Hypothesis 4-2. The length of a relationship is positively related to the transaction-
specific investments made by local suppliers in foreign manufacturers.

Methodology

Survey Procedure and Sample

Our sample was comprised of suppliers in China. We examined firms in the machinery
and equipment manufacturing industry, the textile machinery industry, the wood machin-
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ery industry, the electrical and electronic machinery industry, and the toy industry. These
particular industries were used for two reasons. First, preliminary interviews revealed that
suppliers’ transaction-specific investments are important to the development and produc-
tion of new products by manufacturers. Second, the industrial setting has been used in
prior studies examining transaction-specific investments (e.g., Joshi/Stump 1999, Klein/
Frazier/Roth 1990).

The data were collected in two steps. In the first step, we developed and revised a
questionnaire based in part on a review of the literature and in part on three personal
interviews (two executives managing production operations of Taiwanese firms in China,
and one executive from a Chinese supplier). In the second step of the development proc-
ess, we sought assistance from executives who were members of an association of Tai-
wanese enterprises investing in a coastal city in China. Six Taiwanese manufacturing
firms expressed their willingness to cooperate in this study. After asking them to identify
the suppliers who made transaction-specific investments in them, we sent the question-
naires to the managers of those Chinese suppliers who were responsible for the manufac-
turing operations. Because it was important to our study to have better access to firms
which matched our focal variables, we were willing to sacrifice some degree of external
validity (Cook/Campbell 1979).

Each Chinese supplier was able to refer up to six manufacturers, both Taiwanese and
Chinese, in which it had made transaction-specific investments. In total, 50 Chinese
suppliers answered 171 questionnaires. Forty-seven of the responses could not be used
because of missing data associated with the variable representing transaction-specific
investments, leaving us with 134 (77 Taiwanese manufacturers and 57 local manufacturers)
usable responses, for a response rate of 78 percent. Following Dyer and Singh’s (1998)
suggestions, we treated a relationship, instead of a particular transaction, as the unit of
analysis.

Measures

Transaction-specific Investments: To avoid the possibility of redeployment with respect
to transaction-specific investments?, which could muddy the specificity of the original
definition of transaction-specific investments, we focused, in this study, on transaction-
specific investments in physical assets®. Specifically, transaction-specific investments
were measured by asking a supplier to evaluate the extent to which the molds it used to
produce components for a manufacturer were unique to that manufacturer (noting that a
“mold,” as defined by the Random House Webster’s College Dictionary (2000), is a
hollow form for giving a particular shape to something in a molten or plastic state®). In the
case of this evaluation, to measure the degree of transaction-specific investment under-
taken by the supplier, we used a value of 1 to represent those cases in which molds were
only used for the manufacturer, while 3 was used to represent those situations in which
the molds could easily be used by other manufacturers®. The likelihood of changes in
product design and the development of new molds might force the supplier to act as the
primary bearer of hold-up hazards. Specifically, using “molds” as a proxy helped to re-
duce ambiguity related to the question of whether or not specialized investments might
find alternative redeployment in the future. Finally, in effort to design this construct with
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the highest possible level of specificity, and in relation to the highest level of transaction-
specific investments, we reversed the coding in our analysis.

Formal Governance Mechanisms: Formal governance mechanisms refer to contracts
(Williamson 1985). Consistent with previous studies, we operationalized formal govern-
ance mechanisms by using multiple scale items, reflecting the extent to which the manufac-
turer offer contracts to a supplier (Poppo/Zenger 2002). In our study, formal governance
mechanisms were evaluated from 1 (indicating strong agreement) to 7 (indicating strong
disagreement). There were two items designed to assess the degree to which a manufacturer
was required to guarantee a) purchasing quantity and b) purchasing price. Formal govern-
ance mechanisms then were measured as the mean of the responses to the two questions.

Relational Governance Mechanisms: Calculative trust, which meant, in this context,
the net gains which would likely be realized from business network connections (Holm/
Eriksson/Johanson 1996, Yli-Renko/Autio/Sapienza 2001), was measured as the mean
value respondents assigned to the following two items: a) the manufacturer had a large,
dependable buyer to support his business; b) the manufacturer could introduce other man-
ufacturersto the supplier. Benevolenttrust (assistance-giving routines) was operationalized
by means of three items, as suggested by Dyer and Chu (2000): a) the extent to which the
manufacturer provided assistance in solving the supplier’s technical problems; b) the ex-
tent to which the manufacturer provided assistance in helping the supplier reduce manu-
facturing costs; and c) the extent to which the manufacturer provided assistance to help
the supplier improve inventory management. Consistent with previous studies, responses
to these three items were summed and averaged to measure assistance-giving routines
representing one type of benevolent trust (e.g., Dyer/Chu 2000). Benevolent trust (the
length of a relationship) was measured by the number of years that the supplier and the
manufacturer had been working with each other (Dyer/Chu 2000).

Five control variables were included in this study. Because the sample was drawn from
different industries, we controlled for possible industry effects such as technological change
(that is, the extent to which the rate of technological change was dramatic in a particular
manufacturer’s industry). Additionally, we also had to control for bargaining power. Doing
so meant including four variables which reflect the bargaining power of a manufacturer
(i.e., Possibility of finding new suppliers: The degree to which a firm was able to find new
suppliers) and of a supplier (i.e., Multiple manufacturers: The degree to which a supplier
had served multiple manufacturers; Possibility of finding new manufacturers: The degree to
which a firm was able to find new manufacturers; Firm size: The various thresholds of size).
We used the number of employees as a proxy for firm size, and found that there were 69
firms coded 1 (less than 100 employees), 29 firms coded 2 (100-300 employees), 26 firms
coded 3 (300-500 employees), and 10 firms coded 4 (more than 500 employees).

When using a survey to gather data, non-response bias and common method variance
need to be considered. Lacking population statistics, we tested for non-response bias by
comparing early respondents with late respondents (Armstrong/Overton 1977). Buvik and
Andersen (2002) and Claro, Hagelaar, and Omta (2003) used the same approach to test
for non-response bias. Because no significant differences (p > 0.05) were found between
early and late respondents (defined as the questionnaires received after the questionnaires
were sending out two weeks later) on key variables (e.g., firm size and multiple manufac-
turers), we concluded that non-response bias was not a critical issue.
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Common method variance may occur when multiple measures are collected from a
single data source in surveys. Because we relied on one informant for all of our informa-
tion, we could not rule out the problem of common method variance. Following Podsakoff
and Organ’s (1986) suggestion, Harman’s single-factor test was used to test for common
method variance. This technique assumes that “if a substantial amount of common meth-
od variance is present, either (a) a single factor will emerge from the factor analysis, or
(b) one ‘general’ factor will account for the majority of the covariance in the independent
and criterion variables” (Podsakoff/Organ 1986, p. 536). Some studies (e.g., Aulakh/
Kotabe/Sahay 1996) have demonstrated the applicability of this technique. As we per-
formed factor analysis on all items in the model, no general factor was apparent in the
factor structure, indicating that the results did not have serious problems of common
method variance.

AVarimax rotation exploratory factor analysis, presenting convergent validity, revealed
that there were 3 factors with eigenvalues greater than 1.0, which accounted for about 70
percent of the variance. These results provided evidence for the convergent validity of
each of the measures. Additionally, when we assessed the reliability of our scales, the
levels of Cronbach a for all multi-item constructs, exceeded the 0.70 level. Table 1
presents the descriptive statistics and inter-correlations for the variables in the analysis.

Results and Discussion

Separate Ordinary Least Squares (OLS) regression was estimated in order to compare
foreign manufacturer-domestic supplier relationships versus domestic manufacturer-do-
mestic supplier relationships. The increase in variance evident in Model 1 (representing
the regression of the control variables on the dependent variable) was compared to that of
Model 2 (adding explanatory variables to the set of regression) (Table 2). The significant
change in adjusted R? (A Adjusted R?) illustrated the effect of the explanatory variables.
The results were similar when contrasting Model 3 with Model 4°.

H1-1 and H1-2, which postulated a positive relationship between formal governance
mechanisms and transaction-specific investments, are supported (f = 0.535, p <0.01 and
$=0.297,p<0.01in Models 2 and 4, respectively). Furthermore, we tested the difference
of the impact of formal governance mechanisms by performing the Chow test, as re-
flected in the regression coefficient across the two relationship groups (Cohen 1983). The
comparison in the regression coefficient across the two subgroups (Ap = 0.238) confirmed
a significant difference across these two groups (F, ,,,= 38.371, p < 0.05). We thus con-
cluded that the positive effect of formal governance mechanisms on suppliers’ transac-
tion-specific investments is stronger in the local supplier/local manufacturer sample than
in the local supplier/foreign manufacturer sample. Hence, H1-3 is supported.

Calculative trust derived from business network connections was found to be positively
related to transaction-specific investments in foreign manufacturers (in Model 4, B =
0.237, p < 0.05), although this was not found to be the case in Chinese manufacturers (in
Model 2, = 0.159, p > 0.10). Thus H2-2 is supported but H2-1 is not. This indicates that
in China, calculative trust is not generated for local suppliers, even though local
manufacturers may claim that they are prosperous manufacturers. The reason for this may
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Table 2. OLS Regression Analysis for Transaction-Specific Investments

China (N = 57) Taiwan (N =77)
Model 1 Model 2 Model 3 Model 4

Control Variables

Technological Change 0.052¢ -0.318** 0.116 -0.075

Multiple Manufacturers 0.087 0.140 0.134 0.131

Finding New Manufacturers -0.382** -0.240 0.042 0.035

Finding New Suppliers 0.125 -0.094 0.007 0.210*

Firm Size 0.206 0.015 0.192 0.243**
Independent Variables

Formal Governance Mechanisms 0.535*** 0.297***

Calculative Trust 0.159 0.237**

Assistance-giving Routines 0.457*** 0.363**

The Length of a Relationship -0.003 -0.253**
F-Value 1.963 5.258*** 1.118 3.714%**
R? 0.161 0.502 0.073 0.333
Adjusted R? 0.079 0.406 0.008 0.243
A Adjusted R? - 0.340 - 0.260
Hierarchical F-Value 1.963 8.023*** 1.118 6.524***

*Beta (), standardized regression coefficients;
***p<0.01; **p<0.05*p<0.1

be that — because the competence of local manufacturers may be questionable — local sup-
pliers may lack confidence in them. Furthermore, because of the support of H2-2 and the
non-significance of H2-1, H2-3 appears to be supported. These results suggest that
calculative trust, in the case of foreign manufacturers, motivates local suppliers to make
transaction-specific investments.

The impact of assistance-giving routines is shown to be significant in Models 2 and 4 (§
=0.457,p <0.01 and B = 0.363, p < 0.05, respectively), and the results strongly support
H3-1 and H3-2. Although the difference in the impact of assistance-giving routines on
transaction-specific investments (A = 0.094) is statistically significant across the two
groups (F, ,,= 4.160, p < 0.05), the coefficient in the local supplier/local manufacturer
sample is higher than that in local supplier/foreign manufacturer sample. Thus, H3-3 is not
supported. The reason for this may be that even though foreign manufacturers may indeed
have more advanced technological capabilities, local suppliers may suspect that foreign
manufacturers will not unreservedly transfer their technological know-how. A similar situ-
ation is evident in the case of joint ventures, in which local partners complain that their
foreign partners are unwilling to share the agreed-upon technical skills (Child 1998).

Surprisingly, the length of a relationship is in fact found to be negatively correlated
to transaction-specific investments in foreign manufacturers (in Model 4, B = -0.253,
p < 0.05), and to have no significant impact on a supplier’s transaction-specific investments
in local manufacturers. Hence, H4-1 and H4-2 are not supported. The reason for this may
be that although researchers in the past have examined the length of a relationship in a
similar way (Dyer/Chu 2000), ongoing relationships are not simply a matter of durability
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(i.e., time); other moderating variables may exist. For example, many supplier-manufacturer
relationships are characterized by long-term market relationships in which manufacturers
purchase simple components with the aim of reducing costs in the short-term; that is, rela-
tionships may be ongoing for strictly pragmatic (rather than benevolent) reasons.

As for the control variables, a higher degree of technological change lessens the
possibility that local suppliers would make transaction-specific investments in local
manufacturers (in Model 2, p =-0.318, p < 0.05), reflecting suppliers’ concern that they
may not be able to recoup their investments. The extent to which manufacturers could
easily find new suppliers also has a positive relationship to transaction-specific investments
in the local supplier/foreign manufacturer sample (in Model 4, f = 0.21, p < 0.10). Firm
size is positively associated with transaction-specific investments in the local supplier/
foreign manufacturer sample (in Model 4, B = 0.243, p < 0.05). A tentative explanation for
this finding is that local suppliers with more resources are more willing to make
transaction-specific investments in foreign manufacturers.

Conclusion

The question driving the present examination had to do with the relationship between
governance mechanisms and transaction-specific investments made by local suppliers in
China. Specifically, we assessed the impact of both formal and relational governance on
transaction-specific assets, especially by comparing the attitude towards local and foreign
manufacturers from the local suppliers’ viewpoint.

Our findings help to illuminate how suppliers from a collectivistic culture view the
world, and suggest three implications for managers with regard to how foreign firms
might use their economic and technological advantages to cooperate with such suppliers.
First, formal governance mechanisms have a very clear effect on the likelihood that sup-
pliers will make transaction-specific investments. Along these lines, as suggested by
Child (1998), multinational corporations would be well-advised to design formal agree-
ments with their Chinese partners. However, foreign manufacturers cannot rely solely on
them. Local suppliers may question the legal enforceability of foreign manufacturers’
contracts. This misalignment is in keeping with David and Han’s (2004) argument that the
perception of uncertainty and social interaction needs to be addressed in relation to trans-
action-specific investments.

Second, this study notes the importance of ensuring that a supportive network relation-
ship is in place to overcome liabilities of foreignness when doing business in China.
Although the possibility of cultivating internal capabilities may make a firm extremely
attractive to its potential partner, the evidence from this study provides support for the
argument that a firm can actively use a strategic element in the development of relationships
— i.e., through the use of indirect ties, which provide a less costly way to support direct
relationships with business partners.

Third, this study also encourages managers to invest resources in the provision of
assistance-giving routines. These routines will raise expectations for the continuity of a
relationship, and will, in turn, influence a supplier’s decision to make transaction-specific
investments in local as well as foreign manufacturers.
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Fourth, our findings offer suggestions for other foreign manufacturers. As Zhang
(2000) suggested, there is no distinctive difference between the long-term objectives of
foreign manufacturers, whether they are established by the Taiwanese or by investors
from the Western world. Further, the strategic behaviors designed to encourage suppliers
to make transaction-specific investments may be characterized as an important objective
in developing long-term relationships. Foreign manufacturers might wish to apply our
findings related to design governance mechanisms to motivate Chinese local suppliers’
transaction-specific investments.

Despite these encouraging results, several limitations of this study should be noted.
Moreover, clarification of these limitations will, we feel, require future research. First,
the sample we employed limits the generalizability of our results, as the samples were
drawn from coastal cities in China, which may be characterized by a greater number of
opportunities for cooperation with foreign manufacturers. We hope that future research
will be conducted to examine whether Chinese suppliers behave differently in other re-
gions of the country. Secondly, this study represents a cross-sectional analysis. Although
our reasoning in this study implied certain causal relationships, the causality could
not be confirmed using our cross-sectional research design. Similarly, Heide and John
(1990) also indicated that, even using a structural equation model with cross-sectional
data in their study, alternative explanations of the results cannot be completely elimi-
nated without longitudinal data. A longitudinal research design would be beneficial, as it
would help to confirm the directionality of the relationships identified in this study.
Third, this study evaluated whether suppliers followed the prescriptions outlined by
TCE and relational governance mechanisms. It is, of course, possible that different cul-
tural dimensions influence suppliers’ behaviors. Future research should strive for a more
thorough understanding of how different cultural dimensions affect or moderate suppli-
ers’ behaviors. Fourth, as we focused on a context in which manufacturer-supplier rela-
tionships are not governed by a central, corporate authority, this study is, to some extent,
incomplete. Further insight may be gained by a more general investigation into why a
manufacturer would choose to replace a contractual relationship with a vertically-inte-
grated supplier.

Endnotes

1 Rokkan, Heide and Wathne (2003) examined the relationship between a supplier’s specific investments and
its customer’s opportunism, but not with governance mechanisms; similarly, Claro, Hagelaar, and Omta
(2003) showed a positive relationship between a supplier’s transaction-specific investments and joint
actions.

2 Williamson (1985) identified four kinds of transaction-specific investments: Site specificity, physical asset
specificity, human asset specificity, and dedicated assets.

3 Other physical transaction-specific investments, such as equipments, which are attributed to transaction-
specific investments in the beginning, may be modified to other alternative manufacturers after learning by
doing or introducing new products in the future. However, the possibilities of modifying molds to fit other
alternative manufacturers’ requirement are quite small. Therefore, given the definition of transaction-specific
investments as non-redeployment, we only used ‘molds’ as the proxy.

4 Although molds and moulds are used interchangeably in previous research, following the Random House
Webster’s College Dictionary’s (2000) definition, we used ‘molds’ as a proxy for transaction-specific invest-
ments in this study.
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5 Taking suggestions from managers whom we interviewed, it was easier to measure the degree of TSI by in-
terpreting that, in practice, molds either can be used for only one manufacturer, few manufacturers or many
manufacturers.

6 As pointed out by a reviewer, “transaction-specific investments” can also be considered as a discrete variable.
Thus, the ordered logit regression is more appropriate for data analysis. In fact, the results of ordered logit re-
gression were quite similar with those of Ordinary Least Squares (OLS) regression. Because one purpose of
this study is to compare the impact across two groups and the ordered logit regression can not satisfy that
purpose, we only present the results of regression analyses here.
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