Business Networks and International Trade

The concept of business networks is new and very important nowadays. It plays an integral role in the international trade. In my review I look for the answers in the literature to several empirical questions. The definition of business networks will be given. Secondly, I will look for the reasons of network creation. I will try to explain the impacts, consequences and importance of networks for   international trade. Finally, we will find what types of business networks there are: specifically focusing on the importance of Chinese business networks in the worldwide economics. 

What is the definition of business networks? By surveying literature, it was found that the concept of business networks is very new. One of the early terms of 'network' was given by Mitchell (1969) who defined it as a type of relation, linking a defined set of persons, objects or events. Later Wellman and Berkowitz (1988) suggest that networks are types of social structures or exchange relationships between the members of the system. Later the term of 'business networks' was used by Forsgren and Johanson (1992) that understand it as relationships to control business activities by different actors. Among the recent works Todeva (2006:15) gives a clear definition of what business network are. In her opinion, business networks are 'sets of repetitive transactions based on structural and relational formations with dynamic boundaries comprising interconnected elements (actors, resources and activities)'. 

What 

are the reasons for the creation of networks? And what are the consequences and impacts of business networks to international trade? Are they important? During the past several decades, the significance and importance of creating business networks has been extensively accepted by many researchers such as economists and non economists. Todeva (2006:3) states that one of the reasons for creation of business networks is 'globalisation of society and economy' that changes the 'paradigm in the neo-classical economic theory' (Todeva, 2006:4) where the central idea of study has changed from individual businesses and transaction expenses to business networks, groups, cooperative business connections and strategic partnerships. Another reason for business network creation is to transfer resources from the host country to the home country. According to Grant (1996) and Hansen (1999), knowledge is in the first on the list of critically important resources. Argote and Ingram (2000) agree by stating that knowledge is a tool to gain a competitive edge. Borghoff and Oliveira (2000) state that another advantage of business networks is that they provide selective specialization and flexibility of firms based on complimentary activity structures. According to Kogut and Zander (1993) sharing knowledge among organizations helps them to enter new markets. By entering new markets they can accumulate new knowledge. This creates a so called network pyramid where the initial knowledge serves as a platform for the accumulation of new knowledge across the

borders, regions, and countries. Knowledge sharing is done on all levels from parent companies to its subsidiaries and then further. 

Penrose (1959), Grant (1996), Nonaka, Toyama and Nagata (2000) thought that entrée of external knowledge is vital for maintainable innovation and long term survival of the firms. The formation and transmission of knowledge are a starting point for competitive gains in firms (Argote & Ingram, 2000). However, there is a question of how knowledge can be allocated while providing mutual and positive impact. The issue of knowledge allocation was stated in the research by Szulanski (2003) and Yayavaram and Ahuja (2008). It is justified that knowledge transfers and flows in complex organizations are not an easy task due to uncertainties and barriers. Since there are high risks of transfer failure in complex environments, the transmitter cannot make sure that knowledge will be safely obtained by the receiving party. The work by Argote & Ingram (2000) illustrated why knowledge transmission can be a problem and difficult to be implemented. They differentiated the types of knowledge that are the most uneasy to transfer into different backgrounds. It is the knowledge implanted in the interactions of humans, tools, instruments and tasks. They provide the crucial ground for competitive advantages in organizations. However, at the same time, they are the most hard and costly to transfer. One of the ways to overcome this challenge was proposed in a study by Rauch (1999), who employed the grativity model

and Armington-Hecker-Ohlin-Vanek   model to analyse the possibility to connect buyers and sellers of products in the most easy and cheap way so that the best match is achieved and it was not that costly. In his view it can somehow help increase the volume of international trade. In his work he divides internationally traded commodities into three groups: those that are traded on organised exchanges, those that are not traded on these organised exchanges but nonetheless have 'reference prices' (Rauch, 1999:8), and the rest. Then he notices that homogeneous products are different from differentiated products as they have reference price with further division of prices to those that are quoted on organised exchanges and those who are quoted on trade publications.   His study provides us with the knowledge that trading networks most strongly apply to differentiated products and most weakly apply to homogeneous products quoted on exchanges. However, for other types of products, knowledge is very unclear due to imperfect information. So there is no certainty that his theory will work on other types of products, and consequently will somehow improve the volume of international trade.

On the other hand, Cassar, Friedman and Schneider (2009) point out that one of the problems with the volume of international trade is weak contract fulfilment and lack of trust. Whereas, trading among members of different networks, for example multinational corporations or immigrant networks, may bring some trust so it works among its members. However,

there is uncertainty if business networks always increase the volume of international trade. As sometimes they can diminish the volume due to inefficiency of business partners such as suppliers and customers. They were doing laboratory testing to see if business networks are actually efficient. Their laboratory investigation proves that networks promote international trade by 'significantly reducing cheating and increasing efficiency' (Cassar et al, 2009:919). These findings are based on 17 sessions, each with 16 traders. It was found out that 'networks support increased international trade volume and reduced domestic volume'. 

When firms are afraid of doing business with other firms there are intermediaries. Todeva (2006:7) addresses importance of 'multiple intermediaries that connect to various players and add value by facilitating interactions and the functioning of the market'. Use of intermediaries can emerge markets and generate interdependency within the system. They connect different markets and expand business opportunities throughout the world. Hence, they can play one of the main roles in the networks further increasing the volume of international trade. She points out that this is one of the main tools of risk management strategy of firms by diminishing uncertainty and avoidance of new trade transactions. Castells (2000b) indicates that the element of production in the worldwide economy is not a firm anymore, but the projects that put together independent market participants through a mutual goal and common knowledge.

  

Research on business networks has also stressed that during a firm’s internationalization course, creating a business network is of use for those companies entering uncertain markets (Kao, 1993). However, there is a problem to do that due to trade barriers. Eaton (2000) and Kortum (2000) think that absence of trade barriers (can be informal) will significantly increase the volume of international trade. This can be done by the use of so called transnational networks. Rauch (2001) has done research on the impact of domestic networks on international trade. There opinion is that domestic networks are informal trade barriers themselves. They are creating these barriers to increase their market power by not allowing foreigners to enter their market. What types of these domestic networks are there? Throughout the years, most of the study was done on co-ethnic networks mostly of emerging markets such as Japanese keiretsu or zaibatsu or Chinese guanxi or hegu. Guanxi simply means relationship, any kind of relationship, it can be 'the relationship between parents and children or between teachers and students' (Appelbaum et al, 2001:386). So what is a co-ethnic network? It is a 'community of individuals or businesses that share a demographic attribute such as ethnicity or religion' (Rauch, 2001:1178). Most of these co-ethnic networks were starting as a family or owned business (Rauch, 2001) or closed intra-family corporation (Todeva, 2006). And it is known that co-ethnic networks facilitate trade in their own market. For example,

as Weidenbaum and Hughes (1996:51) report, 'If a business owner violates an agreement, he is blacklisted. This is far worse than being sued, because the entire Chinese network will refrain from doing business with the guilty party'. Looking at this fact from the point of law Bun (2000) explained this by the fact that legal background in China is very different. Since ancient times Chinese law was born on the basis of law principle, the central apparatus of which is punishment. The only law they had was penal law.   

On the other hand, when addressing the issue of informal trade barriers made by domestic networks we want to point out that co-ethnic networks somehow are able to overcome informal barriers to international trade (Rauch and Trindade, 2002). Is Chinese networks important for the volume of international trade? Greif (1993) thinks they are. Chinese networks and any other co-ethnic networks can increase the volume of international trade by providing security of contract enforcement in a 'weak international legal environment' (Greif, 1993:56).   Nowadays, China is in the stage of the transmission toward a more market-oriented economy but business networks are playing important roles for China (Li, 2007). Globalization and development have forced different organizations to enter into China to find new business opportunities, evidence proposes the fact that business operations in China for foreign firms inevitably face many challenges (Peng 1997). The main finding emphasised in previous studies is that managers abroad 

find the Chinese business environment very hard to understand as it is very dissimilar to the Western one (Li 2007). Research highlights that business networks are still important and are one of the many specific and rare parts of the Chinese business environment (Ding, 2009).

Though narrow research proposes that building successful connections with government authority or management in other firms is one of the most essential managerial skills for companies functioning in China (Luo, 2000). 'Most foreigners actually do not fully understand what a real business network is and its importance in the context of China. Some people think of a business network as simply reciprocating favours through a network of contacts' (Ding et al, 2009:296). Others have examined only applicable issues such as strategic aims and cross-cultural experience, hence current issues are thought to be closely connected to firm's performing and efficiency (Inkpen and Tsang, 2005). Another issue, ethical one, concerned with China is the issue with corruption. Sometimes relations with the government and corruption are understood in the same way by someone (Ding and Michèle, 2009).   For example, a third meaning of the guanxi refers to 'the use of someone's authority to obtain political or economic benefits by unethical person(s)' (Xinci Xinyu Cidan, 1989:92). 'Guanxi or guanxixue represents a way to bypass laws and regulations through personal connections with state officials or with people who control scarce resources' (Appelbaum et al, 2001:326). The contradicting

opinions stated above cannot give us clear vision if the Chinese network actually support or diminish the volume of international trade.

In conclusion, the literature review above found several but unclear answers to the empirical questions that were raised in the very beginning of this work. This proposes that there is still research that must be done, as the issues raised are very complex and still hard to understand. Thus, we can see that business networks can be an advantage as well as disadvantage for the development of international trade. 
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