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Abstract

Currently, the mechanism in which informal institutions, recently discovered as an influential,
new paradigm in business and management studies interact with and shape formal institutions
remains unclear. Helmke and Levitsky (2004) proposed an outcome-based typology for the
interaction of informal institutions with formal ones. By using a structured approach for
literature aggregation, we test the proposed typology of Helmke and Levitsky by applying this
method to 74 empirical studies to investigate the influence of Guanxi on formal institutions.
We conclude that Guanxi fits into none of the proposed categories perfectly. As a result, we
propose the relationship between Guanxi and formal institutions as auxiliary as well as
competing concurrently, leading to convergent and divergent outcomes, respectively.
Moreover, we propose a third category to add to the existing typology, namely ‘formal
institutions in transition’. We furthermore incorporate a dynamic aspect to the model by
adding two further categories, concerned with the direction of the development. We believe
the resulting extension to the original typology of Helmke and Levitsky accurately accounts
for the dynamic nature of informal institutions as well as their important role in shaping

effective formal institutions.
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Introduction

Informal institutions represent a new research agenda in business and management studies
(Peng et al., 2008). Whereas formal institutions, such as laws and regulations, remain
relatively easy to frame and analyze due to their transparent, accessible and to some degree
quantifiable nature; informal institutions, such as values, customs and norms of behavior, and
informal networks represent a challenge (Wang, 2000). Their interference in and influence on
business, managerial activities, and economic development have been regarded as tremendous
(Meyer and Peng, 2005; Ostrom, 1997; North, 1990; Lew, 2013). Formal and informal
institutions interact and thus determine the effectiveness of one another (North, 1990;
Pejovich, 1999). Not only are international institutions concerned with economic development
but also how informal institutions influence the effectiveness of formal institutions in terms of
political and economical development. Multinational corporations, as well, need a better
understanding of how informal institutions must be considered in order to successfully do
business in local markets.

Several scholars raised fundamental, yet unanswered, questions: for example, what are
informal institutions and why people give preference to them even over formal institutions
with different intensities in different countries. In a widely cited study, Helmke and Levitsky
(2004) aim to clarify why people feel inclined to create informal rules, even though a set of
formal rules and legislation mechanisms already exist. According to these authors three
motivational reasons persist. First, people create informal rules because formal institutions are
inefficient or fragmentary. Second, informal institutions can pose only a second-best strategy
for the actors who are not able to locate an adequate formal institutional solution even though
they would prefer to do so. In some cases, actors lack the potential to alter the existing formal
rules; in other cases, actors create informal institutions because this is perceived as the
cheaper alternative to designing a formal institution to suit their needs. The fabrication of
informal institutions can also represent a second-best strategy when formal facilities exist on
paper only and are ineffective in praxis. A third motivation develops from the intention to
pursue socially unacceptable goals. Because informal organs possess a tendency for obscurity,
they give the relevant actors the opportunity to create an agenda that would not withstand
public scrutiny. Even in certain areas of the world where bribery, patrimonialism, and the
buying of votes are accepted as a part of everyday life the universal rules foreclose their
legalization (Helmke and Levitsky, 2004).

The purpose of this study is twofold. First and foremost it seeks to further develop the

widely accredited typology of institutional interaction proposed by Helmke and Levitsky



using the example of Guanxi. Helmke and Levitsky propose a structured outcome-based
typology in order to shed light on how informal institutions interact with formal ones. This
typology features an outcome-based model on how informal institutions interact with
effective and ineffective formal institutions. However, this static element is incapable of
capturing the dynamic nature of informal institutions. In addition it distinguishes effective and
ineffective formal institutions only and ignores any intermediate state that formal institutions
can assume. In this study, we test this typology, described in detail in the following section,
against Chinese Guanxi, an informal institution often regarded as interfering in China’s
institutional development. Building on the work of other Guanxi scholars (e.g. Li, 2005,
2007a), we believe that important lessons can be learned to foster a better understanding of
the interaction of formal and informal institutions. Second, in connection to the prior purpose
of our research, this study contributes to the ongoing debate on how informal institutions can
affect and shape the dynamic development of formal institutions in the latter’s transitional
process.

The remainder of this study is organized as follows. We provide an explanation of the
theoretical background in reference to the typology proposed by Helmke and Levitsky
followed by a reflection on how Guanxi might fit into this typology. Concerns about this
connection are raised in a separate section on typological dissonance. Then, the empirical
method, the stylized facts method (SFM), and corresponding process steps are explained and
applied in order to aggregate the existing research results. Before summarizing what has been
studied and delivering a conclusion, we report on limitations and future directions for

research.

Theoretical background

Institutions: definition, interaction and co-evolution

Institutions are traditionally defined as rules and procedures shaping social interaction by
limiting and enabling the actions and behavior of subjects and individuals (North, 1990).
Institutions may be categorized as formal and informal. Formal institutions are represented by
the rule of law, courts, and bureaucracies while shaped, communicated, and implemented
through official channels. This kind of institution can only enfold its bond force with the help
of formal sanctions and usually occurs in writing. Informal institutions are, contrary to formal
institutions, mostly unwritten and constructed, shared, and enforced outside of official
channels. Many ‘rules of the game’, which structure politics as well as economics, are in fact

informal. In this paper we employ the definition of informal institutions as used by Helmke &



Levitsky (2004) since we try to expand their model, thus treating informal institutions and
norms synonymously.

Li identifies five dimensions of formality and informality (Li 2005) and states that
informality belongs in the scope of social ontology such as social ties and exchange events,
which are “implicitly assumed, endogenously formed and flexibly enforced by horizontal
peers in a personalized process,” (Li, 2007b: 6). The performance of formal institutions is
crucially shaped and influenced by informal structures in an important and partially
unpredictable way: however, there have been some attempts to unravel this connection
(Helmke & Levitsky 2004, Lauth 2000).

Institutional interaction and resulting co-evolution is a challenging theme. Given a
lack of empirical studies, the nature and operating modes of the linkages between informal
and formal institutions, their interaction and influence on each other’s developmental
direction is an important, yet poorly understood field of study (Hodgson, 2002). By nature,
informal institutions are multidimensional: thus difficult to extract and analyze separately and
also difficult to quantify (Ostrom , 2008, 1990). However, this field can reflect on a certain
history of research. Early sociological inquiry (e.g. Coleman, 1966) started criticizing the
view to regard existing social structures as given by analyzing how common decisions (or in
other words formal institutions) are made and how they change (by e.g. informal institutions)
over time. Further important attempts to bridge behavior on the micro-level to macro-level of
institutions were completed by Granovetter (1973) who analyzed the strength of social ties
between groups with linkage to information flow and community organization at the macro-
level. Plowman et al. (2007) extends change theory by observing changes in a church
community and its environment when the decision was made to serve meals to homeless. This
simple decision resulted in radical and continuous change that led to large and unplanned
organizational transformations taking place in an evolutionary way between social structures
and individual behavior. Often regarded as given and persisting, scholars have argued in the
past that formal institutions, e.g. legal law, can be sometimes ineffective and subvert social
cooperation (Fuller, 1981; Taylor, 1982). Social capital literature (e.g. Bourdieu, 1986;
Coleman, 1988) has provided a forum for an enhanced understanding of the link of social
connections and institutional change. Social capital, i.e. the sum of links established on trust,
trustworthiness and reciprocity between individuals and groups can mobilize the process of
institutional change, especially when formal institutions are impractical, improper, i.e. if they
do not fit the environment and do not help individuals to solve their problems and are weakly

monitored or their breach weakly (formally or informally) sanctioned (Ostrom, 1990; Ahn



and Ostrom, 2008). In the process of change the role of (informally) organized groups
becomes pivotal (Ostrom, 2008; Nostrum, 1992). In terms of effectiveness, both types of
groups, either small and large ones, can be as effective as the other (Olson, 1965; Esteban and
Rey, 2001). At a more mature stage of the change process, groups can trigger a movement
targeted at changing formal institutions, as illustrated by McCarthy (1987) by means of the
pro-life and pro-choice movement.

Whereas the Helmke and Levitsky typology tries to explain the forces leading to
institutional interaction we try to shed more light into analyzing the outcome by using the

special case of Guanxi.

A typology of institutions

Until recently, the relation between formal and informal institutions has been classified into
two categories; some scholars regard informal institutions as functional and problem solving
(Axelrod, 1986) and some as dysfunctional and problem creating (Collins, 2002). Helmke and
Levitsky (2004) expand the work of Lauth (2000), who distinguishes between three types of
formal-informal institutional relationships (complementary, substitutive and conflicting) but
neglects to go into further detail. Li (2007a) further elaborates on the aspect of strength for the
above-mentioned informal ties (social capital) and their respective influence on formal
institutions. However, this is an aspect we chose to neglect in this context: our chosen
research method cannot measure such facets. The typology of Helmke and Levitsky combines

two dimensions (see Table 1).

The first dimension is concerned with the degree of the convergence of the outcomes
produced by formal as well as informal institutions. The second dimension deals with the
effectiveness of formal institutions. Effectiveness, in this case, means the extent to which
written/formal rules are implemented and obeyed in practice.

Complementary implies that informal institutions co-exist with the existing formal
institutions and entails that actors follow the written rules. This kind of informal institution
fills gaps, takes care of issues the formal institutions neglect to deal with and thus enhances
their efficiency (Lauth, 2000).

Accommodating combines effective formal institutions but divergent results. In this



case, informal institutions create incentives for behavior that modifies the substantial effect of
formal rules but does not directly violate them. They may be contradictory to the spirit of
formal rules but not their writings. Even though this kind of informal institution is not
necessarily efficiency enhancing, it is nevertheless able to strengthen the stability of a formal
institution by cushioning demands for changes. The practice of Blat utilized in the former
Soviet Union provides an example of accommodating informal institutions. Because of strict
rules, which prevented people meeting their basic needs, Blat was used in order to meet these
goals and also supported the existing regime because it cushioned demands for change
(Ledeneva, 1998).

In the other two cases of the table, ineffective formal institutions are coupled with
informal ones. In such cases formal rules and policies are not accentuated, which enables
actors to ignore or violate them. Competing combines ineffective formal rules and divergent
results and thus produces competing informal institutions. This category of informal
institutions structures its incentives in an incompatible manner with formal rules: in order to
obey one rule, one has to violate another.

Similar to the case of complementary institutions, substitutive informal institutions
aim toward the achievement of results that are compatible with formal rules and procedures.
This kind of informal institution exists in an environment in which formal institutions are not
routinely enforced. Thus, they are in charge of accomplishing the issues of which formal
institutions are incapable. In his work, Li (2006) also elaborates on these categories and labels
them as either substituting or supplementing (when informal institutions meet effective formal
ones) or suppressing or sabotaging.

By extending the widely recognized general typology of institutional interaction
provided by Helmke and Levitzky, research started drawing attention to this important facet
of institutional interaction and co-evolution in China. On the positive side, Guanxi can be a
competitive advantage for a firm in order to sustain frequent changes in the business
environment due to technological advancement and globalization leading to
Jhypercompetition® (D’ Aveni, 1994). In this effect firms need dynamic capabilities and
Guanxi can serve as a crucial asset in this juncture (e.g. Eisenhardt & Martin, 2000; in more
detail, see Li, 2007a,b). However, when trying to get a better grasp on the widespread
phenomenon of corruption, Li (2005, 2007a,b) assumes that Guanxi can also suppress or

sabotage formal institutions and therewith promote corruption.



Guanxi

Guanxi is a uniquely Chinese concept embedded in the context of rather weak formal
institutions and strong (informal) social ties (Li, 2007b). However, one has to be cautious not
to mix Guanxi with the Western idea of social capital. Whereas the latter “refers to a group-
based social tie, either weakly instrumental or weakly sentimental, but largely depersonalized
and primarily non-kinship-based,” a “typical social tie in the East, Guanxi is a dyadic social
tie, both sentimental and instrumental, strongly personalized, kinship- or non-kinship-based.”
(Li, 2012: 853). Guanxi is a system of favors (renging), where mutual obligation and
reciprocity is formed and the time for repayment flexible (Gold, Wank & Guthrie, 2002).

Guanxi is regarded as an important factor of influence in China’s social cohesion;
hence, it is equally important in economic activities (Luo, 2007; Chen et al., 2013; Li,
2007a,b). Rather simply defined, it describes the relationship between objects, forces, and
people (Yang, 1994). Pye (1982) defines Guanxi as friendship with implications of the
continued exchange of favors. The Confucian norm of reciprocity, as well as the focus on
family and kinship, is expressed in the practice of Guanxi. Guanxi implies a mutual obligation
between two or more subjects. If one receives a favor from someone, it is expected of him or
her to return a favor when asked for it.

Historically, Guanxi provided welfare and took care of the social as well as material
needs that formal institutions were unable to provide (Fan, 2002a). In 1951, Weber asserted
that in China a lack of obligation existed towards political, ideological, or other impersonal
groups. Therefore, unsurprisingly Guanxi institutions survived throughout centuries, filling
the gaps of formal institutions and became an integral part of the Chinese social system.
Guanxi can be used as a substitute for a reliable government and when an established rule of
law is lacking (Xin and Pearce, 1996). Weber also mentions that Western capitalism has been
the root of the development of formal structures (1930). This can be observed in China since
the government’s decision to proceed with economic transition. In order to improve
conditions for foreign investors, formal institutions are constructed and strengthened. Guanxi
is also long-term-oriented and serves as a mechanism to stabilize social and economic
relations. Estimates show every Chinese national belongs to at least one Guanxi network.

Every story contains two sides; therein Guanxi must also include negative
characteristics. Owing to the immense trust between the members of a Guanxi network, a safe
environment arises for illegal transactions in a rather low-trust environment. The character of
Guanxi changed after the economic transition. Due to increased possibilities for corruption,

often observed when new formal institutions are introduced into countries in transition (Zhan,



2012), Guanxi was widely used for illegal and rent-seeking purposes. This situation resulted
from government officials with excessive power but little money and the formation of a new
class of businesspeople that lacked power but had ample funds (Ledeneva, 2008; Taube and
Schramm, 2003). However, while the Chinese economy prospers, there are detectable cultural
changes (Leung, 2008) which, without doubt, also reflect on the institution of Guanxi
networks.

According to Li (2007b) Guanxi plays a dual role as a specific event as well as an
informal institution. In this context however, we decide to treat Guanxi first and foremost as
an institution in accordance to the definition by Wang (2000) and other various scholars (e.g.
Chen & Chen 2004, Guthrie 1998, Pye 1995).

To better understand Guanxi’s dual character, in reference to its negative and positive
effects outlined above, one must understand the ‘paradox’ (Fang, 2012) of its immanent
integration ability of both forces. In a Chinese context, this paradox is explained by an
ancient, indigenous Chinese philosophy of Yin Yang (Chen, 2002; Li, 1998, 2008) and a
central theme in Taoism. According to the Yin Yang view a phenomenon has two opposing
elements that are dependent on each other in order to be complete. Both opposing elements
mutually transform and balance each other under different conditions. They mutually affirm
and negate each other in unity (Li, 2008).

Hence, from a Yin Yang point of view contradicting positions are natural, non-
paradoxical (i.e. the West often attaches a negative connotation to the word ‘paradox’: Fang,
2012) not mutually exclusive, but rather mutually dependent and necessary. Yin Yang is a
force that synthesizes and harmonizes opposites, aiming at balancing contradictions (Fang,
2003, 2010; Li, 2012).

Understanding contradictory dynamics is a major research theme in the recent paradox
debate (Beech et al., 2004; Lewis, 2000) that is so far, curiously, discussed in parallel to the
Yin Yang debate with less adaptation of the Yin Yang lens on phenomena (exceptions are, e.g.
Chen 2002, 2008). Just recently, an increasing amount of scholars investigated the question in
relation to how actors accept paradoxes and consequently deal with them (Jay, 2013; Smith &
Lewis, 2011).

However, whereas the paradox-scholars generally perceive the amalgamation of
contradictory elements a ‘paradox’ that appears absurd, irrational or illogical; the Yin Yang
world view has potential to provide an answer and contribute to the debate by ‘synthesizing’

the connection between contradictions (Chen, 2002, 2008; Li, 2008).



Typological dissonance

Helmke and Levitsky (2004) place the activities of rural Chinese temples and lineage
associations to achieve a better distribution of goods (classifiable as Guanxi) into the category
of substitutive informal institutions. They argue that this kind of informal institution serves as
a means to circumvent the inability of formal institutions to provide certain goods, such as
social welfare. Formal institutions in China are by no means fully effective (yet), and Guanxi
remains a way to achieve goals (via legal or illegal routes) in order to overcome the voids left
by formal institutions. However, with the spread of capitalism in China and the influx of more
foreign investors, there will be an urgent need for effective formal institutions. Therefore the
likely outcome will push ineffective formal institutions to work toward higher effectiveness.
The transition or rather change of formal institutions is by no means a one-directional.
Informal institutions are not limited to an enhancing effect but can also harm the stability and
effectiveness of formal institutions by giving strong incentives for rule-breaking behavior.
There is even the possibility that a formal institution never reaches a state of effectiveness and
may remain in a limbo between the two opposite efficiency outcomes or that a formerly
effective formal institution turns ineffective due to strong informal forces, owing to the
concept of dynamic duality introduced by Fang (2012).

Underdeveloped formal institutions often characterize emerging economies such as
China. This can result in an unstable environment and creates a void, which is then usually
filled by informal institutions (Xin and Pearce, 1996) during transitional phases. However,
those informal institutions don’t vanish once formal institutions are fully established. A
duality situation occurs; the other one cannot fully exist without the other. This ideal
proposed by Fang stated that “potential paradox values coexist in any culture and they give
rise to, exist within, reinforce, and complement each other to shape the holistic, dynamic and
dialectical nature of culture” (Fang, 2012: 20).

Even though this article focuses on the informal norm of Guanxi, this model aims at providing
further distinctions to the relation between formal and informal institutions in general.

We argue that Helmke and Levitsky’s typology of informal institutions neglected two
important dimensions that reflect the reality of several countries in transition, not China
exclusively. First, informal institutions are dynamic constructs that change in nature and
influence over time. A sign of dynamism is provided by the interaction between formal and
informal institutions, i.e. informal institutions influence formal institutions and vice versa
(Posner, 1998). By developing an interaction thesis, Pejovich (1999) argues that new

contractual arrangements are sought once economic conditions change for the betterment of



individuals. By creating formal institutions, transaction costs can be reduced; hence, an
incentive emerges to establish new rules formally, which, however, need to be in line with
existing informal institutions (Pejovich, 1999). A stable and growing environment would not
lead to the emergence of or demand for contractual agreements.

Li (2007Db) states the current form and influence of Guanxi is the result of historical
interactions between formal and informal institutions. The rational-cognitive shade of Guanxi
is caused by the previously weak formal institutional environment and pronounced moral-
norm or emotional-affective side of Guanxi, stemming from strong informal institutions due
to the focus on familism as a Confucian heritage while aiming to counteract the abuse of state
power.

Second, Helmke and Levitsky’s typology only distinguishes between effective and
ineffective formal institutions. Scholars studying developments in emerging economies
typically observe an institutional transition phase (e.g. Peng and Zhou, 2005; Peng, 2003;
Taube, 2013). Zhan (2012) reports that countries in institutional transition are often prone to
corruption as (newly introduced) formal institutions operate ineffectively at the beginning.
Qian (1999) argues that imported or ‘best practice’ formal institutions are at risk of never
becoming fully effective, as they need to be compatible with domestic informal institutions.
Peng (2003) recognized institutions in transition by analyzing how firms make strategic
decisions in a developing institutional environment. This research extends the strategic choice
literature that has mostly analyzed a firm’s behavior in stable or rather non-dynamic
institutional environments.

Based on the above, we assume that formal institutions are seldom completely
effective or completely ineffective, particularly in nations undergoing a state of transition, be
it due to economic factors or political unrest triggered by revolution. Particularly, in
developing countries or nations in transition, newly established formal institutions often need
time and require modifications in order to become more effective. Thus, we propose adding a
category to Helmke and Levitsky’s typology that takes better accounts for countries in
transition phases (see Table 2). In order to accommodate the aspect of change due to time and
other factors, we also include two dynamic elements to the model, filling the gap between the

definite stages.
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Therefore, the question arises: how does Guanxi interact with developing formal institutions?
Is this different to its impact on effective and ineffective formal institutions? In the remainder,
we outline how we approach this research question by choosing the Stylized Facts Method

(SFM) as the empirical instrument for the aggregation of the empirical studies.

Methodology

The SFM

In order to explore our research question, we apply the SFM as an empirical instrument. The
advantage of the SFM is that it takes a wider range of research results into account. Compared
with a meta-analysis, the SFM is not limited to quantitative-oriented research; it can also take
qualitative studies into account (WeiRenberger and Lohr, 2007; Heine et al., 2005). The SFM
was originally applied by Kaldor (1968), in the field of empirical macroeconomic research in
order to aggregate knowledge in a defined area by applying a structured approach. Contrary to
some research that uses ad-hoc stylized facts for claims about the state of research, hence
running the risk of being biased by the researcher’s very own perception, Kaldor’s intention
was to offer a transparent and structured method of inquiry in order to reduce bias. The basic
problem Kaldor tried so solve was to reduce the complexity of the empirical research results
in a certain field by clustering and aggregating the state of research to allow a summarization
based on a structured and transparent approach. Therewith, clusters of knowledge can be
revealed that are more generally applicable to patterns of different observations as to
negligible details. Applying the SFM can also be simply described as a summary of the
knowledge of each defined subject area (Schwerin, 2001: 103).

Process description
The process of deriving stylized facts is an inductive approach that aims to make generalized
statements about a phenomenon. Based on the Heine et al. (2005) approach proposed herein, a

process flow is performed, as shown in Figure 1.

The advantage of this approach is seen in the transparency of the results of individual steps. A

constructive discussion of the partial results is possible as the generalization of recognizable

11



patterns can be classified as subjective while still allowing a transparent approach that is
easily traceable in each process step.

In the first step, a precise framing of the phenomenon under investigation is required.
Here, it is important to decide which context to include or exclude or whether context doesn’t
matter. The following literature research should ideally focus on scholarly contributions
published in academic outlets. Following the chosen level of abstraction in the first step,
relevant statements (citations) from the selected sources are extracted in the third step. In a
further step, similar statements are now a core term associated with clusters, which are based
on the study phenomenon. Then, the statements are reduced to their implications. By
neglecting irrelevant details, formerly decided by which context to be considered and which
not, the data is aggregated and implications of the findings lead into the final step to

generalized stylized facts.

Literature selection

By applying a keyword research (keywords: Guanxi, economics, business, management,
interaction, formal, informal, institution) using the search engines and databases Google
Scholar, EconL.it, Web of Science, Emerald Full Text, Business Source Complete,
International Bibliography of the Social Sciences (IBSS) and Scobus, we identified, as a first
step, 104 relevant studies. In order to be considered for the extraction of research results
(SFM step 3), we analyzed the papers to assess whether they contain any research results on
the nature and influence of Guanxi in China today, particularly their impact on formal
institutions. Once identified, the citations of the relevant parts were extracted. In total two
scholars and two research assistants worked on this task. As a result, 30 studies were excluded
from further investigation, as they showed no direct link to the research subject. The

remaining 74 studies were considered for further analysis (steps 4 and 5).

Evaluation of the empirical studies and findings

By performing a literature aggregation through following the process described in Figure 1,
we clearly find large support in terms of the substitutive as well as competing nature of
Guanxi with ineffective formal institutions, leading to a convergent and divergent outcome
respectively, as proposed by Helmke and Levitsky. However, several studies, specifically
those published after 2000, are rather difficult to clearly allocate to the proposed typology.
During the process we observed that it was quite difficult to clearly characterize Guanxi as

substitutive in its interaction with developing formal institutions. As a result of the competing

12



nature of Guanxi to developing formal institutions leading to convergent outcomes, we find
several studies that regard Guanxi as a persistent force with a changing nature that exists and
takes effect along institutional development. However, we also need to keep in mind that the
effect of Guanxi competing with the developing formal institutions can also be classified as
suppressing for they actively hinder their development towards full effectiveness. We thus
chose to go with the definition as suggested by Li (2005). In the category of developing
institutions, we propose considering the positive effect Guanxi can have on developing formal
institutions. Based on the literature, a facet of Guanxi can be characterized as auxiliary to
developing formal institutions, leading to convergent outcomes. We chose to label this
category “auxiliary” since our research clearly speaks for the assisting nature of Guanxi with
regard to the stability and effectiveness of developing formal institutions. A summary of the

stylized facts analysis conducted is presented in Table 3.

Auxiliary and convergent outcomes: As a result of our analysis we propose regarding
Guanxi a positive force that owing to the interaction with formal institutions can act as a
vehicle toward a further degree of effectiveness of formal institutions.

Representative examples support our assumption, for instance, in the studies of Anderson and
Lee (2008), who do not regard Guanxi as a replacement for markets and regulations rather as
complementary, and Pye (1995) who believes Guanxi supports the institutionalization of
power relationships and thereby contributes to system stability.

In addition, by considering the results of research in the field of what social capital can
do to foster the development of more stable formal institutions, we see additional evidence
that informal ties and networks contribute to the development of formal institutions, as the
studies of Dasgupta (2000), Putnam (1993) and Coleman (1988) testify.

Suppressing and divergent outcomes: On the contrary, we find evidence of the dual
influence of Guanxi during the transitional phase of formal institutional development. While
Guanxi can have an auxiliary influence on formal institutional development, it can
concurrently compete with formal institutions, leading to divergent outcomes such as
hampering formal institutional development, thus being of suppressive nature. The spread of

corruption, often observed in transitional phases of institutional development (Zhan, 2012),
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can be regarded as a force competing with newly introduced formal institutions. In this case,
the government can hardly control corruption, as it is often affected as well. In this relation,
Hung (2007) notes that the Chinese government becomes increasingly less able to maintain
control and discipline among its public officials. In summary, we distinguish two major
characters of Guanxi during the transitional phases of institutional development: auxiliary and
suppressing.

Dynamic interaction: By taking the theories of institutional interaction into account
(Stiglitz, 2001; Pejovich, 1999; North, 1990), we observe a two-way influence between
formal and informal institutions. Briefly stated, informal institutions influence formal
institutions and vice versa. How does that affect the influence of Guanxi in terms of
supporting the effectiveness of formal institutional development? This question remains
difficult to answer based on current knowledge. An important aspect to consider is whether
Guanxi will in its current role, as facilitator of goods and services not easy to obtain via
official channels, disappears or persists in the future. Li (2007b) summarizes the discourse on
the fundamental Guanxi base in which one camp of authors regard Guanxi as deeply rooted in
Chinese cultural values, whereas the other camp sees Guanxi as influential due to the weak
formal institutional environment. As a result, some foresee Guanxi receding in the future,

whereas others maintain the view that Guanxi will persist (see Table 4).

Currently, scholars fail to agree whether the influence of Guanxi should be regarded as
cultural (i.e. as an argument toward persistence) or institutionally driven (i.e. as an argument
toward receding). In the case of the former, Guanxi may not recede quickly due to the rigid
versatility of culture itself (Hofstede, 2007); in the case of the latter, it may change at the
speed at which formal institutions gain stability (Peng et al., 2008). Along this ongoing
debate, we see some recent support of a new alternative position that Li (2007b) names an
integrated view of Guanxi that is concurrently culturally as well as institutionally driven. The
central question remains less about whether Guanxi will persist or recede but rather how it
will change in nature over the course of institutional development. Recent publications align
with this integrated perspective. For instance, Guo and Miller (2010) see traditional facets of

Guanxi still applied in China (e.g. gift exchange) but point toward new forms of Guanxi that
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include the exchange of information and knowledge. Szeto et al. (2006) argue that today
Guanxi remains an important foundation for social capital but under the precondition that all
relationships are built within a legal or ethical framework. Drawing conclusions from the
ongoing debate proves difficult. However, independent of the views on Guanxi as culturally
or institutionally driven, support exists for the third view, namely the integrated perspective.
Thus, we propose Guanxi as a dynamic construct that can change its function and character

during transitional phases.

Result: An extension to the current typology

Based on the above, we propose an extension to the current typology from Helmke and
Levitsky by including a third category of formal institution into the model, namely, due to its
relation to time and dynamic process, ‘formal institutions in transition’, toward which Guanxi
acts as either auxiliary or suppressing, leading to convergent or divergent outcomes,

respectively (see Table 5).

In the central time and dynamic process-influenced category, informal forces may be strong
enough to push change forward or too weak to initiate a change of formal institutions. If in the
course of this struggle a power-balance occurs, formal institutions may temporarily stay in the
present state unless societal developments resume propulsive powers. In the category of
ineffective formal institutions, the strong forces of (substitutive) informal institutions with
convergent results make systems evolve, while with divergent outcomes, they strongly drive
towards replacement or modification of the existing formal institutions (suppressing) due to
environmental incompatibility. On the contrary, effective formal institutions will resist the
change process and informal forces with convergent outcomes complement some changes. If
the informal institutions have divergent results, then informal forces may be too weak or
minor to change the system and finally become a part of the subculture (accommodating).

In our argumentation, we characterize the category ‘formal institutions in transition’ as
a central dynamic platform for institutions being ineffective, effective or maintain a
transitional form if informal forces are neither stronger nor weaker to drive changes in either

direction. Right now, China fits in this category rather well. We believe this category not only
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suits much better the situation of institutional development in emerging economies or
economies in institutional transition, but also institutional developments in established

economies can be better understood by including a dynamic category into the typology.

Limitations and future research

The outcome of our investigation must be viewed within the confines of its limitations. To the
best of our knowledge, this study represents the first attempt to extend the typology proposed
by Helmke and Levitsky and thus should be considered a proposal to fertilize the ongoing
discussion. Although we regard qualitative research as the best approach for advancing
knowledge in this field, given the comprehensive set of existing empirical studies, qualitative
research may not be suitable for exploration into subjects that lack scholarly interest so far,
i.e. an insufficient number of studies to be analyzed. Further research might also highlight the
issue of the dynamic of change with regard to the stability of a state, which could include the
addition of further categories. However, in order to do so, a different tool must be employed
since stylized facts analysis becomes inadequate.

Future research may test our proposed extension by using other examples. For
instance, Blat (Russia, e.g. Ledeneva, 2003, 1998), Yongo (Korea, e.g. Lew, 2013; Yee,
2000a,b; Horak, 2014) or Wasta (Arabian world, e.g. Izraeli, 1997) would make excellent
examples to test the proposed model, given, as stated above, a sufficient number of

publications are available in these fields.

Conclusion

By applying the SFM, we tested the fit of Guanxi as an example for informal institution
against the proposed typology of Helmke and Levitsky. Our analysis led to three results. First,
we regard Guanxi as currently operating in a transitional environment. Though Helmke and
Levitsky’s typology proposes only two categories of formal institutions, namely effective and
ineffective formal institutions, we suggest an extension by including a third category, formal
institutions in transition, which takes real world dynamic developments better into account as
institutions in all economies, either developed or emerging, are transforming at varying paces.
Second, we find evidence, especially from newer research publications, demonstrating
Guanxi leads to two outcomes in an environment in which formal institutions are developing.
On one hand, Guanxi acts auxiliary to institutional development, leading to convergent
outcomes; on the other, it acts competing and thus suppressing to institutional development,

leading to divergent outcomes. Third, aside from the debate of whether Guanxi is culturally
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rooted or rather institutionally driven, we see much evidence to regard Guanxi as a dynamic
construct in line with Li’s (2007b) view, who proposed an integrated view of Guanxi. In other
words, Guanxi will likely persist and continue to exert influence despite its morphing nature
and character as the institutional environment develops.

We believe the proposed extended typology is especially beneficial to analyze
dynamic institutional transition phases. Future research may apply and develop our model
further by using examples like Blat, Yongo or Wasta, using qualitative analysis given a

sufficient quantity of reliable empirical research.
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Tables and Figures

Table 1: A typology of informal institutions

Effective formal Ineffective formal
Outcomes T o

institutions institutions
Convergent Complementary Substitutive
Divergent Accommodating Competing

Source: Helmke and Levitsky (2004: 728)

Table 2: Potential Typological Extension — ‘Developing formal institutions’

Effective Formal institutions Ineffective

Outcomes RS . . Lo
formal institutions in transition formal institutions

Convergent Complementary ? Substitutive

Divergent Accommodating ? Competing

Source: Adapted from Helmke and Levitsky (2004: 728)

Figure 1: Generating Stylized Facts — Process flow
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Table 3: Characterization of Guanxi between 1993 and 2011

| Stylized Fact | Publication year

| Author

| Representative citation

Substitutive 1993, 1995, 1996, Smart A. (1993); Pye L.W. (1995); Xin K.R. (1996); Yeung “Considered from this perspective, the transaction-
1997, 1998, 2000, Y.M.1. (1996); Bian Y. (1997); Tsui A.S. (1997); Tsang supporting function of guanxi may be seen as a
2001, 2002, 2003, W.K.E. (1998); Lee. M.Y., Paul E. (2000); Pearce J.A. (2000); | viable alternative to formal institutional support.”
2004, 2006, 2007, Dunfee T.W. (2001); Park S.H. (2001); Leung T.K.P. (2001); | (Lee. M.Y. 2000: 26).
2007, 2011 Chan R.Y.K. (2002); Hitt M. (2002); Ledeneva, A.V. (2003);
Su, C. (2003); Warren D.E., Dunfee T.W. (2004); Zhang Y.,
Zhang Z. (2006); Dunning J.H., Kim C. (2007); Su C.,
Mitchell R.K., Sirgy, M.J. (2007); Lu, R., Reve, T.(2011).
Competing 1995, 1998, 2002, Davies H.(1995); Farh J.L. (1998); Kiong C.H.T. (1998); Fan | “The weakness in the market structure and an
2003, 2004, 2006, Y. (2002); Yang M. (2002); Ledeneva A.V. (2003); Chen C. inadequate legal system, combined with a lack of
2007, 2008, 2010, Chen Y., Xin K. (2004); Warren (2004); Ai J. (2006); Zhang transparency due to the absence of political
2011 Y., Zhang Z. (2006); Lee E.Y., Anderson A.R. (2007); Li P.P. | opposition and media scrutiny, has allowed guanxi
(2005, 2007a, 2007b); Wang C.L. (2007); Gu F., Hung K., Tse | to contribute greatly in making China one of the
D. (2008); Hung H. (2007); Ledeneva A. (2008); Provis C. most corrupted countries in the world” (Fan Ying,
(2008); Ho C., Redfern K.A. (2010); Chang K. (2011); Nie R. | 2002:378).
et al (2011).
Auxiliary 1995, 2000, 2001, Pye L.W. (1995); Standifird S.S. (2000); Ledeneva A.V. “(...) guanxi will work in conjunction with markets
2003, 2004, 2008, (2003); Oh H., Chung M., Labianca G. (2004); Li P.P. (2005, | and regulations, rather than as a replacement.”
2010, 2011 2007a, 2007b); Lee, Pae, Wong (2001); Anderson A., Lee (Anderson, A., Lee, E.Y., 2008: 775).
E.Y. (2008); Luo Y., Huang Y., Wang S.L. (2011); Leung “The very pragmatic, utilitarian character of guanxi
T.K.P. etal (2011); Wilson G., Brennan, R. (2010); Qin, Z. can help it to serve the function of institutionalizing
(2011); Chen Z., Huang Y., Sternquist B. (2011); Chung H. power relationships, and thereby give the system a
(2011); Guo C., Miller J.K. (2010); Zolkiewski J.M., Feng J. degree of stability.” (Pye L.W., 1995:53).
(2011). “Specifically, our meta-analysis results demonstrate
that both business and government ties lead to both
economic and operational performance.” (Luo, Y.,
Huang, Y., Wang, S.L., 2011:139).




Table 4: The influence of Guanxi — Receding, resilient or dynamic?

| Stylized Fact | Publication year | Author | Representative citation

Receding 1998, 2002, 2003, Guthrie D. (1998); Fan Y. (2002); Ledeneva, A.V. (2003); “With the strengthening of the market and
2006, 2007, 2008, Hutchings K., Weir D. (2006); Wang C.L. (2007); Chang K. regulations, the role of guanxi is diminishing.
2010, 2011 (2011); Gu F., Hung K., Tse D. (2008); Wilson G., Brennan (Wilson G., Brennan, R., 2010:662).

R. (2010).

Resilient 2002, 2006, 2007, Tan D., Snell R.S. (2002); Szeto R., Wright P.C., Cheng E. “guanxi persists and may remain essential in
2008, 2010, 2011, (2006); Millington A., Eberhardt M., Wilkinson B. (2006); China“ (Anderson, A., Lee, E.Y., 2008: 775.
2012 Anderson A., Lee E.Y. (2008); Wong M. (2007); Gao H.,

Ballantyne D., Knight J.G. (2010); Shou Z. et al (2011);
Zhang J., Pimpa N. (2010); Zhuang G., Xin Y., Tsang A.
(2010); Barnes B., Yen D., Zhou L. (2011); Chen Y.,
Friedman R., Yu E., Sun F. (2011); Li J., Madsen J. (2011);
Yen D.A., Barnes B.R., Wang C.L. (2011); Li J.J., Sheng S.
(2011); Luo J.D. (2011); Smith P.B., Huang H.J., Harb C.,
Torres C. (2012).

Dynamism 1998, 2002, 2003, Guthrie D. (1998); Ambler T., Styles C., Wang X. (1999); “Although traditional practices (gift or favour
2005, 2006, 2008, Fan Y. (2002); Ledeneva A.V. (2003); Lee D.Y., Dawes P.L., | exchanges) still exist in the Chinese business

2010, 2011 (2005); Hutchings K., Weir D. (2006); Szeto R., Wright P.C., | environment, there is an emerging new form of
Cheng E. (2006); Li P.P. (2005, 2007a, 2007b); Ledeneva A. | guanxi conduct that involves knowledge and

(2008); Guo C., Miller J.K. (2010); Lu R., Ma J. (2011), information exchange.” (Guo, C., Miller, J.K.,

Yang Z., Wang C.L. (2011). 2010: 287).




Table 5: The third category of formal institutions: ‘formal institutions in transition’

Effective Formal institutions Ineffective
Outcomes PR . . Lo
formal institutions in transition formal institutions
Convergent Complementary Auxiliary Substitutive
TGN e TR
Divergent Accommodating Suppressing Competing

Source: Extension to Helmke and Levitsky (2004: 728)



