Is Guanxi Ethical?
A Normative Analysis of
Doing Business in China

Thomas W. Dunfee
Danielle E. Warren

ABSTRACT. This paper extends the discussion of
guanxi beyond instrumental evaluations and advances
a normative assessment of guanxi. Our discussion
departs from previous analyses by not merely asking,
“Does guanxi work?” but rather “Should corporations
use guanxi?” The analysis begins with a review of
traditional guanxi definitions and the changing
economic and legal environment in China, both
necessary precursors to understanding the role of
guanxi in Chinese business transactions. This review
leads us to suggest that there are distinct types of,
and uses for guanxi. We identify the potentially
problematic aspects of certain forms of guanxi from
a normative perspective, noting among other things,
the close association of particular types of guanxi with
corruption and bribery. We conclude that there are
many different forms of guanxi that may have distinct
impacts on economic efficiency and the well-being of
ordinary Chinese citizens. Consistent with Donaldson
and Dunfee (1999), we advocate a particularistic
analysis of the different forms of guanxi.
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A critical dimension of international business
ethics deals with cross-cultural issues (Donaldson,
1996) and how managers ‘“can successfully
maneuver the disturbing trends that lie at the
intersections of different cultures” (Donaldson
and Dunfee, 1999, p. 46). Cross-cultural ethical
dilemmas often arise when a strongly ingrained,
culturally derived practice confronts a dynami-
cally changing business environment. Such
dilemmas occur more often today because
growth in international capital markets often
involves the imposition of international business
practices onto formerly isolated economies.

China is enjoying rapidly increasing foreign
investment while at the same time it must cope
with local changes influenced by Western legal
forms and concepts. The role of guanxi in
Chinese business culture provides one of the
most dramatic examples of an entrenched cultural
norm under pressure from international business
trends. To date, the popular and academic liter-
ature has focused on descriptive and instrumental
dimensions of guanxi (Xin and Pearce, 1996;
Yeung and Tung, 1996; Leung et al., 1996; Tsui
and Farh, 1997) to the virtual exclusion of
normative aspects. The few who do recognize
the ethical issues regarding guanxi consider
mainly efficiency arguments (Lovett et al., 1999)."
This paper extends previous analyses by going
beyond merely asking “Does guanxi work?” to
focus on the critical normative question “Is the
practice of guanxi ethical?

Our analysis begins with a review of tradi-
tional guanxi definitions. Next, we discuss the
changing economic and legal environment in
China, a necessary precursor to understanding
the role of guanxi in the Chinese business
transactions. This section is followed by a dis-
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cussion of the current status of guanxi in China
and the economic or instrumental impact of its
practice. The analysis leads to the conclusion that
there are quite distinct types of, and uses for
guanxi. Finally, we then identify the potentially
problematic aspects of certain forms of guanxi
from a normative perspective, noting among
other things, the close association of particular
types of guanxi with corruption and bribery. The
article closes by discussing the implications of the
changing economic environment in China for a
normative evaluation of guanxi.

I. Guanxi defined

The first step in determining the merits of guanxi
as a business practice requires that we define it.
Guanxi is not a precise term of art. Instead, it
refers to a cultural phenomenon and, as such, has
been described differently by various scholars.
Scholarly descriptions of guanxi include “tight,
close-knit networks” (Yeung and Tung, 1996,
p- 54), “interpersonal connections” (Xin and
Pearce, 1996, p. 1641; Leung et al., 1996,
p- 749), and a “gate or pass” (Yeung and Tung,
1996, p. 54). Tsui and Farh (1997, p. 59) remark
“the literature (both Chinese and English) shows
no consensus in the translation or definition of
the term guanxi. According to Bain (1994),
guanxi could refer to one of three things: (a) the
existence of a relationship between people who
share a group status or are related to a common
person, (b) actual connections with and frequent
contact between people, and (c) a contact person
with little direct interaction.”

The core idea of guanxi involves relationships
between or among individuals creating obliga-
tions for the continued exchange of favors. Akin
phenomenons are found in most societies,
characterized by familiar terms such as blat,
bakshish and relationship marketing.” Imperfect
Western analogues include networking, reci-
procity and nepotism. Western antonyms would
be impartiality and objective merit. In China,
guanxi begins with a “guanxi base” (Tsang,
1998, p. 65) entailing either a blood relationship
or some social interconnection. The latter may
involve having gone to the same school, lived in

the same neighborhood, belonged to the same
organization and so on. The former is reflected
in the tendency of Chinese in many countries
to organize around family firms. Connections
based on blood or kinship represent “ascribed”
or inherited guanxi while other connections
must be cultivated or “achieved” (Yeung and
Tung, 1996).

However, a guanxi base alone is insufficient to
establish strong guanxi. The individuals must
interact, exchange some favors, build trust and
credibility, and work over time to establish and
maintain the relationship. Actions supporting
the development of strong guanxi may include
invitations to visit one’s home or place of
business, entertainment, gifts, use of supportive
intermediaries and such things as hiring the oft-
spring of the subject party (Tung, 1998). True
guanxi can not be established merely through the
one time payment of a coarse bribe.

Guanxi plays an important role in Chinese
society. It may serve as means of signaling trust
and integrity in a system that lacks strong back-
ground institutions (Lovett et al., 1999). It may
also constitute an informal network allowing
individuals to bypass the inefficiencies inherent
in a communist bureaucracy (Xin and Pearce,
1996). Some regard guanxi as the glue that holds
the Chinese society together (Lovett et al., 1999).

For organizations, guanxi serves as a strategic
tool, especially for those without strong govern-
ment ties. Recent business publications applaud
multinational corporations who skillfully use
guanxi while entering the Chinese market
(Tanzer, 1993; Pitta, 1994; Engardio, 1996;
Vanhonacker, 1997). Some regard guanxi so
highly that they advise organizations to consider
guanxi a strategic resource and recommend
guanxi audits (Wall, 1990; Yadong, 1997; Tsang,
1998).

Recent research suggests that privately-owned
organizations use guanxi as a substitute for formal
institutional support. Xin and Pearce (1996)
found that executives in privately-owned orga-
nizations placed more value on business con-
nections, relied more heavily on guanxi for
protection and gave more unreciprocated gifts
than executives in state-owned or collective
hybrid companies. Thus, guanxi may be used as
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a substitute for the direct contacts with state and
party personnel that may be available to the other
organizational forms.

At the individual level, managers may estab-
lish and use guanxi to carry out business in a
number of ways.” Guanxi can be used to gain
access to new customers, keep existing clients,
facilitate daily business operations, or even to
avoid government investigations. For example, a
manager may befriend a government official as
a means to avoiding a time-consuming approval
process on a new product. Thus, this friendship
allows the manager to bypass a government
system and bring his product to market more
quickly. Other managers may utilize guanxi by
relying on old classmates for job opportunities or
depend on relatives to purchase goods that cannot
otherwise be sold. Guanxi may even be a tool for
screening job candidates — some organizations
require potential new hires to exhibit a strong
web of business relationships in order to be
considered for certain managerial positions (Fan
and Ambler, 1998).

Guanxi is an intricate, illusive concept. In the
next section, we review the changing economic
and legal environment in China as a precursor
to normatively evaluating guanxi.

II. The changing environment in China

During the past two decades, China has made
great economic progress, becoming a major
player in world trade and attracting substantial
foreign investment. Concurrent with China’s
cautious integration into the world economic
system, significant changes have taken place in
the domestic business environment. These
changes include, among other things, increased
privatization of business firms, a movement
toward more emphasis on the rule of law, changes
in forms of business operation and corporate
governance, Increasing competition among
business firms and increased foreign investment.
Each of these is briefly discussed in turn.

A. Rule of law

Although still in a primeval stage, background
regulatory organizations are being formed and
commentators such as Eakeley (1997, p. A23)
claim that “China is showing an interest in the
rule of law” by virtually transforming its legal
system. There are now 100,000 lawyers licensed
to practice in China, which is remarkable in view
of the fact that the profession was outlawed as
recently as 1979 (Eakeley, 1997). Even so,
problems of federalism, administration and cor-
ruption plague the nascent legal system and
enforcement of judgments or even national
statutes remain chancy (Nikkel, 1995). When
legal remedies are not available or effective, then
“shareholders, whether Chinese of foreign,
usually must rely on mediation and arbitration,
or the more common route of guanxi (personal
connections), to resolve disputes” (Nikkel, 1995,
p. 515).

There is considerable debate concerning how
fast China is moving toward a Westernized
emphasis on the rule of law. Some believe that
global business forces will speed the transition as
China’s need for capital creates a demand for
certainty and impartiality. Guthrie (1998) believes
shifts in the economy have led China to redesign
the legal system in such a way that it favors
efficiency and produces disincentives for guanxi-
based transactions. Specifically, Guthrie (1998)
explains how increases in the monitoring of
industrial organizations decreases the degree of
reliance on guanxi. Others, such as Garten (1998,
pp. 173—174), disagree, “(f)or decades to come,
the structure of China’s government will be far
less important to businesses than the officials who
are in charge. More than any other large country,
it will be a system not of laws and institutions
but of people and relationships.” Some even
argue that guanxi will gain importance in
international transactions because it provides a
more effective means of conveying trust than
formal legal contracts (Lovett et al., 1999).
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B. Corporate governance

In April 1994, the National People’s Congress
in China approved a new Company Law that
provides a legal framework for the organization
and operation of private stock companies (Fang,
1995). Formal implementation of a corporate
legal system reflects various motivations on the
part of the state. For example the changes in
the legal system should pressure the under-
performing, state-controlled companies to
become more efficient. This is a serious concern
because as of 1994, 41% were estimated to be
losing money (Nikkel, 1995). The changes are
also designed to attract new sources of capital by
tapping into the significant personal holdings
(“mattress capital”) of ordinary Chinese citizens.

The new law sends mixed messages con-
cerning corporate objectives and governance.
Article 102 provides that shareholders “shall be
the organ of authority of the company.” That
seemingly liberalizing standard must be viewed
in the context of majority state ownership for
most companies. In addition, the law itself sends
countervailing signals. Article 14 provides that
“companies must . . . strengthen the establish-
ment of a socialist spiritual civilization, and
accept the supervision of the government and the
public” (Nikkel, 1995, p. 523). Although Article
15 reads in the nature of a preamble it also serves
as a clear reminder that China is a communist
country.* Overall, the rights of shareholders in
joint stock companies are in theory similar to
those in Western companies, including the rights
to limited liability, elect a board of directors,
receive dividends, exercise a residual claim against
corporate assets and vote by proxy. The board
of directors, in turn, has the responsibility to
appoint, and if necessary, remove senior man-
agement. Article 123 requires that “the directors
and manager shall . . . faithfully perform their
duties and protect the interests of the company”
(Nikkel, 1995, p. 526). The law goes on to
specify these duties some of which appear to be
similar to fiduciary duties of loyalty and due care
found in U.S. corporate law. For example,
specific provisions “disqualify government offi-
cials from serving concurrently as directors
or general managers, prohibit directors and

managers from taking bribes or accepting illegal
income and preclude directors and managers
from entering contracts with the company except
in limited circumstances” (Nikkel, 1995, p. 527).

C. Privatization

Even though the majority of enterprises within
China remain owned by the state, privately-
owned firms continue to emerge, along with
hybrid forms in which a governmental entity
owns the majority of the shares’ and private
investors own an interest. By 1999, the Shanghai
Stock Exchange listed 457 companies (Xinhua
News Agency , 1999). The Chinese government
encourages privatization as a means of increasing
efficient decision-making (as for example, in the
banking sector where certain banks have become
notorious for making bad loans) and also tapping
the flexibility of global capital markets. For
example, in 1998, over 100 Chinese companies
were interested in issuing convertible bonds
(Lucas, 1998). Although privatization encoun-
tered difficulties in the late 1990s, it is expected
to accelerate particularly when China is finally
admitted to the World Trade Organization.

D. Foreign Direct Investment

Many of the trends described in this section are
interrelated. This is particularly true of the
increase in levels of foreign investment during the
1990s. China, in an attempt to sustain economic
growth, offers increasingly more attractive oppor-
tunities for foreign investment. These opportu-
nities coincide with major changes in the legal
and political environment such as the legalization
of wholly foreign-owned enterprises. Such own-
ership opportunities continue to attract foreign
investors who do not want the hassle of part-
nering with local businesses. Tung and Worm’s
(1997) research on European firms conducting
business in China confirm the assertion that
foreign investors desire a controlling position
(majority or sole ownership) in their Chinese
business. Tung and Worm (1997, p. 3) explain

how such managerial preferences stem from
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“their need to exercise control and their attempt
to minimize the influence of the large cultural
distance between Europe and China.” In 1996,
the number of wholly foreign-owned enterprises
surpassed the number of new joint ventures for
the first time (Smith, 1997).

While any type of foreign investment poses a
threat to the Chinese business culture, the growth
of wholly-owned foreign enterprises threatens to
disrupt traditional Chinese practices the most.
Owners who wholly own a Chinese company
are not bound by the demands of a Chinese
business partner and therefore do not need to
conform to as many Chinese practices as foreign
partners in Chinese joint ventures. This freedom
may also lead to the importation of non-Chinese
cultural norms. Most importantly, these foreign-
owned organizations may present competitive
forces that conflict with guanxi traditions and
thereby impact the effectiveness of an organiza-
tion that relies heavily on guanxi.

E. Competition

According to Guthrie (1998, p. 264), the
Chinese government continues to shift more
financial responsibilities to business firms who
must then find ways to remain competitive under
stricter economic conditions. Guthrie (1998)
believes that such trends will result in the aban-
donment, at least in part, of guanxi-type business
transactions because relation-based contracting
will be outperformed by more market-driven
economic variables such as price and quality.
Essentially, as China opens its doors to compet-
itive markets, organizations will be more con-
scious of their competitive advantage. This
awareness will lead organizations to value
economic transactions over social obligations
because the former are more efficient for the
organization. The claims for efficiency lie in the
appeal of the certainty of monetary debt over the
ambiguity of a future social obligation imposed
by guanxi. This logic suggests that as competi-
tion rises in China, businesses will find it easier
to pay debts with money rather than favors.

E  Other influences

Other changes in China may also affect the
practice of guanxi. Job mobility, once greatly
restricted, is now a significant phenomenon. One
estimate indicated that 15% of Shanghai’s work-
torce changed jobs in 1993, almost 10 times the
prior rate (Tsang, 1998). As people are more
mobile, the types of ties that lead to strong
guanxi are presumably harder to maintain. The
increase of information flows through the
internet and telecommunications also may weigh
against the traditional forms of relationships as
people have more direct sources of information
and influence.

In addition, forces outside of China may have
an impact internally. The most significant of
these for the purposes of this article is the rapidly
escalating worldwide condemnation of bribery
and corruption. Transparency International, an
international NGO based in Berlin, has been a
major influence behind the emerging global
view condemning bribery and corruption. The
organization promotes an annual Corruption
Perception Index based upon surveys of those
doing business globally and the index has become
an influential measure of perceptions of corrup-
tion in individual countries. In 1997, China
ranked as the 12th most corrupt country out of
52 countries, falling between Argentina (11) and
the Philippines (13). China’s rank shifted in 1998
to the 33rd most corrupt country out of 85
countries but it is difficult to tell if the shift in
rank reflects true progress or an increase in the
number of countries indexed (Kaltenheuser,
1998).

In December 1997, the 29 OECD countries
(plus five others including Argentina, Brazil and
Chile) formally signed a non-self-executing
convention to combat public sector bribery. In
general terms, the signatories are committed to
implement domestic legislation compatible with
the Convention’s terms, which bear a generic
relationship to the U.S. Foreign Corrupt
Practices Act. In March 1997, the Inter-
American Convention Against Corruption
entered into force. It has far-reaching provisions,
encompasses the receiving of bribes and even
provides for extradition under certain circum-



196 Thomas W. Dunfee and Danielle E. Warren

stances. These government-based actions were
complemented by the promulgation of anti-
bribery rules by the International Chamber of
Commerce in 1996 and the World Bank’s con-
demnation of bribery and corrupt practices in
its guidelines.

III. Current Chinese culture and guanxi

A normative analysis will be affected by the
extent to which guanxi is embedded in the
underlying culture and the manner in which it
relates to extant business forms and strategies.
This section addresses managerial perceptions of
guanxi, guanxi ownership, and business uses of
guanxi. Among other things, these factors should
influence the ease and rapidity by which guanxi
may change within the society. Many argue that
guanxi is deeply tied to the Confucian heritage
of the Chinese people and entrenched in the
Chinese way of life (Yeung and Tung, 1996;
Lovett et al., 1999). If guanxi is deeply rooted
in traditional Chinese culture, then economic
forces alone should not be sufficient to bring
about major changes in the practice. If instead,
guanxi is more artifactual, representing a partic-
ular response to a given set of institutions or
events (e.g. the aftermath of the cultural revolu-
tion) then it may be expected to change rapidly
in the face of evolving background institutions
and business conditions.

A. Changing perceptions of guanxi

As a foundation for a normative analysis of
guanxi, particularly one based on social contract
norms, it is useful to know how current Chinese
view guanxi, particularly practicing business
managers. For example, are the views of guanxi
changing as a result of the trends and changes
detailed in the prior sections? In a recent survey
of Chinese managers, Guthrie (1998) found that
some view the practice of guanxi as increasing in
importance while others believe that it is of less
or even no importance in the emerging Chinese
legal framework. Guthrie summarized the views
by stating that gaunxi, while still an important

institutional system, is diminishing in importance
due to both increasing competition and legalism.
Managerial perceptions of guanxi’s importance
varied according to the firm’s “position in the
industrial hierarchy of the former command
economy” (Guthrie, 1998, p. 275). Specifically,
Guthrie (1998) found that managers in the
higher institutions of the Chinese industrial
hierarchy perceive guanxi as less important than
managers in institutions that hold lower positions
in the industrial hierarchy. Guthrie interprets the
difference as a reflection of the manager’s ability
to access high-level officials. Those managers in
higher institutions already have access to the
bureaucrats who facilitate business transactions
and therefore do not need to rely on guanxi as
much as those managers in lower institutions.

B. Who owns guanxi?

Another important question for a normative
analysis 1s whether guanxi may be associated with
an organization rather than just an individual.
That is, when an obligation is created as a result
of guanxi, is it always attributed to a particular
individual or does the organization, as an
independent entity, possess the association? Tung
and Worm (1997) in a survey of European firms
doing business in China found that 63% of the
respondents considered guanxi to be a personal
asset while 20% believed that it belonged to the
employer. Tsang (1998) provides a possible
explanation for this dual perception by claiming
that guanxi may be “elevated from an individual
to an organizational level.” Presumably the test
of such a case would be whether those obligated
see the organization as the object of reciproca-
tion rather than an individual. Thus, if managers
work to establish guanxi with a customer on
behalf of their organization and that customer
continues to recognize an obligation to managers’
organization, even after the managers leave, then
the organization could be said to have guanxi. If
this is true, then guanxi may exist between
organizations. The idea that organizations may
themselves posses guanxi is reflected in popular
press headlines such as “Chinese Shares Show
‘Guanxi’ Appeal” (WSJ, 9/29/97, p. C1.) In this
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article, Webb reports how guanxi rooted in
political connections provided crucial attraction
for the investors of two large stock issues in
China.

C. Business uses of guanxi

A final issue is whether guanxi is in fact a con-
glomerate of very diverse practices which can be
rationally broken out into sub-groups. Many
academic writers have attempted to do this.
Some researchers suggests that managers con-
ducting business in China differentiate between
the many uses of guanxi, treating each type as
an individual strategy for developing and main-
taining business. Tung and Worm (1997) asked
managers of European companies working in
China to rank the importance of four types of
guanxi used when trying to establish connections
with a target institution. The behaviors included
(1) inviting executives on a trip, and offering to
pay for all expenses, (2) entertaining executives
by throwing extravagant parties, (3) giving
modest gifts, and; (4) using an intermediary to
establish contacts. Not only did the managers
distinguish between different types of guanxi,
they showed strong preferences for different types
(e.g., the first type was recommended by most
as a strategy for establishing contacts).

Other researchers focused on the recipient of
the guanxi as a way of categorizing types of
guanxi. Xin and Pearce (1996) asked Chinese
executives the primary reason for a person’s
usefulness and then coded responses based upon
whether connection provided contacts in
government, key companies, elsewhere in the
same company, or if the connection controlled
financial resources, access to customers, technical
or professional knowledge. As stated earlier,
executives in private companies relied more
heavily on guanxi than those in state-owned or
collective-hybrid companies.

We believe that the uses of guanxi vary in
significant ways and that this helps to provide a
basis for a comprehensive normative analysis of
the practice.

IV. Instrumental analysis

The impact of guanxi on economic performance
is not known with precision. On the one hand,
there are certain macro considerations supporting
the claim that the impact of guanxi is positive.
For example, it may serve as a means for signaling
trust and credibility in a society in which such
characteristics are not transparent and are not
supported by incentives embedded in strong
background institutions (Lovett et al., 1999). It
may also constitute an informal network allowing
the bypassing of the inefficiencies inherent in a
communist bureaucracy. In this sense, guanxi may
be seen as a substitute for the rule of law.
Interestingly, Xin and Pearce (1996) report that
private managers were more likely to rely on
guanxi, but they saw it as a necessity — a
defensive measure. As Yeung and Tung (1996,
p- 56) point out, “Emphasis on personal power
promotes the practice of guanxi, since an indi-
vidual (rather than institutional authority) defines
what is permissible in a given context at a
particular time. According to Lee Kuan Yew,
founding father of the Republic of Singapore,
the Chinese use guanxi ‘to make up for the lack
of the rule of law and transparency in rules and
regulations’.”

The overseas Chinese experience remarkable
economic success in China and some attribute
it to guanxi. As recently noted by the American
Chamber of Commerce in Hong Kong (1997),
overseas Chinese receive better returns on their
investments in China because they rely on family
members and friends who already possess guanxi
to assist in the establishment of businesses. Such
in-country contacts aid in the transfer of funds,
negotiations with governmental officials and the
establishment of contracts in a country with weak
institutional support. Thus, relying on a guanxi-
based approach has provided overseas Chinese
with some advantages vis a vis Western investors.

On the other hand, micro considerations
suggest that guanxi is inefficient. By definition,
it is inconsistent with the idea of performance
merit. Many people get hired for jobs, not on
the basis of their individual merit, but instead
on the basis of their lineage or connections
(Sensenbrenner and Sensenbrenner, 1994;
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Yadong, 1997). Furthermore, when the credits
and debits due to guanxi are calculated, what is
left may appear to be a very bad deal. A respon-
dent to a survey conducted by Tung and Worm
(1997, p. 11) stated that “In the 1980s, if you
had good guanxi you can sell a piece of bad
equipment at a high price.” This quote implies
that extra-market considerations may dominate
business purchasing and this leads to an ineffi-
cient allocation of resources. Another respondent
to the Tung survey stated that the best guanxi is
“where I've got something on you.” This would
seem to be a negative rather than a positive
dimension of guanxi. Its power is not a positive
relationship that involves some form of mutual
exchange over time. Instead, in a manner similar
to extortion, the power comes from an implicit
threat. “If you don’t do as I say, then I will reveal
something harmful about you.” It is easy to
understand how a misallocation of resources
would incur when negative forms of guanxi are
employed. As Ambler (1994) notes “(t)he oblig-
ations of guanxi are very real: in the wrong place,
at an inappropriate time, with unsuitable people,
the obligations can become a trap which is hard
to escape.”” While many business communities
condone the practice of gift-giving and providing
entertainment for business, their use in certain
types of guanxi appears to be different. In these,
the gifts and entertainment are provided with the
intention of securing guanxi and creating the
existence of a quid pro quo relationship. This
may create “an offer that one cannot refuse”. In
some instances, businesses must actively refuse
gifts for fear of future obligations. Vanhonacker
(1997) warns that some foreign companies have
tound that their Chinese partners’ guanxi has
taken them in directions that were difficult to
control. Lovett et al. (1999, p. 234) note that “the
skillful practitioner of guanxi will as often as not
consciously try to avoid relating him or herself
too intimately with certain others so as to avoid
being weighed down with obligations.”

A problem receiving recurring mention during
the liberalization of company ownership in China
involved an institutional form of guanxi that
appeared to interfere with the efficient operation
of capital markets. Firms issued stock that
produced an influx of cash to the firm. Then,

instead of investing in the firm’s own produc-
tion processes, the managers of the firm would
act as bankers and would invest in other firms in
the area, sometimes at the behest of local
government officials who wanted to see employ-
ment maintained in their locality. The firms
receiving the loans were often inefficient and
subsequently defaulted on the loans. This
produced a double negative effect. The money
was lost to productive investment in the issuing
firm and market forces acting against a highly
inefficient enterprise were thwarted.

The importance of guanxi in business dealings
is accepted as virtually a truism in certain areas
of Asia. Many have argued that understanding
and practicing guanxi is essential for successful
market entry and sustained success in China
(Wall, 1990; Leung et al., 1996; Tung and Worm
1997; Tsang, 1998). A resource-based analysis of
guanxi indicates that in many cases it may be
difficult to sustain a comparative advantage based
on guanxi (Tsang, 1998). Perhaps guanxi is more
in the nature of a barrier to entry, with a lack of
guanxi constituting a comparative disadvantage
(Ambler, 1994). This may be reflected in findings
that managers of private firms in China may be
more likely to use guanxi than managers of other
state-owned, or partially state-owned firms, par-
ticularly as a defensive measure (Xin and Pearce,
1996). Guanxi may be used as a substitute for the
direct contacts with state and party personnel
available to the other organizational forms.

V. Normative analysis of guanxi

Controversy surrounds the ethical status of
guanxi. Although there has been virtually no
normative analysis of the practice in the academic
literature, it has been both condemned and
defended in the popular media. To some
“guanxi” is a Chinese word synonymous with
corruption. Seen as one of the forms of “Asian
values” contributing to the abuses of crony
capitalism, guanxi is both righteously condemned
and reluctantly accepted as an unfortunate,
though necessary, evil for those wishing to
succeed in business in China. Others defend the
morality of guanxi claiming that it is “no more
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equivalent to corruption than social drinking is
to drunkenness” (Tsang, 1998, p. 66).

As we have described it, guanxi encompasses
a set of practices that may be used to achieve a
variety of objectives in widely varying contexts.
One of the important recent developments in
business ethics is the growing emphasis on the
context of actions (Donaldson and Dunfee,
1999). Under this approach, a specific act of
guanxi may or may not be ethically problematic
depending on whether it is consistent with the
authentic norms of local communities and also
with manifest ethical principles.
Authentic norms are those that have been con-
sented to by a sufficient number of community
members to create an obligation to comply with
the norm on the part of all members of the
community. Manifest universal principles, or as
Donaldson and Dunfee characterize them,
“hypernorms” are “principles so fundamental to
human existence that . . . we would expect them
to be reflected in a convergence of religious,
philosophical, and cultural beliefs” (Donaldson
and Dunfee, 1994, p. 265.) The use of the term
“manifest” emphasizes its double meaning:
“capable of being readily and instantly perceived
by the senses” and “capable of being easily
understood or recognized at once by the mind”
(Webster’s, 1976, p. 1375).

Another approach of growing popularity has
been to identify middle-level rules for evaluating
issues in global ethics. These rules are based upon
generally recognized ethical theories but then are
structured so that they apply to the particular
context of international business ethics. Richard
DeGeorge (1993) has offered a set of ecumeni-
cally grounded illustrative rules for proper
behavior of U.S. multinationals doing business
with less developed countries. Although a social
practice within a region is not the specific object
of his principles, they are relevant in a broader
sense for identifying key issues in global business
ethics. His seven principles are as follows:

universal

I. Do no intentional direct harm

II. Produce more good than harm for the
host country

III. Contribute to the host country’s devel-
opment

IV. Respect the human rights of employees

V. To the extent that local culture does not
violate ethical norms, MNCs should
respect the local culture and work with
and not against it

VI. MNGC:s should pay their fair share of taxes

VII. Cooperate with local governments in
developing and enforcing just back-
ground institutions.

In the next sections we first consider the possible
uses for guanxi and then we identify through the
application of the DeGeorge principles and the
social contract analysis certain potentially prob-
lematic aspects of the practice of guanxi.

A. Uses for guanxi

As we have described, guanxi may be used to
facilitate efficient exchange. Taka (1994)
describes the “long term give and take” essen-
tial to successful business relationships in Japan.
One analogue to guanxi that is viewed positively
in the West is relationship marketing (Dwyer et
al., 1987; Morgan and Hunt, 1994). Relationship
marketing is based on trust and involves taking
steps, over time, to create tightly linked connec-
tions between business parties. These connections
are seen to produce a more enduring, yet also
flexible, foundation for a long-term business
relationship. The ability to develop these is seen
as a comparative advantage for firms.

Gift-giving and entertainment used as a foun-
dation for future business relationships are
common in many cultures. This is certainly true
in the United States where a large industry
supports business entertaining. Upscale restau-
rants and major sports stadia owe their existence
to such practices. These practices are so common
they are the subject of norms and rules estab-
lished by firms and other interested parties. They
are based on the idea that humans are social
creatures and that social relationships underpin
many other types of interactions. To the extent
that guanxi is used in a manner consistent with
these concepts of networking and relationships,
it must be evaluated by the same criteria applied
to Western business entertaining.
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Although guanxi may be used in a private
context to facilitate exchange it may also be used
to produce an outcome whereby a firm’s lower
quality good or service is substituted for superior
alternatives. When one gets a discount because
of friendship, or one’s child is employed due to
a social relationship, or one obtains a loan from
a bank operated by a relative, then efficiency
suffers. The better qualified candidate is not
hired, capital, already in short supply is not put
to its most efficient use, and a product is “sold”
below the market price.

A very different use of guanxi is to apply it to
overriding government rules and regulations. It
may be the equivalent to coarse public sector
bribery where payments are made to avoid
environmental or safety regulations. Or it may be
used to obtain licenses or capital controlled by
self~interested government bureaucrats. Because
of the significant role that government plays in
the Chinese economy there are many approvals
required and the opportunities for extortion are
great. The sums that are paid to government
officials are estimated to reach staggering
proportions. It was estimated that $14.18 Billion
of Chinese government funds went “astray”
during the first half of 1999 (Li, 1999). One way
to avoid extortion or to cope with required
permissions is to build up guanxi with the
relevant officials who will give special treatment
to certain firms.

B. Problematic guanxi

Understanding the different context and uses of
guanxi it is now possible to turn to a normative
analysis of the practice. In the sections that
follow, we present an analysis of the potentially
problematic dimensions of guanxi.

1. As a social practice, guanxi may reduce societal
wealth

A key rule among the set of illustrative rules
oftfered by DeGeorge is #2: Produce more good
than harm for the host country. Using the idea
in a somewhat different sense, we ask whether or
not, taken as a societal practice, guanxi produces
more good than harm for the community in

which it is practiced. We described earlier the
current debate concerning the overall effect of
gaunxi on a national economy. If the answer is
that on net guanxi reduces societal wealth, or that
certain forms of gaunxi reduce societal wealth,
then guanxi may be problematic. An efficiency-
oriented analysis of guanxi constitutes a form of
consequentialism. Such analysis either requires an
evaluation of each particular practice of guanxi
to determine its effect, or an overall netting of
outcomes from the practice as a whole. Certain
specific acts of guanxi may not have a negative
eftect on efficiency. Thus, an ad hoc conse-
quential approach requires that each specific
instance of guanxi be judged on its own merits.
On the other hand, it seems plausible to argue
that the overall impact of the practice is to distort
and disrupt the operation of capital markets.
Guanxi as a generic practice may therefore be
found wanting under rule consequentialism.

2. As a social practice, guanxi benefits a few at the
expense of the many

It appears that large numbers of people in
modern China have limited guanxi when it
comes to business relationships. To the extent
that is true, and to the extent that the posses-
sion of guanxi is an important determinant of the
allocation of resources, it may be that guanxi
works to the disadvantage of ordinary Chinese
people. The claim that business-related guanxi
is pervasive and widely accepted as a cultural
practice in China may not be true. If there are
large communities of Chinese rejecting or
opposing these forms of guanxi, perhaps those
disadvantaged by the practice because they lack
opportunities to benefit from its use, then the
practice of certain types of business-related
guanxi may be problematic.

3. Guanxi may result in the violation of important
fiduciary duties.
Guanxi is ethically problematic if one of the
parties engaged in its practice directly violates a
significant fiduciary duty defined in local social
norms (Donaldson and Dunfee, 1999). If two
people exchange personal favors associated with
guanxi (X baby-sits for the Y’s child, later Y takes
X’s mother to the doctor) no duties are violated.
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In a business context, however, important duties
to third parties may be implicated. Consider the
case of a bureaucrat who awards a license to do
business in response to an obligation based in
guanxi. The bureaucrat is a public official who
has certain defined obligations to act in the
public interest. If the bureaucrat receives personal
benefits in return for his/her official action, then
the exchange may be viewed as one of public
assets for personal benefit. This is problematic if
the public official may be considered to have a
duty not to benefit personally from official
action. The boundaries of any such duty would
be determined by local law and custom. It may
be for example, that the public official is
expected, as one of the perks of the job, to use
the power of his or her position for self benefit.

The appearance of private firms in China
creates another variation of this problem. Some
firms now have shareholders. The shareholders
have some form of claim against the profits and
assets of the firm. Now, instead of a public
bureaucrat, the focus is on a manager who
exchanges organizational assets for personal
benefits. For example, a purchasing manager may
decide to buy overpriced supplies from a personal
acquaintance who has helped to get the
manager’s son into a prestigious school. The firm
spends more than it should for the supplies and
therefore makes less profit that it would other-
wise. This may be viewed as an exchange of the
shareholder’s property for the personal benefit of
the manager.

In order to conclude that either or both of
these two types of exchanges are unethical, a
specific fiduciary duty must be identified. An
immediate question is whether or not the guanxi
works to the benefit of the public agency or the
organization, or instead, is fully personal to the
individual. If the guanxi benefits the agency or
organization then, even though certain officials
or managers receive some personal benefit, it may
nevertheless be consistent with their duty. Even
if guanxi only benefits the manager personally,
this may not be problematic if the shareholders
of the firm see the benefit to the manager as an
efficient way of compensating the manager for
his or her work. Although the last scenario is
highly unlikely, these issues suggest that it may

be necessary to analyze each particular incident
of the use of guanxi in order to determine
whether it is problematic. Earlier we reported the
high percentage of managers who characterize
guanxi as a personal asset which lends support
to suspicions that fiduciary duties may be
breached when managers who work for publicly
held firms practice traditional forms of guanxi.

4. Guanxi may not be supported by the authentic
norms of relevant communities

One should consider all of the members of the
relevant community. It may be that those who
do not possess much or any guanxi may not
consider the practice appropriate. They would
certainly be acting against their own self-interest
to the extent that they support some of the
traditional forms. Thus, it may be that only small
sub-communities of managers and bureaucrats
support and consent to the practice. Two impli-
cations flow from this when applying a social
contract type analysis. First, it may be that the
practice of guanxi is not supported by a sufficient
number of community members to keep it from
being ethically problematic. Second, there may
be two communities relevant to a given transac-
tion. A community of bureaucrats may support
guanxi because it operates to their personal
advantage. In contrast, a community of managers
expected to deal with the bureaucrats may not
support guanxi because they must compete in
broader markets and the managers need to make
stafting and business decisions on the basis of
merit. Problems arise when the bureaucrats and
managers are involved in a transaction in which
guanxi was traditionally practiced. In this case,
the priorty rules of thumb suggested by
Donaldson and Dunfee would need to be applied
to determine whether the particular instance of
guanxi is problematic.

As our introductory analysis indicated, the
business environment in China is changing. As a
consequence, there may be situations and
contexts where the traditional forms of guanxi
are no longer considered appropriate. Foreign
investors within China may have different
expectations concerning how business will be
done. Guanxi may be seen as a form of dis-
crimination against foreign firms which may
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restrict flows of capital into China. As a conse-
quence, those who desire increased foreign
investment may try to restrict certain forms of
the practice. Similarly, Chinese firms that are
attempting to export into global markets may
find that they must limit the practice of guanxi
so that it does not compromise their ability to
compete globally. Thus, even though guanxi may
have historically been an authentic norm, it may
no longer be so.

5. Certain uses of guanxi may violate hypernorms
Hypernorms are manifest universal ethical norms
defined as principles so fundamental to human
existence that we would expect them to be
reflected in a convergence of religious, philo-
sophical and cultural beliefs (Donaldson and
Dunfee, 1999). As expressed by Michael Walzer
(1992), they would be a thin “set of standards to
which all societies can be held-negative injunc-
tions, most likely, rules against murder, deceit,
torture, oppression and tyranny.” The use of
guanxi to override government regulations
designed to protect public safety and health or to
facilitate actions that restrict human rights is
clearly problematic. Similarly, guanxi that results
in or leads to extortion whereby the quid pro
quo involves threats to one’s life or physical well-
being violates a hypernorm.

Return now to an earlier example of guanxi
whereby a government official allows a manager
to bypass a governmental approval process. The
product approval process probably exists for a
reason, one that should not be compromised
(e.g., regulates prescription drugs). But guanxi
places an obligation on business people in such
a way that the government official may feel it is
necessary to compromise the safety of others in
order to uphold his ties to the manager. In such
a case, the use of guanxi may violate hypernorms.

Coarse public sector bribery involving the
selling of public assets for private gain is widely
condemned and may be characterized as violating
a hypernorm (Dunfee et al., 1999). Bribery is
explicitly condemned in many religions and has
been denounced by writers holding radically
different political and economic beliefs, e.g. Ayn
Rand, Adam Smith and Mao Tse-tung. We
described earlier the growing global consensus

that bribery is harmful and should be con-
strained. All of these factors support the con-
demnation of guanxi when it is intended to or
does in fact result in the exchange of significant
public assets for private gain.

6. Guanxi may corrupt background institutions
Another of DeGeorge’s illustrative rules is #7,
Cooperate with local governments in developing
and enforcing just background institutions. An
impartial, efficient and fair legal system is an
essential foundation for a just society. The phrase
“the rule of law” implies the existence of a
disclosed set of rules that are applied fairly to
everyone. The type of guanxi that results in
special favors from government officials is directly
inconsistent with the existence of a just legal
system.

VI. Conclusion

Popular business publications and academic
literature praise guanxi as a facilitator of business
transactions in China. However, most of these
analyses rely upon purely instrumental evalua-
tions of guanxi and provide little consideration
for ethical concerns. This paper extends the
discussion of guanxi beyond instrumental evalu-
ations and advances a normative assessment of
guanxi. The paper departs from previous analyses
by not merely asking, “Does guanxi work?” but
rather “Should corporations use guanxi?”

We conclude that there are many different
forms of guanxi that may have distinct impacts
on economic efficiency and the well-being of
ordinary Chinese citizens. It is difficult to judge
the overall impact of the practice. Instead, con-
sistent with Donaldson and Dunfee (1999) we
advocate a particularistic analysis of the different
forms of guanxi. Firms should be wary of those
forms which violate emerging Chinese business
norms. They should also eschew those which
threaten human well-being or which significantly
disadvantage ordinary Chinese. No longer can
outside investors just simply uncritically accept
guanxi as a Chinese cultural practice.
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Notes
U Lovett et al., 1999, conclude that an ethical case
against guanxi can be sustained only under a univer-
salistic-analytic perspective and then dismiss it by
noting “this interpretation simply does not hold under
the particularistic-integrative assumptions of the east”
(p. 236).

> Lovett et al., 1999, claim that there is a growing
recognition that “relational exchange systems are the
way that much of the world does business” (p. 232).
> Ambler (1994, p. 69) describes how guanxi sys-
tematically unfolds in the Chinese business setting.
“The first part of the word, guan, is transferable. If
A has guan with B and B with C, then B can intro-
duce A to C, or vice versa. Otherwise contact is
impossible. For this reason, faxes are unlikely to
receive a reply until direct personal contact has been
established. In the meantime, A has to fax B who will
in turn, if the guan is satisfactory, relay it to C. The
xi part of the word implies formalisation and struc-
ture. Favours are banked, to be repaid when the time
is right, if ever. There is no urge to use up the guanxi
stored; like insurance, one hopes not need it but its
existence is reassuring.”

* There are conceptual similarities between the
language of Article 14 and the so-called corporate
constituency statues found in some U.S. States.

° “In China, a business enterprise is generally con-
trolled by either a local government (hence the term
‘local enterprise’), or by the ministry of the central
government that has responsibility for the company’s
primary line of business (hence the characterization
as a ‘central enterprise’) (Eu, 1996, note 124).
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