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The three papers in this dissertation investigate how institutional environment and firm 

characteristics influence Chinese firms’ performance in the domestic market as well as in their 

international expansion process. I propose that institutional environment and firm specific 

characteristics influence Chinese firms’ choices about corporate strategies, which lead to 

different outcome of performance including differences in foreign market entry attempts (chapter 

1), foreign market expansion strategies and performance (chapter 2) and differences in the 

contribution of human capital to firms’ financial performance (chapter 3). In Chapter 1, I utilize 

the concept of institutional distance to capture the gap between home and host country 

institutional settings and disaggregate institutional distance into political distance, economic 

distance and cultural distance. I empirically test the influence of these three institutional 

distances on the outcome of Chinese firms’ foreign market entry attempt. The results show that 

political institution is negatively associated with the likelihood of Chinese firms successfully 

entering a foreign market and the effect is contingent on firm specific characteristics. In chapter 

2, I focus on the quality of domestic institutional environment by measuring the unequal 

development among different dimensions of institutional environment. I use a step-wise 

approach to test how such inconsistency of development influence the propensity of Chinese 

small and medium sized firms (SMEs) to go abroad in their initial internationalization decision-

making phase and their financial performance when they are seeking for international expansion. 

The results indicate SMEs are more likely to go to international market when their perception of 

the institutional quality is low but this low domestic institutional quality would hurt their firms’ 



 

performance when they are seeking for international growth. Finally, in Chapter 3, I demonstrate 

the conditions under which firms could benefit from human capital. I find that the effect of 

human capital on firm performance is contingent upon the firm’s position in the interlocking 

directorate network. Human capital is associated with superior performance only when network 

centrality is high. Together, this dissertation shows how institutional environment that facing 

Chinese firms influence firms’ decisions on strategies, and thus how it influence firm 

performance in different situations.  
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Chapter 1 

 

What determine the outcome of Chinese firms’ foreign market entry 

attempts? The influence of firm characteristics and institutional distance in 

the case of Chinese outward foreign direct investment 
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Abstract  

 

China’s increasing capital outflow enables Chinese multinationals to compete in the global market but 

this opportunity does not always guarantee a successful outcome of market entry attempts. Although 

strategies such as location and entry mode choices have been substantively studied, the fact that China’s 

outward foreign direct investment is facing a high failure rate in even entering foreign markets has only 

received scant attention. Those Chinese firms who proposed to invest overseas but failed in their initial 

attempt to penetrate national market boundaries have been largely excluded from existing research. 

Grounded on institutional theory, this study provides a more holistic view of the globalization dynamic 

using a unique dataset that contains both successful and failed Chinese outward foreign direct investment 

attempts during the year 2009 to 2010. I employ a multilevel analysis model and show that firm 

characteristics have an important influence on the probability of successful foreign market entry attempt 

but the effect is conditioned on institutional discrepancies between China and host countries. 

 

Key words: Chinese OFDI; market entry attempt; firm characteristics; institutional distance 
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1.1 Introduction  

Advanced economies such as the G7 countries continue to be influential in international 

economic activities; however, emerging economies such as the BASIC group of countries (Brazil, South 

Africa, India and China) are becoming a source of strength that cannot be ignored and that may bring 

considerable restructuring to the power dynamic of the world economy.  

In the 1960s, the world economy began to globalize to a much greater extent than before 

(Dunning and Lundan 2008). A driving force behind this ongoing trend is the growth of multinational 

corporations and their cross-border foreign direct investment activities (Yeung and Olds 2000). 

Accompanied by the rise of emerging economies, companies from those economies are increasingly 

integrated on a global scale. They have entered into different regions of the world market and some have 

even extended their commercial and manufacturing operations to become worldwide competitors in fields 

such as electronics and property development. Those firms follow the rules of international business and 

share some of the characteristics of their western counterparts. However, at the same time, because of 

their unique domestic institutional settings and historical paths of development, they have different global 

expansion strategies and face diverse obstacles than western companies when venturing into the global 

market.  

Differences and difficulties are multifold. On the one hand, firms differ at the individual and 

organizational level (Carroll 1993), and these differences to some extent determine the outcome of their 

economic activities. Emerging market multinational enterprises (EMNEs) with distinct firm 

characteristics may encounter different situations. For instance, an EMNE with previous overseas 

experience might be considered more eligible than an EMNE which had never been involved in 

international transactions. On the other hand, to what extent an EMNE can achieve its goal of entering a 

foreign market is heavily constrained by situations at a more macro level than its own capability at the 

micro level: the institutional level (Peng, Wang and Jiang 2008a; Peng et al. 2009). EMNEs often find 

themselves in a more challenging situation than their developed country counterparts because of their 
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inherent insufficiencies, which make it hard to navigate complex international institutions. EMNEs face 

high uncertainty and risk when they expand overseas as there might be a huge gap between the host and 

home country in terms of political, cultural and economic situations. The international business models 

developed by scholars such as Dunning (1973; 1981) assume that a focal firm operates in a market-based 

economy. It is unclear whether theories derived from research done in the West would have much bearing 

on firms originating from transition and emerging economies (Peng and Heath 1996). Therefore, scholars 

have begun to explore the uniqueness of EMNEs’ international expansion (Buckley et al. 2007; Buckley, 

Tan and Xin 2008; Collins 2013; Deng 2004; Deng 2009; Kolstad and Wiig 2012; Lu et al. 2014; Luo 

and Tung 2007; Peng and Heath 1996; Peng et al. 2009; Quer, Claver and Rienda 2012) for a better 

understanding of the diversity of organizations operating in different institutional environments (Hannan 

and Freeman 1989). 

China’s experience is a good representation of the integrating process of burgeoning emerging 

economies. China is now ahead of Japan and has become the second largest economy (World Bank 2010). 

Though China only ranks 84th in GDP per capita, it had a total foreign currency reserve of 3821.32 billion 

dollars as of 2013 and the amount continues to soar to greater heights. The ample foreign currency reserve 

allows China to engage in activities that were commonly considered the privilege of firms from 

economies at more advanced stages such as outward foreign direct investment (OFDI). While China has 

traditionally been considered to be a popular destination for capital inflow, the fact is that it surpassed 

Japan in 2013 and has become the second largest source of capital outflow in the world (UNCTAD 2013). 

Chinese firms’ OFDI was largely promoted by the state beginning in the 1990s, pioneered by large state-

owned enterprises (SOEs) that were seeking natural resource and that were believed to be carrying out 

political objectives more than economic ones (Deng 2004). While SOEs remain the main players, private 

enterprises (PEs) are quickly catching up, and according to statistics published by the Department of 

Commerce, by the end of 2013 among the 543 billion non-financial OFDI stocks 44.8% came from PEs. 

In this process, as Chinese firms keep accumulating experience and confidence, there are remarkable 
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success stories outside the “politically important” fields of natural resources and energy (the most recent 

example is Dalian Wanda conglomerate’s acquisition of the American AMC entertainment group).  

However, the fact is that failure is not rare. Besides the successful cases, we have also witnessed a 

number of crashes due to some non-economic factors from the host country, even though both parties 

could have benefited from the transaction. One recent example is Mexico’s call-off of a 3.7-billion 

railway construction project in November 2014, which was to build a 130-mile line connecting Mexico 

City and Querétaro in central Mexico. The reason for the cancellation was reported to be potential 

“political risk” and “crony capitalism”.1  

Behind each single case lies power at the macro institutional level that is beyond the control of 

any individual firm and is moderating firms’ attempts and efforts. There are ways in which firms can 

better equip themselves to deal with this, such as hiring a CEO with overseas experiences or conforming 

to international practices and standards like certification of ISO quality systems. However, the home 

country institutions in which the firm is embedded and the host country institutions that firms encounter 

are sometimes of greater importance in determining firm level attempts and outcomes. In a narrow sense, 

successfully entering an overseas market through investment means surviving and thriving in the 

subsequent operation in the foreign market. However, market entry is a complicated and multi-phase 

process which involves at least two steps: entry and survival. Before having the opportunity to 

considering how to blend into the local market, first and foremost a firm has to show the local 

government, community and/or partners its capabilities and eligibilities in order to successfully get 

permission to do business there. No future steps will be possible without this initial success. In fact, more 

than half of high-profile M&A deals announced by Chinese MNEs have been abandoned (Sun et al. 2012) 

and little is known about the causes and reasons for those incomplete acquisitions (Peng 2012). Existing 

Chinese OFDI research employing institutional theory has focused mainly on firms that have passed the 

initial entry phrase and are at their survival (Peng, Wang and Jiang 2008b; Sun et al. 2012) and cases 
!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
1!http://sinosphere.blogs.nytimes.com/2014/11/10/dismay-from-china-after-mexico-cancels-high-speed-rail-

bid/?_r=0 
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where firms failed at the entry have been largely ignored (Peng 2012). Therefore, probing into the 

question of how macro level institutional settings moderate firm level attempts in the initial step of trying 

to gain permission to enter a foreign market would give us a clearer picture step by step of how Chinese 

firms are doing in their integration into the world economy.  

In this paper, a unique dataset is used to test how micro level firm characteristics, such as CEO 

background and firm overseas experience, and macro level institutional distance, including political, 

economic and cultural distance between China and host countries, determine Chinese firms’ attempts to 

enter a foreign market. Moreover, I argue that the extent to which firm level characteristics affect the 

outcome of market entry is moderated by macro level institutional difference – in other words: 

institutional distance.  

 

1.2 OFDI and failed market entry attempts: the case of China 

As one of the most vibrant economies in the world, China provides a perfect case to study how 

domestic institutions and international business institutions shape business outcomes. China’s 

development path has been widely seen as unique as it transitions from a central planned economy to a 

market economy with gradual privatization and marketization, massive private capital inflows and 

extensive exporting. However, along with the process of domestic market marketization, marketization at 

the international level has led to an emerging phenomenon whose significance now can hardly be 

ignored— China’s OFDI. Though China has long been regarded as a popular destination for inward 

foreign direct investment from developed countries like the United States, Europe and Japan, in recent 

years the outflow of Chinese capital has increased considerably. China accounted for 3.3% of total 

outward investment from developing countries in 1996 (UNCTAD 1997). In 2006 its share had risen to 

10% (UNCTAD 2007), and in 2012, China became the world’s third largest source of OFDI in the 

amount of $84 billion dollars, following the United States ($329 billion dollars) and Japan (123 billion 

dollars) (UNCTAD 2013).  
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China’s OFDI is spreading all around the world and even the 2008 financial crisis didn’t hinder 

the upward trend. Figure 1.1 shows the increase of China’s OFDI from the 1990s to 2012. Table 1.1, 

tables 1.2 and table 1.3 show the distribution of China’s OFDI by sector.  

------------------------------------ 

Insert Figure 1.1 about here 

------------------------------------ 

 

------------------------------------ 

Insert Table 1.1 about here 

------------------------------------ 

 

In spite of the encouraging amount of capital outflow, there is a phenomenon that should not be 

neglected: Chinese OFDI is facing a high failure rate. Failure in a narrow sense means the debacle of a 

project/investment or simply that a project/investment is not making the profit as it was supposed to. 

According to Sina Finance – a leading financial media company in China – about 70% of Chinese 

overseas projects are losing money and about half of existing projects will probably fall apart in the 

coming decade.2 This should surely be a warning to exuberant Chinese investors. However, in a broader 

sense, failure does not necessarily mean being unsuccessful after the investment was made or agreement 

sealed; it also indicates failure of the attempt to enter the foreign market in the first place, which has not 

been paid the amount of attention it should have.  

 

------------------------------------ 

Insert Table 1.2 about here 

------------------------------------!
 

 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
2!http://finance.sina.com.cn/china/hgjj/20120211/081311358170.shtml!
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------------------------------------ 

Insert Table 1.3 about here 

------------------------------------ 

Foreign market entry attempt failure happens when an original investment proposal is not 

completed as projected within a given time period. For example, suppose company A from country B 

intended to take over company C in country D. Company A proposed a business plan and made contact 

with company C, but company A or C withdrew from or scrapped the negotiation, and A and C never 

reached any agreement on this business plan within a given period of time. This attempt would then be 

called a failed foreign market entry attempt for company A. There are various factors that could lead to 

this result. Some could be purely business-related that one or both parties did not meet the 

requirements/demands of the other so carrying out the business plan was simply not in the interest of one 

or both parties. This type of failure can often be attributed to company and case specific characteristics. 

However, there are cases where demand and supply of both parties are well met but an agreement was 

never made. For instance, in 2005 China National Offshore Oil Corporation (CNOOC) made a bid to 

acquire the U.S. energy company Unocal for $18.5 billion. Both CNOOC and Unocal were enthusiastic 

about this deal: one needed energy and know-how and one needed capital and jobs. But apparently 

Washington did not think the same way. The concern of a company with global reach and resources could 

be under the control of the Chinese Communist Party disturbed many U.S. policymakers, whose 

objections killed the deal.  

Cases like this indicate that entering a foreign market is far more than a mere business activity. It 

always involves elements at the macro level of home and host country that are beyond the control of any 

single firm. It seems to be more so for a country like China, which has taken part in the international 

arena for at the most three decades with comparatively limited experience, “suspicious” ambitions and an 

astonishing amount of capital. Of course specific characteristics of a firm can make the outcome of a 

foreign market entry foreseeable to some extent, however, firms have to face the fact that the way they 

see themselves and the image they intend to deliver usually is not the same as the same as the way they 
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are perceived by their partners and host countries. This discrepancy is often caused by the result of 

differences between the institutional settings of the home and host countries.  

 

1.3 Conceptual framework 

1.3.1 Institutional distance as a macro level factor 

 The study of the interaction between an organization and its economic and political environment 

has long been a popular topic in economic sociology and organizational studies (DiMaggio and Powell 

1991; DiMaggio and Powell 1983; Nee and Opper 2012; Scott 2001; Stark 1996; Zucker 1987). Studying 

organization strategy offers a way to examine the broader institutional circumstances in which economic 

actors operate and how organizations respond to and interact with them (Fligstein 1985; Fligstein 1987; 

Guthrie 1998; Stark 1996). This research analysis is widely used in studies of developing economies 

(Burt 1995; Guthrie 1997; Nee 1992; Stark 1996; Walder 1995). However, this stream of research mainly 

focuses on organizations’ strategies in the context of operating in domestic markets. For example, the 

recombinant property strategy employed by large Hungarian enterprises, demonstrated by Stark (1996), is 

a response to Hungary’s parallel legitimating principles of the decentralized reorganizing of assets and the 

centralized management of liabilities in Hungary’s property relations restructuring process. In the case of 

China, Guthrie (1997) reported that firms adopt a service sector diversification strategy by investing in 

low-risk and fast-return markets as a way to deal with uncertainty and instability resulted from China’s 

economic reform. In the same vein, Nee (1992) showed that hybrid forms of organizations were 

developed among both state-owned enterprises (SOEs) and private-owned enterprises in response to 

China’s marketization and the changing structure of property rights. In his most recent work with Opper, 

Nee (2012) depicted the bottom-up emergence of China’s private economy by illuminating how 

individuals, organizational fields/production markets and the formal institutional framework interact and 

shaped the emergence process. Foreign companies’ influence was briefly mentioned in their analysis but 

the main focus is on domestic market transition.  
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As developing economies keep integrating with the world economy, organizations in those 

economies are facing not only institutional changes within their own country but also competition and 

influences from the global market. There is an increasing trend of applying institutional theory to the 

study of international business (IB) (Kostova, Roth and Dacin 2008; Martin 2014; Peng, Wang and Jiang 

2008a; Peng et al. 2009). The current institutional environment of each country is derived from its own 

unique historical settings and development path, which lead to inherent differences between countries. 

Starting with Habib and Zurawicki (2002), who demonstrated the role of institution on capital flow by 

considering not only the quality of institutions but also institutional distance between origin and 

destination countries, the differences between institutional settings has been widely used in explaining 

bilateral Foreign Direct Investment (FDI)  (Benassy-Quere, Coupet and Mayer 2007) and firm behaviors 

(Chao and Kumar 2010; Salomon and Wu 2012). Those differences were demonstrated to impact firms’ 

decisions on location choice (Lu et al. 2014; Ramasamy, Yeung and Laforet 2012), entry mode (Agarwal 

and Ramaswami 1992; Kwon and Konopa 1993; Schwens, Eiche and Kabst 2011) and strategic choices 

(Xu and Shenkar 2002), among others. Since Hymer, one of the founders of IB research, proposed the 

idea of “liability of foreignness” – the cost of doing business abroad that results in disadvantage for 

multinational companies – in his 1976 book, it has remained an important explanatory variable in the IB 

field (Tsui, Nifadkar and Ou 2007; Werner 2002).  

Countries differ from one another on a number of dimensions. The most commonly used 

measurement of cross-national distance originated from Geert Hofstede’s 1984 book Culture's 

consequences: International differences in work-related values, which uses four measurements to capture 

cultural distance. The concept of cross-national institutional distance was further enriched by scholars 

such as Ghemawat (2001), who expands Hofstede’s one-dimension measurement of distance to four-

dimension measurements that include cultural distance, administrative and political distance, geographic 

distance and economic distance. In spite of the rich research employing this concept, there is yet to be a 

consensus of how to capture the diversity within the concept of institutional distance.  One exception is 
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Berry, Guillén and Zhou’s (2010) paper, in which the authors reviewed existing research on cross-

national distance and developed a more comprehensive nine-dimension measurement under the 

framework of institutional theory. What they also suggested is that researchers should select the 

dimensions that are most relevant to their subjects. In this study on foreign market entry attempts, I use a 

three-dimension measurement of institutional distance: political distance, economic distance and cultural 

distance. 

Political institutions are an unavoidable and influential aspect to the national business system of a 

country. They set rules and regulatory norms to guide and guard business activities. They also constitute 

an important source of uncertainty for firms as political institutions emphasize the role of the state and 

they usually constrain firms’ activities in a regulatory way in the interest of the country. The difference 

between host and home country may expose foreign firms to political related hazards that may have a 

deterring effect on the firm’s investment activities (Delios and Henisz 2000; Delios and Henisz 2003). 

The difference has been shown to be correlated with foreign market entry mode and location choice 

(Guillén and García-Canal 2009). Economic institution distance refers to the difference between two 

countries in terms of the factors that determine economic prosperity. It reveals the overall business 

environment of a country including elements such as macroeconomic environment, infrastructure and 

human capital, the measures of which indicate the capability of attracting, absorbing and conduction 

foreign direct investment (Whitley 1992). As the most widely used measurement for cross-national 

distance, difference in cultural values and norms has been extensively demonstrated to be an influential 

factor in foreign market entry and strategy choice (Hofstede 1980; Hofstede 1984; Kogut and Singh 1988).  

Bigger differences in institutional settings between host and home country mean a higher risk of 

being considered “aliens” or in Hymer’s (1976) words, high in “liability of foreignness.” Firms from a 

distant institutional environment often lack credibility and it takes effort to seek acceptance by its host 

country environment, which is defined as legitimacy (Meyer and Rowan 1977). Thus, I argue: 
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H1: Institutional distance (including political distance, economic distance and cultural distance) 

is negatively correlated with the likelihood of successfully entering a foreign market.  

 

1.3.2 Firm level characteristics: ownership advantage 

 When talking about FDI, it is fairly easy to think that firms’ characteristics are an important 

factor in determining the outcome of an investment. Favorable characteristics can be called firm 

advantages. In fact, the study of firm advantage, monopolistic advantage or ownership advantage has 

constituted the building blocks of foreign direct investment research since the 1970s (Hymer 1976). A 

commonly accepted pattern in international business is that capital expansion usually does not happen 

until both the economy itself and the actors in it reach a more advanced stage (Dunning 1973; Dunning 

1981). Although China’s economic development has been enjoying rapid expansion for years, its capital 

export is somehow unexpected because China is still at a relatively early stage of development. Therefore, 

there has been doubt about whether Chinese multinationals have firm specific advantages (Mathews 2002; 

Rugman 2009). According to the international expansion model that was derived mostly from mature 

developed country multinationals, firms should have firm specific assets such as brand, technology and 

managerial know-how as their ownership advantages as they expand to foreign markets (Dunning 1981). 

The desire to exploit those advantages is believed to be a main driving force for international expansion. 

It seems that Chinese multinationals do not have those conventionally defined ownership advantages that 

their western counterparts possessed when they first became involved in international business (Buckley 

et al. 2007; Buckley, Tan and Xin 2008; Dunning 1981). Chinese multinationals’ global expansion 

challenged some of the conventional wisdom. They tend to rely more on country specific assets such as 

governmental promotion and low labor cost (Ramamurti and Singh 2009; Williamson 2013) rather than 

firm specific ownership advantages. One reason that Chinese multinationals engage in OFDI is to search 

for and obtain the ownership advantages they lack, which is known as the “springboard” theory (Luo and 

Tung 2007). 
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 There is substantial evidence that for many Chinese multinationals, the goal of OFDI that is to 

seek technology and know-how, but it is another thing to argue that Chinese multinationals do not have 

firm specific ownership advantages ex ante (Ramamurti 2012). Moreover, it is hard to explain the 

variations of Chinese OFDI activities by country specific assets alone if Chinese multinationals did not 

have firm specific ownership advantages. In addition, even if Chinese multinationals’ OFDI activities 

were mostly politically oriented in their early stages, they now involve firms of various ownership types 

that have developed firm specific ownership advantages before internationalizing. For example, National 

Chemical Corporation (ChemChina) had had distribution channels and ground organizations before 

taking over the French manufacturer of animal nutrition additives Adisseo Group in December 2006. 

Furthermore, Chinese firms have to deal with complex bureaucratic processes in their home country and 

are thus able to handle similar situations in host countries or regions. Therefore it is likely that some 

Chinese multinationals do have ownership advantages but sometimes those ownership advantages are 

acquired using their favorable positions in domestic institutions. 

 Nonetheless, it is also true that the Chinese firms’ advantages are relatively limited in helping 

them penetrate foreign markets, especially since sizeable Chinese OFDI only has a short history of 

roughly two decades and its business models and patterns have yet to be fully formed and recognized by 

business player from other countries. However, Chinese firms have to prepare themselves following 

extant rules in order to persuade foreign partners and host countries that they are qualified candidates. 

Those preparations include hiring internationally savvy talents and accumulating international business 

experience. These constitute a firm’s ownership advantages. Although those advantages may differ from 

those traditionally defined ownership advantages such as edge cutting technologies and world-class 

branding, they do help a firm become eminent among others and thus increase the odds of a successful 

foreign market entry. Thus, I argue: 
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H2: Firm advantage is positively correlated with the likelihood of successfully entering a foreign 

market.  

1.3.3 The moderating effect of institutional distance 

 As stated previously, investing in a foreign market is never purely a business activity. It involves 

a whole range of factors at both macro and micro levels. The impact of country-level variables on firm-

level variable is one of the typically used cross-level interactions in the IB field (Andersson, Cuervo-

Cazurra and Nielsen 2014).To what extent a firm’s advantages could guarantee meeting its goal is 

contingent on the arrangement of the institutional settings of host and home country. Although distinct 

institutional settings would lead to variance in behavior outcomes, the research in distance suffers from 

inadequate attention paid to “exactly what mechanisms are at play in the influence of distance” (Zaheer, 

Schomaker and Nachum 2012). Therefore, exploring how institutional distance interacts with firm 

characteristics could supplement current research by providing a more comprehensive understanding of 

how these two critical mechanisms determine IB practice. Some characteristics of a firm might not be an 

advantage per se but could be helpful in overcoming big institutional gaps. Some other characteristics 

could be more beneficial to a firm under certain circumstances. It could also be that an advantage may not 

be as rewarding as expected when a firm faces certain institutional differences. 

 Treating institutional distance as “liability” is pervasive in IB studies. Barriers, difficulties, costs, 

and risks are associated with doing business abroad (Stevens and Shenkar 2012). In the past decade some 

scholars have noticed that research in IB may have overly emphasized the negative aspect of distance 

(Brannen 2004; Zaheer, Schomaker and Nachum 2012). A recent special issue of the Journal of 

International Business Studies3 called for research that views commonly considered phenomena in new 

ways to develop a rigorous and more complete understanding of how distance works. National distance 

may mean opportunities for some firms to utilize their own firm characteristics, even if such 

characteristics are not usually considered an “advantage.” Institutional distance may moderate the 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
3 http://www.palgrave-journals.com/jibs/cfp_positive_organizational_scolarship.html 
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relationship between firm advantage and foreign market entry attempt in the way that a favorable position 

in the home country’s institutional system empowers a firm by providing accessible resources or 

favorable conditions, which in turn promote a firm’s negotiation power in entering a foreign market 

(Liang, Ren and Sun 2014). This favorable position is reflected in a firm’s existing characteristics which 

they acquired through their interaction with their environment (Porter 2008). Firms’ characteristics could 

be at the firm level, carrying out by the firm as an entity (such as extant experiences), some characteristics 

are directly related to the individuals, especially top management team (TMT). A line of research has 

shown that CEOs are reflections of their companies and their backgrounds drive the decisions they make 

(Buyl et al. 2011; Hambrick and Mason 1984). Whichever the level is, the functions of those 

characteristics can hardly isolate from the macro circumstances. Thus, I argue: 

 

H3: Institutional distance has a moderating effect on the relationship between firm 

characteristics (company level and individual level) and the likelihood of successfully 

entering a foreign market. 

 

1.4 Data and method 

A unique dataset is constructed based on the China Global Investment Tracker provided by the 

Heritage Foundation, which records China’s overseas investments in the amount of $100 million or more. 

The Heritage Foundation is known as a conservative think tank with a strong emphasis on issues of 

national security and defense. As one of the world's most influential public policy research institutes, it 

has influenced a number of American domestic and foreign policies including the Health Insurance 

Mandate and American policy on the European Union. Because of its strong orientation toward policy 

influence, it keeps track of China’s global investments and publishes reports on their trends. It also makes 

strong conservative claims that the U.S. should “[c]ontinually state at the highest levels that Chinese 

enterprises that obey American law are welcome” and the U.S. authorities should “closely monitor the 
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behavior of Chinese state firms that are active in the U.S.” Overall, the Heritage Foundation treats 

China’s investment activities as a potential threat and it closely monitors the trend of its “enemy.” 

However, its policy-influence orientation and its national defense emphasis is precisely why the 

information in this dataset can be considered reliable.  Gathering accurate information is the first step in 

knowing one’s enemy. 

One of the advantages of using this dataset is that it not only archives transactions that are 

successful, meaning capital or physical assets that have made their way from China to the host country, 

but it also includes failed and troubled attempts, meaning one or both parties attempted to reach an 

agreement but for various reasons these attempts did not lead to an official signing of the agreement nor 

its actual execution. Except for several case studies, current quantitative studies in Chinese OFDI have 

included only successful transactions (Boateng, Qian and Tianle 2008; Broadman and Sun 1997; Cardoza 

et al. 2014; Cheung and Qian 2009; Cui and Jiang 2012; Lu et al. 2014) and have ignored attempts that 

were not successful, which renders their findings inconclusive and vulnerable in their explanatory power. 

The China investment Tracker dataset is the only known dataset that keeps track of unsuccessful and 

troubled Chinese overseas investments, and thus presents a good opportunity to fill this gap. 

1.4.1 Dependent Variable 

The dependent variable is a dichotomous variable with 1 equal to successful transactions and 0 

otherwise for Chinese overseas investments of $100 million or more in the period of 2009 to 2010. A 

transaction will be coded as 0 if an official agreement/contract was not signed within three years after the 

original negotiation broke down. Because a successful collaboration normally requires several rounds of 

negotiations about terms and it takes time, I set a three-year window to determine if a transaction is 

successful or not. The reason for that is some of the firm characteristics that may influence the outcome of 

an investment attempt change over time and institutional settings may vary as well. If a Chinese firm 

proposes the same deal to the same partner ten years after the initial attempt failed, it shall be considered 

another transaction, as the micro and macro conditions may have altered a lot. The main sources to 
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determine if an attempt was successful or not include major international media such as Reuters, The 

Financial Times, Wall Street Journal and Chinese financial media like Sina Finance. This was further 

confirmed by those firms’ annual reports; a successful transaction in such a large amount would be 

considered a “major event” and should be disclosed in any one firm’s annual reports. 

1.4.2 Independent variables 

1.4.2.1 Institutional distance 

 Political distance (PD). I use the political distance measurement developed by Berry, Guillén and 

Zhou (2010). Using the Mahalanobis method, the authors calculate political distance with the components 

of policy-making uncertainty, democracy score, size of the state, world trade agreements and regional 

trade agreements from various sources including Political Constraint Index Data (POLCON), Freedom 

House, the World Development Indicator (WDI) and the World Trade Organization (WTO).  

 Economic distance (ED). The measurement of economic distance is also from Berry, Guillén and 

Zhou’s 2010 paper, in which they use income, inflation, import and export and use the same Mahalanobis 

method to get economic distance for each pair of countries. These macro factors are important indicators 

for a country’s economy as they are related to consumer purchasing power, market stability and openness 

to external influence (Whitley 1992; Whitley 1999). The authors also provided updated cross-national 

distance data on their website through the Center for International Business Education and Research at the 

University of Pennsylvania. The measurements for political distance and economic distance in this study 

are drawn on the Mahalanobis pooled distance of years 2009 and 2010, respectively. 

 Culture distance (CD). Culture distance is calculated using the method demonstrated by Kogut 

and Singh (1988), who based their work on Hofstede’s cultural data. Power distance, uncertainty 

avoidance, individualism vs. collectivism and masculinity vs. femininity measurements of each country 

are obtained from The Hofstede Center website.4 It has been shown that the more culturally distant two 

countries are, the more distinct are their organizational practices (Barkema, Bell and Pennings 1996; 
!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
4!http://geert=hofstede.com/the=hofstede=centre.html!
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Hofstede 1984; Kogut and Singh 1988). A huge gap between a host and home country’s cultural beliefs 

could potentially result in disparate expectations of companies from those two countries, which in turn 

could lead to an unsatisfactory outcome. 

1.4.2.2 Firm characteristics: company level and individual level 

I hand collected firms and their CEOs’ information of each firm-transaction-year observation 

from companies’ annual reports and websites. I employ four variables of each transaction to indicate the 

firm characteristics that are related to foreign direct investment in 2009 and 2010, respectively. Two 

variables are at the company level and two at individual (CEO) level.  

Firm level: A company’s previous overseas experience serves as a source of knowledge about  

and understanding of doing business abroad, which may add credibility to the firm (Liang, Ren and Sun 

2014; Lin et al. 2009). Company overseas equals 1 if a Chinese company had previous experience in 

international business by the time a transaction happened and 0 otherwise. Firms’ socially responsible 

activities are globally encouraged and are symbols of a firm’s commitment to sustainability. Previous 

research has shown that a firms use corporate social responsibility (CSR) as a means to help overcome 

low home country legitimacy (Hawn 2013). Global Reporting Initiatives (GRI) is a non-profit 

organization that produces one of the world’s most widely used standard for sustainability reporting for 

voluntary use. Many Chinese firms are now in line with their western counterparts and employ GRI as the 

standard for their CSR or sustainability reports. Therefore, a CSR GRI variable is labeled 1 if a firm has 

published a CSR report using the GRI standard the year before the transaction happened and 0 otherwise.  

 Individual level: CEO overseas equals 1 if the then CEO had worked in a company overseas 

(including multinational company in China) or had obtained education such as an MBA from an overseas 

university when the attempt was made, 0 otherwise. This captures the crucial concept of global mindset 

and its cultural and strategic value for successful corporate globalization (Levy et al. 2007; Liang, Ren 

and Sun 2014); CEO education is a categorical variable with 0 equal to College or less , 1 indicating 

masters and 2 meaning a PhD.  
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 ----------------------------------- 
   Insert Table 1.4 about here 

 ----------------------------------- 

1.4.2.3 Control variables.  

Firm age is calculated by subtracting the year the firm was founded from the transaction year. 

Firm size is measured by number of employees at its log format. State-ownership equals 1 if a Chinese 

firm is ultimately controlled by the government (central or local) and its agencies and 0 otherwise. 

Investment size is the logged investment amount of each transaction. 

Besides the firm level control variables described above, industrial and country level control 

variables are also included. The marketization index developed by China Economic Research Institute is a 

comprehensive index that depicts China’s marketization level at the province level (Fan and Wang 2007). 

It covers 22 categories and is commonly used in testing the relationship between economic development 

and firm performance (Knight and Li 2005; Nee and Opper 2010; Nee and Opper 2012).  

 

1.5 Results and findings 

 Descriptive data and correlations are summarized in table 1.4. The correlations between 

independent variables are all below 0.5, suggesting that multicollinearity is not a concern. This is further 

confirmed by the variance inflation factors (VIFs), as all the VIFs are below 2.5 and the average VIF is 

1.57, well below the generally accepted multicollinerarity threshold of 10 (Hair et al. 2006). The 

observations in this study are hierarchically nested. Two firms’ attempts to enter a country may share 

similar characteristics such as the common motivation of seeking natural resources if the country is rich in 

natural resource reserves. The independence assumption underlying multiple regression would be violated, 

as there would be a correlation between the error terms of investment attempts targeting the same country. 

Because the nature of this study involves cross level analysis, I use the multilevel mixed-effect model to 

test the effect of firm level and country institutional level factors on foreign direct investment attempts. 

This model has been widely accepted and employed in investigating key international business 
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phenomena (Chan, Makino and Isobe 2006; Peterson, Arregle and Martin 2012). Intraclass correlation 

coefficients (ICC) are below 0.001 which is considered low enough for organizational research according 

to Hox’s (2002) criteria.  

Model 1 is the baseline model, which includes only the control variables. Model 2 adds the three 

institutional factors – political distance (PD), economic distance (ED) and culture distance (CD) – as well 

as firm level characteristics. Interaction terms between institutional factors and firm level characteristics 

are tested in models 3 to 5 respectively. For interpretation purposes, continuous variables PD, ED and CD 

are set at the sample mean.  

Table 1.5 reports the regression results. The country level random effect is very small for each 

model at p<.0001 level so it is not reported in the results. Model 2 provides support for hypotheses 1 and 

2, respectively. Without interaction terms, CEO’s foreign background (exp(b1)=7.96, p<.05) and 

company’s previous overseas experience (exp(b1)=12.66, p<.05) are positively related to the odds ratio of 

successful attempt. CSR GRI is also positive and significant (exp(b1)=3.4, p<0.1), indicating that 

employing a globally accepted standard helps firms gain credibility. Among the three institutional 

distance measurements, only political distance is marginally negatively associated with market entry 

attempt (exp(b1)=1.0, p<.1). Economic distance and cultural distance show a positive sign though they are 

not significant. Hypothesis 1 is partially supported.  

Model 3 tests the moderating effect of political distance on firm level characteristics. The effect 

of overseas experience at the individual and company level shows interesting results. The main effect of 

CEO overseas remains positive and significant (exp(b1)=22.09, p<.05), but the interaction term between 

PD and CEO overseas shows a slight negative sign (exp(b1)=1.0, p<.1). Figure 1.2 shows the predicted 

margins of PD on probability of successful attempt by CEO overseas. The effect of CEO overseas is not 

the same across different levels of PD. When PD is lower than 1 standard deviation above the mean 

(SD=644.58), having a CEO with overseas experience is better than having a CEO without overseas 

experience for a successful market entry attempt. The difference shrinks until PD reaches the point of 1 
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standard deviation above sample mean when CEO overseas no longer has an advantage over a CEO 

without overseas background. As indicated in Figure 1.3, the positive effect of company overseas does 

not show up until PD is slightly higher than the sample mean and the advantage continues to widen as PD 

increases. These results suggest that individual experience can be helpful only to the extent that Chinese 

firms invest in a country that is not vastly politically different from China. A company may find that the 

strategy of hiring an overseas-experience-rich CEO to help the company enter a host country begins to 

lose effectiveness when the company is facing a country with an alien political system. On the other hand, 

overseas experience at the company level may not matter that much when Chinese firms venture into a 

politically similar country but the benefit will soon begin to be exhibited as PD increases. The results may 

be due to the fact that political distance involves a different role of the state and in the eyes of each state, 

company level experience would earn more credibility than CEO experience alone. A CEO holding a PhD 

degree is no better in helping a firm successfully seal a deal than a CEO holding a bachelor’s degree or 

less unless the company faces high PD. Firms publishing CSR report according to GRI standards overall 

has a relative higher probability in successful attempts than those don not have CSR reports or do not 

comply with GRI standards across the spectrum of PD. However, the difference narrows and becomes 

non-significant when PD exceeds approximately 550, indicating that compliance with GRI standards 

helps firms penetrate national boundaries better when PD is low than when it is high. Hypothesis 3 is 

supported in terms of PD. 

The main effects of CEO overseas and CSR GRI are statistically significant (exp(b1)=2.44, P<.05 

and exp(b1)=1.63, p<.01, respectively) in model 4. The interaction terms between ED and overseas 

experience for CEO and the firm itself show a positive sign. CEO holding a master’s degree has a slightly 

negative effect on the probability of a firm successfully entering a market than CEO holding a bachelor’s 

degree or less. But the effects of these firm level characteristics are not statistically significant across 

different levels of ED. Thus moderating effect of ED is not found. This may be suggesting that as China 
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integrates with the global economy, Chinese firms are able to utilize their firm advantages to penetrate 

market boundaries regardless of differences between China’s economy and that of host countries. 

Model 5 reports the interaction effect for CD. A company with a CEO having worked overseas 

enjoys higher probability of successful attempt than a firm with a CEO having domestic experience only 

when CD is high between China and the host country. The gap between CEO overseas and non-CEO 

overseas broadens as CD increases (figure 1.3a). The difference between the gap at sample mean and 1 

standard deviation (SD=1.14) above sample mean is statistically significant. Figure 1.3b shows an 

interesting effect of CSR GRI on probability of successful market entry attempt as CD grows. The 

advantage a firm gains through employing CSR GRI standards diminishes and even reverses as China and 

the host country become more distinguished culturally, although the difference becomes non-significant 

statistically when CD is higher than the sample mean. This at least indicates that the advantage of CSR 

GRI is preserved only when cultural difference is low. Because CD is more of a cognitive concept and is 

rooted in people’s mindset, these results reveal that a firm may need more concrete evidence like CEO’s 

previous experience than simply adopting international standards (CSR GRI) to convince the host country 

that it understands the cultural distinctions and appreciates local cultural values.    

Meaningful results are found in control variables as well. Firm age is positively associated with 

the log ratio of successful attempt, indicating that a young firm may be treated with more discretion. 

Investment size is negatively correlated with the log ratio of successful attempt, which makes sense since 

large investments have the possibility to bring about a broader impact on the host country including on 

other industrial players, competing firms as well as local communities and employees. Therefore, large 

investments have higher risk of being rejected than an investment that involve smaller amounts of money 

and lower potential influence. 

---------------------------------- 
Insert Table 1.5 about here 
---------------------------------- 
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---------------------------------- 
Insert Figure 1.2 about here 
---------------------------------- 
---------------------------------- 
Insert Figure 1.3 about here 
---------------------------------- 

 

1.6 Discussion and conclusion 

1.6.1 Contributing to the broader literature 

This study contributes to existing IB and institutional theory literature in two ways. First, while 

previous research has largely focused on firms that have made their way through market boundaries 

(Kolstad and Wiig 2012; Liang, Ren and Sun 2014) and thus are considered “successful” in attempting to 

enter a foreign market, except for sparse cases studies  and media reports, little is known about those that 

failed in their attempts to invest in a recipient country in the first place. Using a uniquely constructed 

dataset, I filled this gap by integrating institutional theory with IB theory to show that the cross level 

dynamic of firm characteristics and institutional distance influences the probability of being successful in 

a firm’s initial step of penetrating a market boundary. Those unsuccessful attempt cases provide us with 

more information about the preparation or qualities requisite for a firm to win itself a better start in an 

international business plan and the obstacles deterring those efforts. In this first phase of investment, 

differences in political institutional settings between China and the recipient country are more likely to be 

the factor that dampens the enthusiasm of Chinese investors than the contrast in economic and cultural 

situations between China and host countries.    

Secondly, this study provides a more holistic view of the dynamic of the globalization process. 

Existing research has studied firm performance in OFDI activities on both macro and micro perspectives. 

At the macro level, studies have emphasized the country level determinants of firms’ location choice (Lu 

et al. 2014; Ramasamy, Yeung and Laforet 2012) and entry mode (Agarwal and Ramaswami 1992; 

Canabal and White III 2008; Cui and Jiang 2009; Wei et al. 2014). At the micro level, firms’ context 

specific advantages affect their decisions on globalization (Barney 1991; Cui and Jiang 2012). This study 
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integrated the two levels of dynamics. As I show in the multilevel analysis, favorable firm level 

characteristics are not always beneficial to firms as their effect is constrained by the larger institutional 

environment the firm is facing when attempting to invest abroad. Distance in political institutions and 

cultural institutions between China and the host country are more likely to moderate the influence of firm 

level characteristics; some are strengthened while others diminish and even are reversed as distance 

increases. 

1.6.2 Limitation and future research direction 

The sample used in this study is transactions with an investment amount of 100 million dollars or 

more. The high stakes may render firms looking to make those investments under closer scrutiny from the 

host country government, which might lead to more discretion. This may make these transactions 

inherently different from those that involve smaller amounts of money. The sample transactions may have 

made up a majority of China’s OFDI in terms of amount, but they only represent a small number of firms 

that are conducting OFDI investments. Other firms may have their own unique firm characteristics and 

face different barriers when attempting to enter a foreign market. Future research should include firms 

with lower investment stakes if possible.  Moreover, this 100 million dollar threshold has made SOEs 

overly represented in this sample (81.2%). Privately owned enterprises now constitute almost half of 

Chinese firms going abroad, they may have distinctive motivation and logic and follow different patterns 

without the state ownership effect (Cui and Jiang 2012). These two limitations cannot be easily overcome 

by the current dataset even though it is the most comprehensive dataset inclusive of unsuccessful market 

entry attempts. Future research could employ sampling and survey methods to get a more representative 

body of firms. 
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Table 1. 1: China OFDI by region (Heritage Foundation) 

Country 

Amount  

(in billion U.S. dollars) Percentage 

Asia 152.7 25.15% 

Sub-Saharan Africa 97.8 16.11% 

South America 73.2 12.06% 

Europe 69.3 11.41% 

Arab World 58.2 9.59% 

U.S. 54.2 8.93% 

Australia 53.5 8.81% 

North America 

 (Exclude U.S.) 48.2 7.94% 
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Table 1. 25: China OFDI by industry (Ministry of Commerce) 

Sector 
Amount  
(in billion US dollars) Percentage 

Business and Leasing services 25.6 34.29% 

Mining 14.45 19.36% 

Wholesale and Retail  10.32 13.82% 

Manufacturing  7.04 9.43% 

Finance 6.07 8.13% 

Transportation, Storage and Postal Services 2.56 3.43% 

Real Estate 1.97 2.64% 

Production and Supply of Water and Electric/Gas Power 1.88 2.52% 

Construction 1.65 2.21% 

Agriculture 0.8 1.07% 

Information Technology, Computer services and 
Software 0.78 1.04% 

Scientific/Technology Research  0.71 0.95% 

Civil Service and other Services 0.33 0.44% 

Environment/Water Conservation and Public 
Infrastructure  0.26 0.35% 

Housing and Food 0.12 0.16% 

Others 0.11 0.15% 
 
 
 
 
 
 
 
 
 
 
  

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
5 I show the data from Ministry of Commerce and Heritage Foundation together because Chinese official 

data has been criticized of being misleading because China isn't a signatory of the WTO’s Agreement on 
Trade Related Investment Measures (TRIMs). Its category such as “Business and leasing services” is 
nonstandard. 
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Table 1. 3:!China OFDI by industry (Heritage Foundation) 

Sector 

Amount  

(in billion U.S. dollars) Percentage 

Energy 39.79 53.58% 

Metals 13.54 18.23% 

Chemicals 4.19 5.64% 

Agriculture 3.99 5.37% 

Real estate 3.33 4.48% 

Finance 3.28 4.42% 

Transport 3.04 4.09% 

Technology 2.08 2.80% 

Other 1.02 1.37% 
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Table 1. 4: Descriptive data and correlations 
!
!

Variable Mean SD 1 2 3 4 5 6 7 8 
1.Attempt 0.820 0.385 1 

       2.Political Distance 4067.934 644.581 -0.096 1 
      3.Economic Distance 8.348 16.551 0.057 -0.015 1 

     4.Cultural Distance 14.659 5.800 0.027 0.310*** -0.06 1 
    5.CEO Overseas 0.252 0.435 0.178* 0.162 -0.032 0.175* 1 

   6.Company Overseas 0.892 0.311 0.053 -0.100 0.023 -0.067 0.005 1 
  7.CEO Education 0.920 0.831 0.008 0.142 -0.017 0.108 0.487*** -0.047 1 

 8.CSR GRI 0.390 0.489 0.069 -0.088 0.182* -0.176* -0.252** 0.131 -0.229** 1 

* p<0.05, ** p<0.01, *** p<0.001 
         

 
!
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Table 1. 5: Multilevel mixed effect logistic regression results 

DV: Attempt Model 1 Model 2 Model 3 Model 4 Model 5 
Firm Characteristic 

Individual level 
    CEO Overseas 

 
2.0743 ** 3.0954 ** 2.4361 ** 1.533 

(Yes=1) 
  

(1.0117) (1.4915) (1.1970) (1.1111) 
CEO Education 

     (College and Less=0) 
     Masters 
  

-0.6698 -0.102 -0.5235 -0.2759 

   
(0.7120) (0.7238) (0.6934) (0.7400) 

PhD 
  

0.2993 0.2975 0.1692 0.4214 

   
(0.7697) (0.8036) (0.8603) (0.8175) 

Company level       
Company Overseas 

 
2.5384 ** 0.3067  1.8055 1.265 

(Yes=1) 
  

(1.2938) (1.5744) (1.3386) (1.4581) 
       
CSR GRI 

  
1.224 * 2.6769 *** 1.6279 ** 1.4062 ** 

(Yes=1) 
  

(0.6707) (0.8544) (0.6731) (0.6836) 
Institutional Distance 

     PD 
  

-0.0008 * -0.0044 ** 
  

   
(0.0005) (0.0023) 

  ED 
  

0.0422 
 

-0.0419 
 

   
(0.0472) 

 
(0.1333) 

 CD 
  

0.2207 
  

-0.4991 

   
(0.2535) 

  
(0.9087) 

Interaction 
      PD×CEO Overseas 
  

-0.0041 * 
  

    
(0.0021) 

  PD×CEO Education 
     Masters 
   

0.0015   
 

    
(0.0011) 

  PhD 
   

0.0032 ** 
  

    
(0.0013) 

  PD×Company Overseas 
  

0.004 * 
  

    
(0.0021) 

  PD×CSR GRI 
  

-0.0017 * 
  

    
(0.0010) 

  ED×CEO Overseas 
   

0.0254 
 

     
(0.2194) 

 ED×CEO Education 
     Masters 
    

-0.002 
 

     
(0.1175) 

 PhD 
    

0.0446 
 

     
(0.1458) 

 ED×Company Overseas 
   

0.0102 
 

     
(0.1380) 

 ED×CSR GRI 
   

0.0441 
 

     
(0.0525) 

 CD×CEO Overseas 
    

1.7811 * 

      
(0.9847) 

CD×CEO Education 
     Masters 
     

-0.1197 

      
(0.5315) 

PhD 
     

-1.034 

      
0.7257 

CD×Company Overseas 
    

1.2122 

      
(0.9972) 

CD×CSR GRI 
    

-1.391 ** 

      
(0.5503) 
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Control  

      Firm Age 
 

0.0030 0.0335 * 0.0463 ** 0.0335 * 0.0308 

  

(0.012
3) (0.0190) (0.0203) (0.0202) (0.0212) 

Firm Size 
 

-
0.1168 -0.04 -0.2034 -0.0399 -0.1946 

  

(0.092
6) (0.1682) (0.1928) (0.1691) (0.1870) 

State-owned 
 

0.1023 -0.3437 -1.2418 -0.7801 -0.6155 

(Yes=1) 
 

(0.612
0) (0.8181) (0.8294) (0.8204) (0.8390) 

Investment Size 
-
0.2483 -0.5413 * -0.2782 -0.4313 -0.3225 

  

(0.204
6) (0.278) (0.2704) (0.2726) (0.2779) 

Marketization Index 
-
0.1096 -0.3714 -0.2962 -0.364 -0.5131  

  

(0.185
3) (0.2453) (0.2295) (0.2373) (0.2695) 

Constant 
 

5.2205 
** 5.7636 * 6.8571 ** 5.6842 ** 8.4839 ** 

  

(2.174
5) (3.0366) (3.1206) (2.8184) (3.4924) 

N!
!

157! 130! 148! 146! 136 
Wald!χ2! !! 5.05! 17.82!**! 23.28!***! 19.19!*! 16.88 ** 

*p<.10!!!!!**p<.05!!!!!***p<.01!
    

 

 

! !
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!
Figure 1. 1:!Chinese OFDI annual flows: 1990-2012 (US$B) 
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Figure 1. 2: Effect of CEO Overseas (a), Company Overseas (b), CEO Education (c) and CSR 
GRI (d) on probability of attempt across different PD values. PD is mean centered. 

 

   (a)       (b) 

 

   (c)       (d) 
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Figure 1. 3: Effect of CEO Overseas (a) and CSR GRI (b) on probability of attempt across 
different CD values. CD is mean centered. 

 

   (a)       (b) 
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Abstract 

We present the concept of regulative institutional quality to investigate the internationalization of 

small and medium-sized enterprises (SMEs) in China. Compared to their sizable state-owned 

counterparts, Chinese SMEs are facing a more stringent regulative institutional environment that 

is often not equally developed. We argue that the cognitive complexity derived from inconsistent 

development of different dimensions of an institutional system is an important aspect of 

institutional quality, which has a significant impact on the internationalization of Chinese SMEs. 

Using a subsample from the 2012 World Bank Enterprise Survey, we divide the 

internationalization of Chinese SMEs into two phases: internationalization decision-making and 

international development. We found that regulative institutional quality is negative associated 

with the propensity of Chinese SMEs to go international but positively associated with the 

international growth stage of those SMEs whose main target is the international market. In 

addition, these effects were contingent on firm characteristics such as managers’ experience and 

possession of an internationally-recognized certification. Our study provides a stepwise deeper 

understanding of the internationalization of Chinese SMEs and contributes to the 

institution-based view and particularly the emerging perspective of institutional complexity. 

 

Keywords: Chinese SMEs, internationalization, institutional complexity, institution-based view, 

regulative institutional quality  
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2.1 Introduction 

With China increasingly integrating into the global economy, the unique expansion paths 

and strategies of Chinese firms have challenged conventional wisdom, which were derived 

mainly from developed economies (Buckley, Tan and Xin 2008; Deng 2012; Deng 2013). 

Institutional theory considers that institutional environment plays a critical role in the 

internationalization of the Chinese economy (Peng, Wang and Jiang 2008a; Peng et al. 2009; 

Zhou 2010). However, existing literature on institutions and the internationalization of Chinese 

firms are based mainly on sizeable firms (Liang, Ren, & Sun, 2015) or visible cases (Deng, 2012; 

Luo & Tung, 2007) and not enough attention is paid to firms who are at the lower end of the size 

spectrum (Berrell et al. 2009). The burgeoning Chinese economy is not only producing business 

giants, but it is also offering opportunities for its small and medium enterprises (SMEs) to go 

through the open door (Fornes, Cardoza and Xu 2012). SMEs are playing a vital role in the 

Chinese economy (Huang, 2008), because they account for 65.6% of China’s industrial output 

and over 40% of its manufactured export. An in-depth analysis of the functioning mechanism of 

institutions on SMEs’ internationalization is called for in order to obtain a more holistic picture 

of China’s economic development (Amighini, Rabellotti, & Sanfilippo, 2013; Deng, 2013; Estrin, 

Meyer, Nielsen, & Nielsen, 2016).  

The quality of the institutional system of a country can be an important source of its firms’ 

comparative advantage (Levchenko 2007). It plays an pivotal role in influencing its firms’ 

international expansion activities including decisions on location choice (Lu et al. 2014), market 

entry mode (Canabal and White III 2008; Schwens, Eiche and Kabst 2011), among other 

organizational strategic practices (Kostova and Roth 2002). Institutional environment in 

developing or transition countries like China and Mexico tend to be not as well-developed and 
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sufficient as those in the developed countries and is often times considered to cause “constraints” 

for firms (Witt and Lewin 2007).  Firms entering international market as “escape response” to 

institutionally insufficient home environment is a phenomenon that has been observed by various 

scholars, although it is not yet fully explored (Witt and Lewin 2007). Researchers argue that 

institutional insufficiencies in its absolute value lead to firms treating going overseas as an option 

to avoid institutional voids (Child and Tsai 2005; Child and Tse 2001). However, like the case in 

China, after over three decades of development, institutional regimes in emerging economies are 

no longer in a void and some dimensions of institutional environment have experienced 

substantial development (Hoskisson et al. 2013). The disturbing fact is that the levels of support 

that regulative institutional settings are supposed to provide for firms that explore international 

markets are not always equally developed, which cause difficulties for firms. This inconsistency 

between different aspects of institutional environment is even more serious for SMEs, because 

they cannot counteract a disadvantageous business environment without the privileges (e.g., 

preferential policy benefit and governmental support) that their large and state-owned 

counterparts enjoy (Amighini, Rabellotti and Sanfilippo 2013). Scholars and policy makers tend 

to treat institutional dimensions as factors independent from each other (Jackson and Deeg 2008). 

We argue that the current unequal development of different dimensions of institution implies that 

the quality of the institutional system of an emerging market can no longer be assessed simply by 

the absolute values of each dimension independently, but should be evaluated by the synthesized 

effect that each of the dimensions of varying development degree on firms that are operating in 

it.  

In order to understand the impact of this dynamic regulative institutional system have on 

Chinese SMEs’ internationalization activities more precisely, we need to zoom in and explore at 
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the firm level instead of aggregative country level. As Acemoglu (2005) points out, questions 

concerning the influence of institutions ‘‘will be almost impossible to answer” with country level 

data along. A number of studies have documented that institutional quality varies to a great deal 

within the same country. For example, in their study, Berkowitz and Clay (2006) demonstrated a 

significant variation in the quality of the state courts across the U.S. In addition, firms are 

heterogeneous and each has its own structural and managerial characteristics, they interact with 

market regulative agencies in various ways. As a result, firms in the same country may 

experience de facto institutional environment vary differently , depending on the firm’s own 

characteristics (Ma, Qu and Zhang 2010).  

Using the 2012 World Bank Enterprise Survey, we empirically verify the function of 

regulative institutional quality, especially the unequal development of different dimensions of 

institution, and the moderating role of a firm’s characteristics (i.e., manager’s experience and 

possession of an internationally-recognized certification) on the internationalization of Chinese 

SMEs. We divide the internationalization into two phases: (1) the internationalization 

decision-making phase, when firms are considering whether to go abroad or not, and (2) the 

international development phase, when firms have internationalized and are trying to develop 

further. We find that regulative institutional quality is associated positively with the propensity 

of Chinese SMEs to get involved in overseas operations in the initial phase, but it is negatively 

related to SMEs’ sales growth in the development phase. This phenomenon implies that the 

inconsistent development among different dimensions of domestic institutional environment 

serves as a stimulus for firms to explore markets elsewhere, but that it deters their growth in the 

development that follows the initial decision-making step of going outward. We also found that 

SMEs with managers who had longer experience in a related field were less likely to decide to 
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go global when they were facing low quality domestic institutional environment. When SMEs 

moved to the development phase, growth depended partially on acceptance by the international 

market, and that obtaining an internationally-recognized certification seemed to be of critical 

importance to SMEs that were trying to overcome the negative effects of regulative institutional 

quality on international sales growth. 

The paper unfolds as follows: we begin with brief background information on Chinese 

SMEs and their internationalization. We then lay out the theoretical arguments and hypotheses, 

which is followed by the data and methodology section. We discuss our results and findings 

before offering suggestions for further research.   

 

2.2 Chinese SMEs and Internationalization  

Since the initiation of market reform in 1978, China has shifted from a centrally planned 

economy to a market economy and has experienced economic growth at a staggering rate. It has 

become the second largest economy in the world and is producing a number of business giants. 

Aside from economic reform among state-owned enterprises (SOEs), the reform has brought the 

rise of its private sector, although this was somewhat unexpected (Nee and Opper 2012). SMEs, 

which are the majority component of the private economy, are the real engine of Chinese 

economic growth in both number and scale (Huang 2009). By the end of 2008, business revenue 

of SMEs accounted for 60.42% of total domestic earnings. Of the 343,769 registered enterprises, 

334,321 (97.25%) were SMEs. SMEs are estimated to contribute more than 60% of China’s 

GDP. The prosperity of SMEs is attributable partly to government promotions, even though the 

initial economy reform was not designed to favor SMEs (Nee and Opper 2012). The SME 
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promotion law that came into effect in 2003 was an official milestone in policies to support the 

development of SMEs. Other recent initiatives include the decrease of income tax rate from 33% 

to 18% for those enterprises with an annual profit of less than RMB 30, 000 (approximately 

US$3,600), and to 27% for those with an annual profit of between RMB30,000 and 

RMB100,000 (approximately US$12,000). 

Besides remarkable economic achievements domestically, Chinese enterprises are 

gradually joining the competition in the international arena (Deng 2012). Although China has 

long been regarded as a popular destination for inward foreign direct investment (FDI) from 

developed countries like the United States, Europe, and Japan, in recent years the outflow of 

Chinese capital has increased considerably (UNCTAD 2007 and 2013). For instance, China 

accounted for 3.3% of total outward FDI from developing countries in 1996, but in 2006 its share 

of this outward FDI increased to 10%; in 2012, China became the world’s third largest source of 

outward FDI in the amount of US$84 billion, following the United States ($329 billion) and 

Japan ($123 billion). SMEs have been actively participating in this “China goes global” grand 

strategy. They accounted for 36.6% of the total export volume in 2013. It is no doubt that 

Chinese SMEs are integrating increasingly into the global economy (Berrell et al. 2009; Zhou, 

Wu and Luo 2007). It is believed that SMEs have huge potential to further expand their role in 

the global marketplace (Amighini, Rabellotti and Sanfilippo 2013). 

 

2.3 Theoretical Background and Hypothesis Development  

2.3.1 Regulative institutional quality and firms’ internationalization 

There is consensus in organization studies and management research that institutions 
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matter (Hermelo and Vassolo 2010; Marquis and Raynard 2015; Martin 2014; Voss, Buckley 

and Cross 2010). Scott (1994) depicted institutions as being under the umbrella of three pillars: 

regulative, normative, and cognitive institutions. The regulative pillar is particularly important in 

explaining economic outcomes, because it involves “rule-setting, monitoring, and sanctioning 

activities” that “constrain and regularize behavior” (Scott 1994). Institutional economists (e.g., 

North, (1990) tend to view this regulative pillar as the core component of institutions. In the 

international business (IB) field, regulative institutions have been proved to influence a firm’s 

decisions on location choice (Lu et al. 2014), market entry mode (Canabal and White III 2008; 

Schwens, Eiche and Kabst 2011), and organizational strategic practices (Kostova and Roth 2002). 

Along with the other two pillars, the institutional-based view has been a pivotal theoretical 

approach to a broad range of IB topics (Gao et al. 2010; Ingram and Silverman 2002; Kim, Kim 

and Hoskisson 2010; Peng, Wang and Jiang 2008b).  

However, existing studies on the institutional-based view in the IB field tend to treat 

institutions as “unidimensional” factors that have impact on particular aspects of business 

activities (Hotho, 2014), and measurements of institutions are either aggregated or calculated as 

individual variables for economic outcomes (Jackson & Deeg, 2008). In fact, an institution is 

more of a dynamic and interrelated system rather than the simple addition of different 

dimensions, especially in the view of active business players (Deng, 2009; Martin, 2014). The 

quality of the institutional system, when perceived by business players such as firms, becomes an 

intertwined entity about which firms have to make an overall evaluation based on the mechanism 

and interplay of each dimension (Hotho, 2014; Martin, 2014). As the recipients of institutional 

signals, firms cannot react to each institutional dimension separately, but they need to obtain a 

solution based on the synthesized assessment of their institutional environment. This is 
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consistent with the institutional complexity literature that the underlying logics of the 

institutional environment are sometimes incompatible (Ahmadjian, 2016; Greenwood et al., 

2011). A favorable policy from the Department of Commerce implies encouragement toward 

exploring international markets while difficulties for Chinese SMEs in getting loans from 

state-owned banks indicate the contrary. According to institutional escapism (Witt & Lewin, 

2007), internationalization for many emerging market firms is a way to avoid domestic 

institutional voids, which is caused largely by imperfections of market mechanisms due to the 

lack of appropriate supporting institutions (Khanna and Palepu 1997). This escapist view is also 

grounded in a comparison between “ideal” and “actual” institutional settings (Witt and Lewin 

2007). Given that institutional environment is far more than simple categorization of being “ideal” 

and “actual”, but rather complex configurations (Ahmadjian 2016; Greenwood et al. 2011). We 

contend that the quality of the institutional environment, measured by the level of inconsistency 

between different between dimensions of institutional environment due to their unequal 

progressing pace, is a more holistic concept than institutional voids suggested by the escapist 

view behind the internationalization of SMEs particularly in terms of different phases of their 

international endeavors.  

An institution system is considered low in quality when there are inconsistencies in terms 

of development across its components (Ault and Spicer 2014; Baliamoune and McGillivray 

2008). Scholars (e.g., Deng 2009; Fan and Wang 2007) observed that the on-going economic 

reform in China has resulted in the progression of the institutional environment at an incongruent 

pace along different dimensions. Moreover, the discrepancies in the institutional development 

are present not only across provinces, but also across different dimensions of marketization 

(Boisot and Meyer 2008; Huang 2009; Lu et al. 2014). In terms of the regulative institutions 
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facing Chinese SMEs, if a firm confronts a situation where the administrative approval system 

offers productive services, but the labor regulation system does not have enforcement power, the 

firm could get its business licensed quickly, but may have to face a high volume of labor disputes. 

Likewise, if a firm operates in an environment where tax administration provides explicit 

stipulations, the firm is likely to get a preferential tax rate easily, but it might have to wait a long 

time for customers to clear their goods if the work of the customer department is slow and 

opaque. The inconsistent quality of information available for decision makers of firms requires 

additional time and energy to process. A number of SMEs in China are family owned (Liu 2007) 

and the individual owner or founder is usually responsible for the entire workload from 

information gathering, codifying and apprehending, to final decision making, which has 

tightened their schedule (Zhu, Wittmann and Peng 2012). The inconsistency in the quality of 

their institutional context further challenges the business owner’s cognitive ability, thus leading 

to confusion and frustration (Maitland and Sammartino 2015). Such frustration creates a high 

degree of cognitive complexity for SMEs (Child and Rodrigues 2011), which may significantly 

deter firms from fulfilling their potential business goals (Boisot and Child 1999).  

As for the specific case of Chinese firms’ internationalization, there have been significant 

changes in the geographical distribution of China’s outward foreign direct investment (OFDI). In 

the 1990s, according to National Bureau of Statistics of China (NBSC), North America and 

Australia were the destination for about 40% of Chinese OFDI, but the proportion had reduced to 

about 10% by the end of 2014. In contrast, developing countries, such as countries in Asia, South 

America and Africa, accounted for about 80% in 20141. It seems that Chinese firms are looking 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!! !!!!!!!!!!!!!!!!!!!! !
1 Chinese official OFDI statistic data has been criticized for miscalculating as the final destination for almost two-thirds of the 

OFDI, when many firms treat Hong Kong as a mere transshipment point. See an article by Derek Scissors at 
http://www.heritage.org/research/reports/2012/07/chinese-foreign-investment-outward-investment-acceleration-features-the-us.! !
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for low quality institutions and some scholar argue that Chinese firms are more familiar with and 

are more able to take advantage of the host country governments that are not truly domestic 

(Buckley et al. 2007). For instance, Child and Rodrigues (2005) claimed that Chinese firms 

enjoy a lower level of liability of foreignness in opaque institutional environment. However, 

more recent studies have shown limited connections between Chinese OFDI and an uncertain 

host country institutional environment (Kolstad and Wiig 2012). Ramasamy, Yeung and Laforet 

(2012) went further and demonstrated that there is no clear evidence that private Chinese firms 

are purposely investing in risky countries and that it is the SOEs who contributed to the 

geographic distribution of Chinese OFDI. The investments by SOEs are mostly government-led 

and they rely on government-to-government (G2G) relationship as the basis for their decisions 

and uncertainties and complexities can be controlled when the investment is based on a G2G 

foundation. In the regard, even SOEs are risk averse. Compared to big SOEs with government 

backups, Chinese private firms are more vulnerable toward unstable and complex host country 

institutions and they have to be more careful and spend more time and energy in dealing with 

local institutions. Therefore, taking advantage of low quality host country institution is unlikely 

for Chinese SMEs, which is the subjects of this research.  

Akin to a firm’s reaction to institutional complexity (Greenwood et al. 2011), and to 

reduce and avoid insufficient home institutional environment, firms could employ proactive 

strategies in response (Boisot and Child 1999; Child and Rodrigues 2011; Kostova and Zaheer 

1999). According to Boisot and Meyer (2008), going abroad is one of the reactions that Chinese 

firms take to get away from domestic institutional setbacks. We argue that this strategy of going 

abroad is due to the cognitive difficulties derived from unequal development of different 

institutional dimensions, rather than the mere lack of development of institutions.  
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Some firms take gradual, incremental steps of internationalization (Johanson and Vahlne 

1977; Sim and Pandian 2003), while others reach a high degree of internationalization right after 

inception (Cavusgil and Knight 2015). The internationalization process for both types of firms 

would generally involve two phases: an initial decision-making phase, when firms are 

considering whether to go abroad or not, and the development phase, when firms have actually 

engaged in active international activities and are seeking to develop further. Therefore, we divide 

SMEs’ internationalization process into two phases so as to better test the influential effect of 

regulative institutional quality. Firms may see that low domestic regulative institutional quality is 

what they wanted to get away from when they made their first move of seeking opportunities 

overseas, they soon would find that it is impossible for them to eliminate completely the impact 

of domestic institutions when they incorporate international business in their operations (Gao et 

al. 2010; Peng 2012). Thus, the impact of domestic institutional quality on a firm’s 

internationalization differs as firms are in different phases of internationalization. Accordingly, 

firms will go through specific sequential stages of operational modes in their international 

processes (Meyer and Thaijongrak 2013). For instance, the export development process may 

move from “not interested in exporting” to “export on an experimental basis” (Gao et al., 2010). 

For those firms who have an international orientation in nature, known as “born global” firms 

(e.g., Knight and Cavusgil 2004) or international new ventures (Cerrato and Piva 2015; Lee et al. 

2015), they still need to decide on when and how to internationalize; they differ only in the 

process which may occur early in their development or even before their establishment (Cavusgil 

and Knight 2015).  

At the initial decision-making phase when firms are pondering whether to expand 

overseas, unbalanced regulative settings increase the organization-environment complexity 
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(Boisot and Child 1999) and lead to a firm’s frustration with its domestic institutional settings. 

This confusion and frustration may create uncertainty and ambiguity regarding the firm’s future 

among its decision makers. As a consequence, the firm may consider going overseas as an 

effective means to reduce domestic institutional uncertainty. Compared to their larger 

state-owned counterparts, the majorities of Chinese SMEs are privately owned and have limited 

political connections with the government through government ownership and personal ties 

(Tang 2011). Such weak governmental linkage is partially evident in that the largest percentage 

of government ownership in our sample was 5%. Consequently, SMEs do not have the pressure 

of aligning their operations with national interests, which big SOEs do (Cui and Jiang 2010). On 

the other hand, the limited government-business connection reduces the dependency of SMEs on 

government for favorable support and input of resources to offset disadvantageous institutional 

settings (Luo, Xue and Han 2010), which increases the sensitivity of SMEs to institutional 

quality in their internationalization process. Therefore, everything else being equal, in the initial 

internationalization stage, low regulative institutional quality may serve as an incentive for 

SMEs to proceed to expanding overseas. We formalize these arguments as follows: 

Hypothesis 1: Regulative institutional quality is negatively related to the propensity for the 

internationalization of SMEs in China.  

After firms have taken their first steps in moving overseas and are seeking sales growth 

in international markets, unbalanced domestic regulative institutions could create tensions and 

hinder firms from fulfilling their business goals (Gao et al. 2010). For example, a firm may 

complete the administrative procedures easily to allow them to export, but an interminable 

customer inspection process could eventually cause the firm to miss delivery dates and suffer 

operation losses. Furthermore, inconsistent domestic institutional environment perceived by 
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managers may create cognitive complexity (Boisot and Child 1999). This is because it is 

increasingly difficult for managers to accurately assess or reasonably predict the consequences of 

such inconsistency. And that difficulty may be particularly the case for SMEs because their 

managers rely heavily on their personal network and capability, rather than professional agencies 

or management team, in decision makings (Huang 2009), making SMEs more sensitive to the 

constraints associated with managerial cognitive complexity (Maitland and Sammartino 2015). 

Therefore, at the phase of internationalization development, low regulative institutional quality 

would hamper the overseas growth of Chinese SMEs. 

Hypothesis 2: Regulative institutional quality is positively related to Chinese SMEs’ 

international growth. 

2.3.2 Moderating effects of firm characteristics 

We further argue that the functional mechanism of regulative institutional quality on the 

SME internationalization varies across firms and is contingent on the characteristics of firms. In 

addition to the institutional environment, a firm’s specific characteristics moderates the effect 

that institutional environment has on its decision to internationalize (Bruneel, Yli�Renko and 

Clarysse 2010; Kafouros and Aliyev 2016). On the one hand, engaging in international 

expansion is a momentous decision for most SMEs and they must assess their capability and 

capacity deliberately before making this move (Tang 2011). SMEs usually have a flat 

organizational structure (Berrell et al. 2009), and that is especially the case in China where a 

considerable proportion of SMEs is family-owned, and the managers are often the founders or 

owners who maneuver the firm’s development directions and play a decisive role in the strategic 

choices (Zheng, Morrison and O'Neill 2006). A manager’s experience in the field represents a 
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firm’s cumulative understanding of its business niche and the resources the firm has access to 

(Stuart and Wang 2016). On the other hand, as discussed previously, SMEs are less likely to get 

preferential support from the government through formal and informal means compared to their 

SOE counterparts because of their limited political capital (Huang and Renyong 2014; Tang 

2011). As a consequence, the importance of experienced managers and firm capabilities in 

dealing with complex and uncertain institutional settings arise in the operation of Chinese SMEs 

(Nee and Opper 2010).  

Accordingly, the length that a manager has spent in a field not only represents his/her 

knowledge and understanding of the formal regulations as well as informal norms of this field, it 

also indicates that the manager potentially has well-cultivated external personal ties (Huang and 

Renyong 2014; Yiu, Lau and Bruton 2007). Those personal ties largely facilitate activities such 

as obtaining market information, interpreting stipulations and regulations, securing resources, 

and enforcing contracts, which are pivotal for the success of SMEs particularly in China (Stuart 

and Wang 2016). After all, the under-developed institutional environment in emerging 

economies like China has made managers’ personal ties as an substitute of formal institutions 

and those activities that should have been undertaken by the market may have to rely heavily on 

managers’ personal connections (Chen, Chen and Huang 2013; Tang 2011). Therefore, a 

manager with longer experience in the field is more capable in navigating his/her firm through 

disadvantageous institutional arrangements (Chen, Chen and Huang 2013), which helps reduce 

the firm’s sensitivity toward low institutional quality. Thus, a manager’s experience in a related 

field would weaken the compelling effect of low regulative institutional quality on the propensity 

of the internationalization of SMEs in China.  

In the international growth phase, however, a manager’s prior experience may not be 



!

 
 

54 

enough to be a substitute of low quality domestic institutions. In addition, with cumulative prior 

experience, managers of SMEs may better understand difficulties and challenges of operating 

abroad (Kafouros and Aliyev 2016). As low domestic institutional quality sometimes implies a 

higher degree of institutional distance between home and host markets, experienced managers 

tend to more carefully consider the risk and disadvantages in international operations and less 

likely to be engaged in international endeavors (Bruneel, Yli�Renko and Clarysse 2010). In 

essence, when the institutional distance is higher, managers may believe that their cumulative 

experience and ability in terms of domestic personnel connections and political ties are less 

adequate or transferrable to manage challenges and risks derived from institutional differences 

across borders. On top of that, facing low institutional quality at home, experienced manager are 

more likely to be aware of the gap in technology, managerial expertise, and reputation between 

their firms and counterparts from foreign markets (Maitland and Sammartino 2015). As the 

saying goes the more wit, the less courage, in these circumstances, a SMEs with more 

experienced managers would probably think twice before moving abroad when their perceived 

institutional quality is low and their SMEs tend to concentrate business activities domestically so 

as to avoid risks associated with such institutional disadvantages (Martin 2014), while managers 

with limited experiences would probably like to take their chances. Thus, we hypothesize: 

Hypothesis 3a: Manager’s experience positively moderates the relationship between 

regulative institutional quality and the propensity for internationalization of SMEs in 

China. 

Hypothesis 3b: Manager’s experience positively moderates the relationship between 

regulative institutional quality and Chinese SMEs’ international growth. 
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At the subsequent phase of seeking overseas sales growth and international development, 

SMEs are subject to scrutiny both domestically and internationally. One viable way for SMEs to 

elevate their image or reputation as legitimate players in the international market is to comply to 

internationally-recognized standards and certificates (Bansal and Hunter 2003; Guler, Guillén 

and Macpherson 2002). Previous research has shown that firms utilize corporate social 

responsibility (CSR) activities as a means to help overcome low home country legitimacy, 

because CRS is viewed generally as an indicator of a firm’s sustainability (Hawn 2013; Yang 

and Rivers 2009). By the same token, as the most influential benchmark and pervasive practice 

for quality control, ISO 9000 has been adopted by organizations around the world to build 

“rationalized production processes” (Guler, Guillén and Macpherson 2002). Previous studies 

have shown that Chinese firms to implement an internationally-certified system intend to enter 

and compete in international marketplace (Zeng et al. 2003). Thus, adopting an 

internationally-recognized certification would be helpful to firms to establish legitimacy and, 

consequently, to reduce the effect of unequally developed institutional settings in their home 

countries.  

Hypothesis 4a: Possession of an internationally-recognized certification standard 

negatively moderates the relationship between regulative institutional quality and the 

propensity for internationalization of SMEs in China.   

Hypothesis 4b: Possession of an internationally-recognized certification standard 

negatively moderates the relationship between regulative institutional quality and Chinese 

SMEs’ international growth. 
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2.4 Research Methodology  

2.4.1 Data and sample 

Our empirical analysis was based on the 2012 World Bank Enterprise Survey, which 

provides in-depth, firm-level data that cover more than 100 indicators of quality of the business 

environment globally. The sample selection aims to be representative of a country’s economy by 

using stratified random sampling. In order to ensure the unbiased and fair results for questions 

regarding government-business relationship, the survey was conducted by certified private 

contractors, rather than by any governmental agency or institution associated with governments. 

This type of sampling is used widely in organization studies and management research (Hudson 

et al. 2012; Nee and Opper 2010). To utilize the dataset in a way that is in line with the research 

objective of this study, we obtained a sub-sample of data from China. We then reduced the 

sample to SMEs according to the guidelines for classifying SMEs jointly established by China’s 

National Bureau of Statistics, National Development and Reform Commission, Ministry of 

Finance, and Ministry of Industry and Information Technology based on SME Promotion Law of 

China. The definition of SMEs in China differ from the generally accepted European standard of 

250 employees or less (Moen and Servais 2002; Tang 2011). The definition of Chinese SMEs is 

also more complicated as the criteria vary across industrial sectors; specific criteria apply to the 

sector, construction, transportation, wholesale and retail business, hotels and restaurants, and 

information and technology (for a discussion of the criteria, see e.g., Liu 2008). We merged the 

categorization of sectors in conformity with the International Standard Industrial Classification 

(ISIC) two-digit codes which were adopted in the World Bank Survey according to the sectors 

stipulated in the SME Promotion Law in China. Table 2.1 summarizes the Chinese SMEs 

employment-based criteria of different industrial sectors and the corresponding ISIC categories 
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adopted in the World Bank Survey that we used to classify each sector.  

--------------------------------- 

Insert Table 2.1 about here 

---------------------------------!

As our hypotheses involve the internationalization of SMEs in an initial phase and also 

subsequent phase of international development, we categorized a firm as “internationalized” if it 

involved directly or indirectly in exporting activities. We further identified a firm as being in the 

development phase if the main market where the firm sells its products or services is in the 

international market. The final sample in our study included 2,368 SMEs in the initial 

decision-making phase and 135 SMEs in the international development phase.  

 

2.4.2 Measurements 

2.4.2.1 Dependent variables 

Internationalized. To test hypotheses 1, 3a and 4a, we constructed a dummy variable 

called internationalized, which was equal to 1 if a firm had involved in direct and indirect 

exports in the past fiscal year, and 0 if otherwise. There is consensus that exporting is a 

commonly employed mode for internationalization because it involves lower risk and requires 

less input of resources compared to other modes of foreign market entry (Gao et al. 2010) and 

exporting has been widely employed by SMEs in their international endeavors (Bilkey and Tesar 

1977; Moen and Servais 2002). Because direct export requires the producing firm to hold a valid 

export license, which often involves considerable amount of costs and time in the application 

procedures as well as in learning relevant regulations, some SMEs would consign an 

intermediary third party firm, usually a foreign trade company to export their goods and services 
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(Bai, Krishna and Ma 2015; Peng and Ilinitch 1998), thereby leading to indirect export.  

Internationalization growth. To test hypotheses 2, 3b and 4b, we focused on those firms who 

have internationalized to a degree that their major target market is the international market. In the 

World Bank Enterprise Survey, top managers of surveyed companies were asked to report the 

main market that they sold their products or services in the fiscal year of 2011. We confined our 

sub-population for the international development phase by including only those firms who 

reported international market as their main market. We then calculated a three-year sales growth 

rate by using the data of 2008-2011 for those firms.  

 

2.4.2.2 Independent variables 

Regulative institutional quality. Previous studies have employed either archival index 

method (Meyer et al. 2009; Yiu, Lau and Bruton 2007) or survey-based perceptual method (Cui 

and Jiang 2012) in measuring institutional variables. In this study, we used perceptual 

measurement. Although archival index method may be more objective, a perceptual 

measurement can be an advantage (Cui and Jiang 2012), because it is the decision-makers’ 

points of view and perception of institutional environment that is pivotal in their decision making 

process (Santangelo and Meyer 2011). As Kaplan and Pathania (2010) suggested, “soft data” or 

perception-based indicators are “particularly useful in measuring the de facto environment, that 

is, rules and regulations experienced by firms and not just what is on the books.” Participating in 

global market competition and choosing strategies to pursue international growth are important 

decisions for firms and particularly for SMEs whose decision-makers are highly sensitive toward 

institutional environment (Ang, Benischke and Doh 2015). Therefore, the survey-based 
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perceptual measurement may be more appropriate in our investigation. In addition, the concern 

about the potential bias that might be caused by common method is not significant in this 

analysis, because the dependent variables of our study are factual rather than perceptual.  

According to Scott (1994), regulative institutions relate to “the expansion of constitutions, 

laws, codes, rules, directives, regulations, and formal structures of control” (Scott 1994). Given 

that regulative institutions endow agencies with the authority to scrutinize and intervene 

activities (Wæraas 2010), we construct the measurement of regulative institutional quality by 

using five questions adopted in the World Bank Enterprise Survey regarding business 

administration, customer and trade regulation, tax administration, labor regulation, and court. 

These five questions represent a range of regulative dimensions of institutions that are pivotal to 

business establishment and operations. Firms were asked to rank how they felt about obstacles of 

those five regulative dimensions using a 5-point scale, where 0 equaled to “no obstacle” and 4 

equaled to “severe obstacle”. Previous research has also used similar questions in measuring 

different aspect of institutional quality (Beck, Demirg�ç�Kunt and Maksimovic 2005; Ma, Qu 

and Zhang 2010). As we are particularly interested in how the cognitive complexity derived from 

inconsistency among different dimensions of regulative institution affect Chinese SMEs’ 

internationalization activities, we applied an entropy formula to capture the heterogeneity of the 

five regulative institutional dimensions. The formula is:  

Regulative institutional quality = !"# − (!!,! !!,! ∗ !"!(
!!,!

!!,!) 

where Ri,j is the score of ith firm given for the jth institutional dimension. A larger 

number denotes higher degree of regulative institutional quality. 

2.4.2.3 Moderating variables 
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Manager’s experience. The experience of managers in a related field (in years) was 

collected to test hypotheses 3a and 3b. Certification was a dummy variable, which was used to 

verify hypotheses 3b and 4b; it was equal to 1 if a firm possessed any 

“internationally-recognized quality certification”, and 0 if otherwise (Question b8, Enterprise 

Survey). 

 

2.4.2.4 Control variables 

Firm size was denoted by the log of the number of employees. Firm age was calculated 

by subtracting the year the firm was founded from 2012, the time when the survey was 

conducted. We controlled the geographic regions where firms were located. The subsample used 

in our study contains firms from twenty-five municipals in twelve provinces in China. We 

controlled regions at the municipal level. The industrial sector that each firm mainly involves in 

is controlled in accordance with the two -digit ISIC code. We also controlled the ownership 

effect in influencing the internationalization of SMEs; we included the percentage of government 

or state ownership and private foreign ownership (including individuals, companies, and 

organizations) in our analysis, respectively. It is widely recognized that the determinants and 

strategies of the internationalization from emerging market firms differ based on ownership 

(Ramasamy, Yeung and Laforet 2012). Government or state ownership creates a political 

connection of a firm with its external institutional environment, which may imply a comparative 

advantage in gaining resources and policy benefits domestically (Cui and Jiang 2012). Private 

foreign ownership indicates a firm’s affiliation to commonly accepted international retinues, 

norms and technologies (Buckley, Wang and Clegg 2007) and therefore, is associated with its 

inclination toward engaging in international competition. To control for the objective level of 
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institutional quality, we included marketization. It is based the index developed by China 

Economic Research Institute which depicts China’s marketization level at the province level 

(Fan, Wang and Zhu 2011). It has been used as a measure for the overall institutional 

environment in previous research on firm activities (e.g. Nee and Opper 2010; Redfern and 

Crawford 2010) 

 

2.5 Results and Findings 

We hypothesize that the effect of regulative institutional quality on the 

internationalization of SMEs is different depending on phases of international activities. We first 

test the propensity of firms deciding to shift from operating wholly in a domestic market to 

participating in international market. We include geographic region and industries in our analysis 

and this makes our observations hierarchical in nature. Firms in the same industry or located in 

the same geographic region may share some common and even if unobservable traits, which may 

potentially violates the independent and identically distributed assumption of traditional ordinary 

least square (OLS) models (Snijders 2011). We therefore employed hierarchical linear model 

(HLM) by using multilevel mixed-effect package in Stata to test the effect of regulative 

institutional quality on the internationalization of Chinese SMEs in their decision-making and 

development phases. HLM approach offers a more advanced way to examine data with 

hierarchically nested structures than OLS approach (Hofmann 1997). This model has been 

widely used in investigating key business phenomena (e.g., Chan, Makino and Isobe 2006; 

Peterson, Arregle and Martin 2012). For our observations that are nested in industries nested in 

regions, intra class correlation (ICC) values for industry are 0.07 for the internationalization 

decision-making phase, which means that on average approximately 7% of the total variance of 
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the propensity that SMEs involve in international expansion is accounted for by intra-industry 

correlations. The ICC value of 0.07 is considered a small size effect (LeBreton and Senter 2007; 

Sun et al. 2015) and confirms the appropriateness of the use of HLM.  

-------------------------------- 

Insert Table 2.2 about here 

-------------------------------- 

Table 2.2 summarizes descriptive statistics of this study. We also checked the variance 

inflation factor (VIF) for both of our models. The Pearson correlations between independent 

variables were below 0.4, which suggested that they captured different aspects of firm level traits 

(LeBreton and Senter 2007). In addition, the VIF was less than 1.5 for both models, which is 

well below the generally accepted threshold of 10 (Hair et al. 2006). We thus ruled out concerns 

about multicollinearity in this study.  

--------------------------------- 

Insert Table 2.3 about here 

--------------------------------- 

Table 2.3 reports HLM regression results for the internationalization of Chinese SMEs. 

Models 1 to 3 represent HLM regression outcomes with internationalized as the dependent 

variable, which was a dummy variable designed to test factors that influence the propensity of 

Chinese SMEs to expand their operations abroad during the decision-making phase. Models 4 to 

6 are HLM regressions with the dependent variable of sales growth rate; it was used to test 

factors that drive the growth of Chinese internationalized SME at the international development 

phase. The deviance values (Deviance = −2 × log-likelihood of the full maximum likelihood 

estimate) decrease from model 1 to model 3 for the internationalization decision-making phase 
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and from model 4 to model 6 for the international development phase, respectively, suggesting 

an increased overall model fit. Model 1 and model 4 are the baseline models for testing the 

internationalization decision-making phase and international development phase, respectively; 

they contain only control variables.  

We add the main variable regulative institutional quality into model 2 to test H1. The 

coefficient for the institutional quality was significantly negative (β=-.054, p<.01). This result 

suggests that the propensity of Chinese SMEs to internationalize, as predicted by our hypothesis, 

decrease by a factor of .054 if the measurement for regulative institutional quality increased by 

one unit. Thus, H1 was supported. H2 suggests that for those SMEs who have already expanded 

internationally and are seeking for growth, they are at the internationalization development phase, 

and domestic regulative institutional quality is related negatively to their sales growth rate. 

Similarly, we include the main variable regulative institutional quality into model 5 to test H2. 

The coefficient in model 5 provided empirical support for H2 (β=1.087, p<.01), suggesting that 

unbalanced domestic institutions act as constraints for the international growth of Chinese SMEs. 

Specifically, international sales of Chinese SMEs are very likely to decrease by a factor of 1.087 

if the measurement for the institutional quality decreased by one unit. 

We examine H3a by adding an interaction term, manager’s experience*regulative 

institutional quality, in model 3. As predicted, the coefficient is positive and statistically 

significant (β=.045, p<.01). The result implies that, everything else being equal, a manager’s 

experience in a related field would increase the probability of a SME to internationalize only 

when the manager’s perception of domestic institutional quality is high. And when the 

self-perceived institutional quality is low, SMEs with more experienced managers would choose 

to stay in domestic market as their experience would help them maneuver unfavorable domestic 
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institutions. Using one standard deviation below and above the mean as criteria for low and high 

regulative institutional quality, Figure 2.1 presents the visualization of interaction effect of 

manager’s experience and regulative institutional quality. When the perceived institutional 

quality moves from low to high, SMEs with more experienced managers are more likely to 

engage in internationalization compared to those SMEs whose mangers have been in a field 

shorter in length. In the same vein, we examine H3b by adding an interaction term, manager’s 

experience*regulative institutional quality, in model 6. As expected, the coefficient is positive 

and statistically significant (β=.249, p<.01), which implies that, for a SME whose main target is 

the international market, a manager’s experience in a related field is not enough for a SME to 

overcome low domestic institutional quality when it is in the international growth phase and thus 

has an deterring effect on the SME’s further international expansion. In essence, low institutional 

quality implies a higher degree of institutional distance between home and host countries, 

experienced managers tend to take more conservative approaches in furthering international 

endeavors (Bruneel, Yli�Renko and Clarysse 2010). In addition, facing low institutional quality 

at home, experienced manager are more likely to be aware of the gap in terms of managerial 

expertise, reputation, and institutional differences between their firms and counterparts from 

foreign markets. Figure 2.2 visually illustrates the interaction effect of institutional quality and 

manager’s experience in the international growth phase. SMEs with more experienced managers 

are more likely to enhance their international development relative to those SMEs with less 

experienced managers only when institutional quality is comparatively high. 

H4a suggests that procession of an internationally-recognized certification would 

increase the probability of a SME to engage in international business when institutional quality is 

low. The coefficient in model 3 for the interaction term of quality*certification is negative and 
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significant. Thus H4a is supported. Although there are observations in reality that the diffusion 

of certified management systems in China, such as the ISO 14000 series, is also attributable to 

the need to acquire legitimacy and address an increasingly competitive pressures in the domestic 

market (Qi et al. 2011), our finding suggests that in the international development phase, 

obtaining an internationally recognized certification is indeed helpful for Chinese SMEs if they 

face a comparatively low domestic institutional environment.  

H4b is also confirmed by the coefficient of the interaction term certification*regulative 

institutional quality in model 6 (β=-1.098, p<.01), which implies that, for those SMEs whose 

main target is the international market, obtaining an internationally-recognized certification 

weakens the negative effect of low regulative institutional quality on their sales growth and helps 

SMEs to fulfill their internationalization goals.  

----------------------------------- 

Insert Figures 2.1 about here 

------------------------------------ 

----------------------------------- 

Insert Figures 2.2 about here 

------------------------------------ 

Meaningful results also emerged from examining the control variables. Larger firms 

enjoy higher propensity to involve in international market as well as higher growth rate when 

seeking further international expansion compared to those smaller firms because larger firms 

have access to broader scope of resources. SMEs with longer years of operation are more likely 

to engage in international competition relative to younger SMEs, but this does not guarantee a 

superior growth for those firms who already compete in the international market. This result is 
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consistent with our argument in this study: prosperity in the international market demands SMEs’ 

commitment to more specific assets that are helpful for them to be perceived as competitive and 

legitimate. Consistent with previous research on ownership effect (e.g., Firth, Fung and Rui 2007; 

Tian and Estrin 2008), the coefficients for the government or state ownership are negative and 

significant, whereas the coefficients for private foreign ownership are positive and significant 

throughout all the statistical models. This is in conformity with our observations that political 

affiliations help SMEs offset domestic institutional disadvantages and thus weaken their 

sensitivity to low regulative institutional quality and the inclination to internationalize. Private 

foreign ownership, on the contrary, may results in SMEs to have better understanding of 

international standards and routines, thus being more willing to participate in the international 

competition (Buckley, Wang and Clegg 2007). In general, high marketization at the province 

level promotes both Chinese SMEs’ interest to go abroad as well as their growth in the following 

international growth phase. 

 

2.6 Robustness check 

We ran several additional analyses to ensure the robustness of our results. First, to ensure 

that our results maintain the same not due to the method we chose in the assessment of quality, 

we used standard deviation in place of inverse entropy formula to measure regulative 

institutional quality, because standard deviation is used to express the variability or dispersion of 

a set of data resources (Hair et al. 2006). Second, to address the potential problem of selection 

bias that is common in most sampling procedures, we empirically tested out dataset by using 

Heckman’s two stage model, which has been commonly employed by management scholars in 

recent years (LeBreton and Senter 2007). The results show an insignificant reverse Mill’s ratio 
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(Lambda) coefficient (0.191, p<0.182), which indicates that selection bias due to endogeneity of 

Chinese SMEs’ internationalization behavior is not a concern in our sample. Third, instead of 

using the samples of firms who claimed that their main target is the international market, we 

followed the study by Knight and Cavusgil (2004) and used a more objective criterion and 

identified a firm as being in the development phase if the percentage of foreign sales to total 

sales exceeded 25%. This cut-off point was commonly used in the IB literature to evaluate a 

firm’s degree of internationalization (Gao et al. 2010; Moen and Servais 2002). In addition, since 

our HLM models involve clustering at the region and industrial level, we used the categorical 

variable of city population instead of city location and Chinese Standard Industrial Classification 

(CSIC) instead of International Standard Industrial Classification (ISIC) to ensure that our results 

are not changeable due to particular clusters. The ICC value for the models using CSIC is 0.08, 

which is close to our previous models. In general, the results from those above mentioned 

robustness tests are similar to, if not stronger than, the original results, which support our 

regulative institutional quality perspective on the internationalization of Chinese SMEs. 

 

2.7 Discussion and Conclusions 

2.7.1 Contribution 

The contributions of our study to institutional studies and international business research 

on SMEs are multifold. First, with the onset of participation of emerging economies in the 

international arena, scholars from various disciplines have attempted to understand the 

motivations, incentives, and strategies used by emerging market firms that influence this vital 

phenomenon (Hoskisson et al. 2013; Marquis and Raynard 2015; Ramamurti 2012; Ramamurti 
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and Singh 2009). However, with a few exceptions (e.g. Amighini, Rabellotti and Sanfilippo 

2013), the bulk of the work has been based on multinational giants (Deng 2012; Liang, Ren and 

Sun 2014). Given that SMEs are considered the backbone of economic growth in China (Berrell 

et al. 2009; Li and Chen 2006), our study aimed to fill this gap by probing deeper into the 

internationalization of Chinese SMEs. Our analysis decomposed the internationalization process 

for SMEs into the internationalization decision-making phase when firms are considering 

whether to go abroad and the subsequent development phase when firms have already 

internationalized and are seeking further growth. This stepwise analysis provides an in-depth 

understanding of the impact of various factors on different stages of the internationalization of 

SMEs in China. 

Existing literature on the role of home country institutional environment in influencing 

firms’ internationalization can be generally divided into two categories: institutional settings 

providing support or imposing constraints (Luo, Xue and Han 2010; Sun et al. 2015). The 

institutional escapism view suggests that firms’ internationalization is an escape response to the 

“perceived misalignment between firm needs and home country institutional conditions” (Witt 

and Lewin 2007). In contrast, Luo, Xue and Han (2010) show that Chinese government promotes 

outward foreign direct investment (FDI) through establishing favorable formal institutional 

arrangements, including simplifying the approval process for outward FDI and setting up 

information bank and providing guidance and coordination for firms’ overseas activities. Our 

concept of regulative institutional quality does not intend to invalidate the capability of existing 

theories in explaining the internationalization of Chinese firms; rather it depicts that the 

institutional settings confronting Chinese firms and especially SMEs is more dynamic or holistic 

than what current studies on institutional escapism or voids suggest. In essence, our 
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conceptualization of institutional quality presents a synthesized way in considering how SMEs 

perceive the surrounding institutional environment. Accordingly, the concept captures the 

cognitive complexity in the process of assessment of the institutional environment by SMEs’ 

owners or managers due to unbalanced development of different institutional dimensions in an 

emerging market context.  

Our findings on the influence of regulative institutional quality on the decision-making 

phase of internationalization for SMEs echo the arguments by institutional escapism lens on how 

institutional conditions and outward FDI by Chinese firms (Boisot and Meyer 2008; Child and 

Rodrigues 2005; Witt and Lewin 2007). Although this escape perspective was derived from 

deductive analysis or aggregated country-level data (Wit & Lewin, 2007), we are able to explore 

it by empirically testing hypotheses about different phases of SMEs’ internationalization with a 

large scale of reliable firm-level dataset. On the other hand, our institutional quality perspective 

differs from institutional escapism view in a way that the escapist approach suggests a 

misalignment between firms’ needs and the actual conditions accounts for firm 

internationalization (Witt and Lewin 2007) and the rationale is based on institutional voids 

(Khanna and Palepu 1997)hanna & Palepu, 1997, 2006), whereas our concept of institutional 

quality contends that the internationalization of SMEs are due to the biased domestic institutional 

settings unfavorable toward SMEs compared to policy benefits and governmental support 

enjoyed by SOEs. We demonstrated that SMEs in China were more likely to encounter an 

unstable institutional conditions and unbalanced institutional development, because they lacked 

the preferential support that their large state-owned counterparts could possibly get, either 

because of SOEs’ size-related visibility or through political and ownership connections with the 

government. Therefore, switching to an international market could be an attractive option for 
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many SMEs. Although the institutional environment for SMEs has improved significantly, 

Chinese SMEs are still finding themselves in a more stringent circumstance compared to their 

more sizable state-owned counterparts in cases such as innovation and policy incentives (Zhu, 

Wittmann and Peng 2012) and, thus, they are likely to face a more complex and more uncertain 

institutional context. Furthermore, our study differs from the concept of institutional escapism, 

because we captured the regulative institutional environment by using the concept of quality, 

which reflects the stress and vulnerability that results from unbalanced institutional development 

inside of formal institutional system and its complexity configurations rather than measuring 

regulative institutional environment in its absolute values. 

To this end, our study also enriched the institutional-based view (Hoskisson et al. 2013; 

Peng, Wang and Jiang 2008a) and especially the logic of institutional complexity (Ahmadjian 

2016; Greenwood et al. 2011) particularly in the context of emerging economies like China. Our 

argument for regulative institutional quality not only reflects the enabling nature of institutions, 

but it also captures its complex functioning mechanism. As a consequence, our institutional 

quality approach is closer to the actual decision-making process, because realistic choices are 

complicated (Simon 1959) and decision-makers must respond to “chaotic contexts” (Snowden 

and Boone 2007).  

2.7.2 Limitations and further research 

Our research is not without limitations. First, an institution consists of three pillars: 

regulative, normative, and cognitive (Scott 1994). We only tested the regulative aspect of the 

complex institutional environment surrounding SMEs, although it is obviously of vital 

importance to the internationalization of SMEs in China. Further research may produce 
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additional insight if fine-grained measurements were constructed for the normative and cognitive 

institutional environment of Chinese SMEs that were in the process of going abroad. After all, 

cognitive and normative components of institutions have been proved to be a powerful 

explanation for economic outcomes and strategic choices (Nee and Opper 2012; Schwens, Eiche 

and Kabst 2011). 

Moreover, the dataset only enabled us to empirically verify the moderating effect of two 

firm-level variables: manager’s experience and firm’s certification on the internationalization of 

Chinese SMEs. Researchers could further expand the measurements to other firms’ 

characteristics such as manager’s education and global mindset that are also pivotal in helping 

SMEs overcome low institutional quality in their international expansion and testify other factors 

at different levels (Levy et al. 2007; Liang, Ren and Sun 2014). 

Furthermore, our quality measurement only takes domestic institutional conditions into 

account. With an increasing level of integration of SMEs into the international marketplace, they 

may inevitably face demanding and sometimes elusory institutional environments 

simultaneously in both home and target countries. This foreign environment may present more 

fragile circumstances and, therefore, are also important for SMEs to cope with in order to 

overcome a variety of actual and perceived institutional barriers and complexity (Ahmadjian 

2016). Finally, longitudinal studies could significantly enhance our investigation by providing a 

deeper understanding of how the concept of regulative institutional quality shifts over time and 

how firms and particularly SMEs in emerging economies react in response.  
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Table 2.1. Chinese criteria of SMEs and corresponding ISIC two-digit codes in World Bank 
Survey of each sector. 

 

�  

Chinese 
Employment-based 
Criteria of SMEs (No. of 
employees) 

Corresponding ISIC two-digit codes 
in World Bank Survey  

Industry <= 2000 

15 Food 
17 Textiles 
18 Garments 
24 Chemicals  
25 Plastics  
26 Non-metallic mineral products 
27 Basic metals 
28 Fabricated metal products  
29 Machinery and equipment 
31-32 Electronics  
34-35 Motor Vehicles  
38 Other Manufacturing 

 

Construction <= 3000 45 Construction Section 
 

Transportation <=3000 
50 Services of motor vehicles  
60-64 Transport  Section  

Wholesale <= 200 51 Wholesale 
 

Retail <=500 52 Retail 
 

Hotel & Restaurant <=800 55 Hotel and Restaurant 
 

Information Technology <= 2000 
72 Information technology 
  

 Sources: SME Promotion Law of China, 2003; World Bank Enterprise Survey, 2012.!
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Table 2.2. Descriptive data and Pearson correlation coefficients of variables 
Internationalization decision-making phase (n=2368) �  

�  Obs. Mean S.D. (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) 
(1) Internationalized 2368 0.244 0.430 1 

          
(2) Quality 2368 1.564 0.050 -0.049* 1 

         
(3) Manager's experience 2368 16.359 7.464 0.098*** -0.075*** 1 

        
(4) Certificate 2368 0.386 0.487 0.163*** 0.085*** 0.054** 1 

       
(5) Firm size 2368 4.105 1.265 0.227*** -0.077*** 0.222*** 0.349*** 1 

      
(6) Firm age 2368 11.509 7.445 0.061** -0.009 0.365*** 0.130*** 0.230*** 1 

     
(7) Sector 2368 13.678 8.203 -0.258*** 0.049* -0.080*** -0.208*** -0.224*** -0.019 1 

    
(8) Region 2368 2.024 0.212 -0.012 0.039* 0.000 0.014 -0.002 -0.026 -0.056** 1 

   
(9) Government/state ownership 2368 3.152 15.806 -0.078*** 0.122*** -0.069*** 0.107*** 0.026 0.074*** -0.021 -0.018 1 

  
(10) Private foreign ownership 2368 3.943 17.313 0.185*** -0.045* 0.023 0.067*** 0.075*** -0.041* -0.055** -0.018 -0.039* 1 

 
(11) Marketization 2368 9.687 1.655 0.077*** -0.062** 0.000 0.034 -0.007 -0.015 -0.041* -0.094*** -0.053** 0.003 1 

International growth phase (n=135) 
 

�  Obs. Mean S.D. (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) 
(1) International growth 135 0.165 0.356 1 

          
(2) Quality 135 1.564 0.050 -0.043 1 

         
(3) Manager's experience 135 17.770 7.855 -0.02 -0.075*** 1 

        
(4) Certificate 135 0.304 0.462 0.07 0.085*** 0.054** 1 

       
(5) Firm size 135 4.876 1.153 0.086 -0.077*** 0.222*** 0.349*** 1 

      
(6) Firm age 135 10.652 5.848 -0.06 -0.009 0.365*** 0.130*** 0.230*** 1 

     
(7) Sector 135 7.341 4.945 0.048 0.049* -0.080*** -0.208*** -0.224*** -0.019 1 

    
(8) Region 135 2.022 0.192 -0.078 0.039* 0.000 0.014 -0.002 -0.026 -0.056** 1 

   
(9) Government/state ownership 135 0.378 4.389 -0.053 0.122*** -0.069*** 0.107*** 0.026 0.074*** -0.021 -0.018 1 

  
(10) Private foreign ownership 135 13.481 31.256 0.016 -0.045* 0.023 0.067*** 0.075*** -0.041* -0.055** -0.018 -0.039* 1 

 
(11) Marketization 135 10.007 1.567 0.152** -0.062** 0.000 0.034 -0.007 -0.015 -0.041* -0.094*** -0.053** 0.003 1.000 
* p<0.05, ** p<0.01, *** p<0.001 
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Table 2.3. Hierarchical linear model (HLM) regression results 
   

�  
Internationalization 

decision-making phase 
DV: internationalized dummy 

International development phase 
DV: international growth rate 

 
Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 

       
Independent variable 

      
Regulative institutional 
quality  

-0.054** -0.753*** 
 

1.087*** 1.218*** 

  
(0.023) (0.053) 

 
(0.103) (0.187) 

       
Moderator Variables 

      
Manager's experience 

 
0.002*** -0.068*** 

 
-0.001 -0.392*** 

  
(0.000) (0.000) 

 
(0.001) (0.000) 

       
Certification 

 
0.056*** 0.261*** 

 
-0.088*** 1.607*** 

  
(0.002) (0.088) 

 
(0.002) (0.248) 

       
Interactions 

      
Regulative institutinoal 
quality*manager's 
experience 

  
0.045*** 

  
0.249*** 

   
(0.000) 

  
(0.000) 

Regulative institutional 
quality*certificate   

-0.130** 
  

-1.098*** 

   
(0.056) 

  
(0.158) 

       
Control variables 

      
Firm size 0.061*** 0.055*** 0.055*** 0.049*** 0.043*** 0.044*** 

 
(0.003) (0.003) (0.003) (0.002) (0.003) (0.003) 

       
Firm age 0.001*** 0.001*** 0.001*** -0.011*** -0.013*** -0.013*** 

 
(0.000) (0.000) (0.000) (0.000) (0.001) (0.001) 

       
Sector -0.010*** -0.010*** -0.010*** 0.009*** 0.008*** 0.008*** 

 
(0.001) (0.001) (0.001) (0.000) (0.000) (0.000) 

       
Region -0.038 -0.049 -0.049 -0.033 -0.058 -0.075 

 
(0.024) (0.031) (0.031) (0.077) (0.095) (0.106) 

       
Government/state ownership -0.003*** -0.003*** -0.003*** -0.030*** -0.030*** -0.030*** 
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(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

       
Private foreign ownership 0.004*** 0.004*** 0.004*** 0.000*** 0.000*** 0.001*** 

 
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

       
Marketization 0.012*** 0.015*** 0.016*** 0.006** 0.004 0.008 

 
(0.001) (0.001) (0.001) (0.003) (0.004) (0.005) 

       
Constant 0.216*** 0.328*** 1.303*** 0.065 -1.477*** 4.781*** 

 
(0.056) (0.078) (0.107) (0.148) (0.276) (0.382) 

       
N 2583 2368 2368 142 135 135 
Deviance 2514.5012 2322.5432 2319.6208 83.10696 65.091438 63.781054 

 

      

Standard errors in parentheses 
* p<.1 **p<.05 ***p<.01 
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!

Figure 2.1. Interaction of institutional quality and manager’s experience on the 
internationalization decision-making process. Note: These two figures show a linear 
approximation of the marginal effect. The horizontal axis shows the range of the explanatory 
variables from one standard deviation below the mean to one standard deviation above the mean. 
!

!

!
Figure 2.2. Interaction of institutional quality and manager’s experience in the international 
growth phase. 
!
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Chapter 3 

 

Human capital, firm performance and the moderating role of the interlocking 

directorate network in a transition economy: the case of Chinese listed firms 
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Abstract 

 

The last three decades have witnessed a remarkable economic transition in China. Changes in the 

redistribution system and ongoing corporate governance reform have emphasized the importance 

of human capital. We use empirical data from Chinese publicly listed firms to show the 

conditions under which firms could benefit from human capital. We find that the effect of human 

capital on firm performance is contingent upon the firm’s position in the interlocking directorate 

network. Human capital is associated with superior performance only when network centrality is 

high. The interlocking directorate network facilitates recruitment and realization of human 

capital embodied in professional titles such as “professor”, “lawyer” or “engineer”.  

 

Key words: Human Capital, interlocking directorate network, firm performance, transition 

economy 
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3.1 Introduction 

China’s shift from a planned to market-oriented economy has been remarkable. China has 

become the second largest national economy and this transition has led to changes at every level 

of economic life. As Chinese marketization proceeds, the economy is moving to a phase in 

which the market plays a significant role in resource allocation. In the wake of this transition, 

there has been much debate about the real driving forces of China’s economic growth. Although 

government influence remains substantial, the decreasing importance and even negative effect of 

political intervention on firm performance has been well demonstrated (e.g., Fan, Wong and 

Zhang 2007; Nee and Opper 2010). As marketization alters incentives through redistribution 

(Nee 1989), instead of being subordinated to the government, firms are relying more on other 

firms to secure key resources (Ren, Au and Birtch 2009; Yan and Yudong 2003).  Among the 

key resources that firms obtain through their connections, human capital is one factor that is not 

only important for economic growth at the macro level (Fleisher, Li and Zhao 2010; Heckman 

2002), but an indispensable investment for firms to achieve their goals (Batjargal 2007).  

The practice of Chinese firms hiring people high in human capital as top management 

team (TMT) members was first triggered by the government’s efforts to build a modern 

corporate governance system in the 1990s. The institutional foundation and basic legal 

framework were set up when large companies gained a relatively high degree of independence 

and autonomy through public listing (Meyer et al. 2014). The practice was further intensified by 

the initiative of the independent director system (Clarke 2006). Although slightly more than one 

third of the CEOs of large state-owned enterprises (SOEs) are “politically connected” (CEOs 

being former government bureaucrats), the performance of their companies is less satisfactory 

than that of those without “politically connected” CEOs (Fan, Wong and Zhang 2007). The effort 
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to institutionalize a modern corporate governance system has achieved significant progress in 

forcing firms to be responsible for their own profits and losses. This has led firms to recruit 

personnel with qualified competence in order to outperform their competitors (G. Wang et al. 

2014). This is particularly the case with their TMTs, as they are the “key to strategic success” 

(Rahman 2001). 

There are a number of studies about how firm performance is influenced by 

characteristics of individuals of TMT (Bai et al. 2004; Boubakri, Cosset and Saffar 2008; Fan, 

Wei and Xu 2011). Particularly following Hambrick and Mason (1984)’s theorizing on the 

“upper echelon”, the demographic characteristics of the TMT serve as “valid proxies for deep-

level characteristics” (Carpenter 2002), which may be associated with organizational outcomes. 

Among those characteristics, TMT human capital is of great importance (Bansal and Hunter 

2003; Sharma 2005) and is generally believed to be an important factor in terms of why some 

firms outperform others (Crook et al. 2011). However, extant literature has yielded mixed 

findings regarding the influence of TMT traits on firm performance (Hambrick, Humphrey and 

Gupta 2015). For example, in his meta-analysis, Newbert (2007) has reported that, out of the 33 

human capital-performance tests he identified in the literature, only 11 provide support for the 

idea that TMT human capital is significantly and positively related to firm performance. Similar 

findings have also emerged in the Chinese context (e.g., Lu and Zhang 2015; Ping 2006). One 

possible explanation, as Carpenter (2002) has pointed out, is that demographic-based studies 

would not be fruitful without taking the TMT’s social context into consideration. The use of 

demographic indicators may leave us at a loss in terms of the real social processes that are 

driving and influencing the function of executive behavior (Hambrick 2007). This raises an 
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important but unexplored question: What are the conditions under which firms could benefit 

from human capital, and why?  

 We draw on the social network perspective to address this question. The key assumption 

is that firms are never isolated economic entities but, instead, are embedded within a network of 

relationships with each other (Granovetter 1985; Nee and Ingram 1998; Peng, Au and Wang 

2001; Uzzi 1996). Such an interfirm network can take place through various means, and can 

have a profound influence on firm behavior at every level, because firms do not make decisions 

“in a social vacuum without considering other firms” (Echols and Tsai 2005). The interfirm 

network enables learning and facilitating information flow among firms (Gupta and Polonsky 

2014), which may alter the practice and function of TMT through influencing the decision-

making process. Firms in transition economies, in which institutions are less developed, tend to 

employ a network-centered strategy in order to reduce environmental uncertainties (Peng and 

Luo 2000; Zhang and Li 2008). Therefore, the effect of TMT human capital on firm performance 

would not be fully understood without taking into consideration the network in which firms are 

embedded. This is particularly so in the case of Chinese firms where the stress involved in 

increasing the level of human capital did not take the form of a gradual evolution, but was 

promoted largely by the government through stipulations (Clarke 2006). And, firms may be 

uncertain about the actual implementation, as well as the consequences or impact of this new 

practice. Therefore they are likely to observe and learn about other firms’ practice in selecting 

TMT members high in human capital and gather information on suitable candidates through their 

connections. Thus, the network perspective serves as an important approach for examining the 

mechanisms of firms’ benefiting from this government-led human capital promotional campaign.  
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In this study, we use professional titleholders as an indicator of firms’ investment in 

human capital at the TMT level. We gathered data concerning the presence and percentage of 

professional titleholders of Chinese publicly listed firms’ TMTs to explore the effect of human 

capital on firm performance. To what extent can a firm benefit from having professional 

titleholders, based on what the firm sees in those people, and how can the firm identify those 

who are most suitable for such distinctions? We suggest that an interfirm network formed 

through interlocking directors can serve as an important conduit for firms to share information 

about candidates and seek desirable ones. The relationship between human capital (represented 

by professional titleholders) and firm performance will be positively moderated by a firm’s 

position in the interlocking directorate network. Our findings confirm this moderating effect and 

suggest that professional titleholders would benefit a firm only if the firm holds a central position 

in the interlocking directorate network. The findings also reveal Chinese firms’ responses to a 

government-led corporate governance reform campaign, and suggest that in addition to the 

knowledge and skills that professional titleholders are supposed to bring along, firms may also 

expect to utilize the social capital that is embodied in professional titles.  Network centrality 

facilitates the recruitment and realization of human capital embodied in professional titles.  

The rest of the article is organized as follows: we begin with a section discussing the 

antecedents of Chinese listed firms’ practice of hiring professional titleholders as well as Chinese 

firms’ distinctive corporate governance practices. This is followed by a theoretical framework, 

including a literature review on human capital, TMT and interlocking directorate network and 

hypotheses development. We then present methodology and empirical findings before discussion 

and conclusion.  

 



 
 

90 

3.2 Human capital and corporate governance reform of Chinese publicly listed firms  

The principle aims of China’s large-scale economic restructuring process, which was 

initiated in the 1980s, include modernization of industries, growth simulation, poverty reduction 

and economic efficiency improvement. Corporate governance reform did not begin until the 

latter half of the 1990s. One step of the process was the establishment of the Shanghai (SHSE) 

and Shenzhen (SZSE) stock exchange markets in 1990 and 1991, respectively (Pistor and Xu 

2005). The development of stock markets was a part of the state-owned enterprises (SOEs) 

reform which aimed to make traditional SOEs operate with higher efficiency by subjecting them 

to rules under the “modern enterprise system”(Groves et al. 1994). The processes and problems 

of restructuring SOEs to make them efficient business operators that are responsible for their 

own profits as well as losses have been extensively documented (Cao, Qian and Weingast 1999; 

Clarke 2003; Naughton 1996; Tsui et al. 2004). 

 Although there have been debates about the effectiveness and efficiency of SOEs going 

public (Chen et al. 2008), as well as concerns about exploitation of minority shareholders due to 

a highly concentrated shareholding structure (Lin and Zhu 2001; Wei and Chao 1982; Young et 

al. 2008),  the change has entailed the separation of ownership from control (Walder 2011). 

SOEs have moved from a system in which firms operated in a bureaucratic way and decisions 

were based on commands from a centralized government to a system that allows SOEs to have a 

certain amount of management autonomy, and this has been proven to have created effective 

incentives for resources to be allocated more in accordance with standards set by market forces 

(Groves et al. 1994). Recent research has indicated that the corporate governance of SOEs has 

transformed from “deeply inadequate” to “less inadequate” (Naughton and Tsai 2015). At the 

center of the restructuring process lies the organizational change that should include organization 
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structure, coordination and control (Fan, Wong and Zhang 2012; Guthrie 1997). Although the 

state’s withdrawal from direct intervention has been considerable (Malesky and London 2014; 

Nee and Opper 2010), government policies, among other external stimuli, remain the most 

important trigger for SOEs’ organizational changes (Buckley, Clegg and Tan 2005; Nee 1992). 

Such policies have promoted organizational isomorphism in structure and behavior by exerting 

coercive power over SOEs during the reform period (Haveman and Wang 2013).   

In addition to the government’s reduction of its stake in the stock market, the China 

Securities Regulatory Commission (CSRC) has introduced a series of regulations and guiding 

principles aimed at improving corporate governance of listed firms. While the government has 

retained control over key decision rights such as those involving mergers and acquisitions, 

decision rights involving operations have been released to the firm level (Wong 2006). This is in 

response to increasing marketization, particularly given intensifying competition from private 

enterprise and multinational corporations coming in the Chinese domestic market since China’s 

entrance into the World Trade Organization (WTO) in 2001 (Guthrie 2012; Tsui et al. 2004). 

Modern knowledge and management models have been brought into China with the entrance of 

multinational corporations, which have intensified market competition and created great pressure 

for Chinese firms to adopt modern corporate governance practices and hire competent people 

with professional knowledge (Buckley, Clegg and Wang 2002). Public SOEs, given decreasing 

governmental stakes, are forced to obey market rules and face competition from non-SOEs who 

are better prepared to adopt to new technology and modern governance strategies, and embrace 

human capital (Fan, Wong and Zhang 2007; Francis, Hasan and Sun 2009). 

One important rule introduced by the CSRC for the purpose of promoting corporate 

governance of listed firms is the implementation of the Guidance Opinion on the Establishment 
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of an Independent Director System in 2003, which required at least one-third of board members 

for all publicly listed firms to be independent directors. These independent directors should not 

be influenced by anyone who has significant or material interest in the company, and are 

required to perform the duties of good faith (chengxin) and diligence (qinmian) to the company 

and to the entire body of shareholders. The most suitable and easily identifiable candidates for 

such positions are people who hold professional titles. It seems that this trend has not been 

confined to independent director recruitment, but has spread to the hiring of other TMT members. 

As demonstrated in Figure 1, while the number of independent director professional titleholders 

has held steady (at about one third of board members) following the implementation of the 

Guidance Opinion on the Establishment of an Independent Director System in 2003, the average 

number of professional titleholders for overall management teams has increased.  

----------------------------------- 
Insert Figure 3.1 about here 
---------------------------------- 

 
 
 

3.3 Theoretical framework and hypothesis 

3.3.1 TMT human capital and the practice of professional titleholder hiring of Chinese 

listed firms 

Top management team (TMT) refers to a firm’s directors and top-tier managers (Liu and 

Almor 2014). Hambrick and Mason brought up the concept of upper echelon in 1984, and, since 

then, the idea that organizations are reflections of their TMT members, because these members 

view situations and make decisions through their personal lenses has been well accepted in the 

management field (Hambrick 2015). If we want to understand firms’ strategy and, thus, 

performance, “we must understand strategists” (Hambrick, Humphrey and Gupta 2015). There 
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has been a general consensus that the characteristics of TMT have an impact on firm outcomes 

(G. Wang et al. 2014). Researchers have demonstrated that factors such as TMT demographic 

characteristics (Wei et al. 2005), composition (Buckley, Clegg and Tan 2006) and 

diversity/heterogeneity (Cohen and Dean 2005; Yiu, Lau and Bruton 2007) are of great influence 

in determining firm level outcome. Similar results have also emerged in the Chinese economic 

transition context. For example, Chuanming and Junhua (2008) noted that firms with 

entrepreneurs from backgrounds in technology would have a higher degree of strategy 

diversification than those with entrepreneurs from financial backgrounds. And, Liang, Ren and 

Sun (2014) reported that managers’ overseas experiences have a positive influence on SOEs’ 

internationalization. The knowledge, skills and social ties that are embodied in top executives’ 

capabilities are at the core of the factors that could add economic value to firms (Ployhart and 

Moliterno 2011). Such knowledge, skills and social ties are known as important forms of human 

capital (Peng, Sun and Markóczy 2015; Rabbiosi and Santangelo 2013). Research in physiology 

and strategic human resources management have clearly revealed that investment in human 

capital can yield positive outcomes at the organizational level, such as better performance 

(Ahammad et al. 2014; Rabbiosi 2011) and stronger capability for innovation (Frost and Zhou 

2005).  

The practice of including professional titleholders on boards of directors was initially 

promoted by the independent director settlement. There are two characteristics associated with 

independent directors: independence and professionalization. The independence characteristic 

has been contested widely. Scholars and business practitioners  argue that being appointed by the 

board of directors makes independent directors vulnerable to the interests of large shareholders 

and that, thus, they can hardly be actually “independent” (e.g., Clarke 2006; Li, Tian and Yan 
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2013). However, the other characteristic – independent directors should be people with 

professional knowledge or experts in related fields – has not been paid as much attention to in 

terms of its “professionalization” effect on firm performance. The stimulus effect of the “high in 

human capital” trait that such independent directors convey on firms’ attitudes toward 

professionals and experts has not been well understood. 

The easiest way for firms to find people who meet the requirement of “professional” is to 

turn to academic researchers or professionals, such as those with professional titles, including 

professors, engineers and lawyers (Tian and Lau 2001). A cursory survey of our data indicates 

that about 50% of the independent directors have professional titles. If those independent 

professionals were hired merely to meet the requirements of the CSRC, their influence on the 

rest of their firms’ corporate governance should be limited. However as shown in figure 1, from 

1999 to 2011 the average number of people holding professionals titles outside of the 

independent director group per firm increased from less than 1 to about 6. This indicates a trend: 

that the inclusion of professional independent directors has prompted firms to pay special 

attention to people high in human capital. And firms are expending this practice from board of 

directors to other TMT members.  

Firms use professional titles as a “signal” to reduce information asymmetry and identify 

the most qualified personnel (Li Sun 2009). A professional title implies in-depth knowledge of a 

certain field. A number of independent director positions in China are held by university 

professors who are leading scholars in finance, accounting and engineering (Clarke 2006). 

Obtaining a professional title also involves years of practical experience (Ping Hao 1999). For 

example, to become an operational Certified Public Accountant (CPA), besides passing six 

exams in five years, one needs to have at least two years of experience working at an accounting 
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firm. Professional titles, therefore, signify an individual’s intellectual ability and expertise (Chan, 

Cheng and Leung 2011). In addition, ownership of professional titles imply a person’s social 

status and connections with salient external stakeholders (Cheng, Chan and Leung 2010), which 

are also regarded as important forms of human capital pertinent to the achievement of superior 

corporate performance (Peng, Sun and Markóczy 2015). Thus, we argue: 

H1a: the practice of a firm having professional titleholders in TMT will be positively 

associated with firm performance.  

H1b: the practice of a firm having high percentage of professional titleholders in TMT 

will be positively associated with firm performance. 

 

3.3.2 Human capital and the Interfirm network 

The network, defined as “a set of nodes and the set of ties representing some relationship” 

(Schweiger and Denisi 1991), has been a popular research area in organizational studies, and the 

volume of such studies has been growing exponentially (Borgatti and Foster 2003). An interfirm 

network facilitates exchange of information and knowledge (Luo 2003) and helps firms secure 

key resources (Lin et al. 2009; Sheng, Zhou and Li 2011). The position a firm occupies in an 

interfirm network has profound influence on various outcomes for organizations (Granovetter 

1985) including innovation (Whittington, Owen-Smith and Powell 2009), firm survival (Zollo 

and Singh 2005), and performance (Fan, Zhu and Nyland 2012; Zaheer and Bell 2005) (see, for 

example, Brass et al [2004]   for a review).  

The social network approach’s emphasis on firms’ connectedness enables assessment of a 

social context, which provides a useful method to explain why the effect of human capital on 

firm performance has produced mixed results. The network of interfirm relationships constitutes 
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a conduit that channels the flow of information and knowledge (Powell et al. 2005). The position 

of a firm in these networks greatly influences the dynamics of the flow of information and novel 

knowledge (Lipparini, Lorenzoni and Ferriani 2014) and, thus, leads to variations in 

organizational consequences (Gupta and Polonsky 2014; Swaminathan and Moorman 2009). As 

the process through which the Chinese economy transitions from state socialism to market 

coordination of economic activities proceeds, firms are increasingly relying on each other for key 

resources and information (Peng 2003), compared to the previous situation, when the state was 

responsible for resource allocation. This has created incentives for firms to gain insights about 

other firms’ practices through their connections with those firms.   

Depending on the content of analyses, an interfirm network can be formed through 

various means. One of the antecedents of an interfirm network is the personal network of 

individuals who work at a firm. The interlocking directorate network, among formal and 

informal personal networks that link firms to each other, has been a dominant form of network 

since Mizruchi published his far-reaching piece in 1996. Interlocking directorate network ties are 

created when a board member sits on the boards of other firms (Hobdari et al. 2010). Research 

has shown that firms with interlocking board members share information on corporate 

governance practices (Davis 1991) and firm valuations (Haunschild 1994). The board of 

directors is the most pivotal decision-making unit within a firm. Ties between boards of directors 

of different firms enable exchanges of information that are key to the focal firm’s own decisions, 

thus further impacting performance (Ault and Spicer 2014).  

As Tang (2011) noted, the context of linkages should be taken into consideration in the 

analysis of their influence, as the meanings of such linkages may differ. In China, sometimes an 

interlocking directorship occurs not through spontaneous interactions between firms, but as a 



 
 

97 

result of the government’s rearrangement of the personnel of SOEs in order to maintain control 

over them and fulfill its national strategies (Lin, Lin and Song 2010; Pi and Lowe 2011). Thus, 

board members’ appointment may be involuntary (Pi and Lowe 2011) and these interlocking 

board members may be unable to bring additional economic value to their firms through their 

tangible activities . Moreover, studies on East Asian economies suggest that, while it is common 

for firms to remain in a business group through overlapping board memberships, group 

affiliation is harmful to the efficiency of affiliated firms in most countries (Claessens, Fan and 

Lang 2006), including China, particularly when market mechanisms stabilize (Keister 2009). 

Interlocking directorships have been shown to be negatively related to firm performance in 

western economies (Devos, Prevost and Puthenpurackal 2009; Mizruchi and Stearns 1988; Zhu, 

Wittmann and Peng 2012) and should be investigated within the firms’ environment (Martin, 

Gözübüyük and Becerra 2015). One possible explanation for this is that interlocking is more 

likely to happen when a firm is experiencing financial difficulty (Berrell et al. 2009; Richardson 

1987). Studies in the Chinese context have revealed a similar relationship (Ren, Au and Birtch 

2009; Zhou, Wu and Luo 2007). Thus, we suggest: 

H2: interlocking directorate centrality is negatively related to firm performance.   

 

Including more professionals began as a government-guided activity and was then picked 

up by firms (Clarke 2003). How well a firm can manage this practice and make professionals 

better serve its interests depends on its expectations in regard to those professionals, as well as 

the information gathered through the interfirm network. As both independent director and 

professional titleholders were relatively new to Chinese publicly listed firms, it is likely that it 

takes time for firms to find how to recruit the most suitable professionals. A process is needed 
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for firms to figure out how having a professional titleholder as a board member or manager 

would contribute to performance. One way for firms to learn is through an internal experimental 

process, through which they observe others, test different practices and try to find a balance. The 

change from 2003 to 2007 in figure 1 reflects this trial-and-error process. 2003 is the year when 

the independent director requirement was officially implemented and firms began to respond to 

this human capital promotion practice and co-opted a considerable number of professionals and 

experts into their TMTs. However, in 2004, the number of professionals and experts experienced 

a sharp drop, followed by 2-year mild decline until it bounced upward in 2007. Firms may have 

to dismiss professionals because they have not found how to utilize those people in the initial 

years for this new practice. Through the trial-and-error process, firms have gradually figured out 

the ways that work best for them and begun to appreciate the merits of professional titleholders.  

Firms need to reply on their connections to other firms to ascertain information and the 

fitness of a professional.  Interlocking directorates have been proposed as a source of information 

about business practices (Haunschild and Beckman 1998; Ingram and Silverman 2002; Johnson, 

Schnatterly and Hill 2012). Firms at the core of the interfirm network have a higher probability 

of accessing key information (Tsai 2001) and observing other firms’ practices (Lipparini, 

Lorenzoni and Ferriani 2014). This is particularly important for Chinese firms, as the 

institutional environment in China is relatively inefficient and firms cannot receive clear 

guidance from business infrastructures and related institutions (Boisot and Child 1996; Gu, Hung 

and Tse 2008). Firms that have more connections to other firms through interlocking directors 

would have greater access to information about potentially suitable professional candidates and a 

higher chance of identify those who are best for their firms. Thus, centrally positioned firms in 

the interlocking directorate network will benefit more from professional titleholders because they 
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were able to recruit the right person based on information gathered through interlocked directors. 

Thus, we hypothesize: 

 

H3a: a firm’s central position in the interlocking directorate network will positively 

moderate the relationship between the presence of professional titleholders in TMT and firm 

performance 

H3b: a firm’s central position in the interlocking directorate network will positively 

moderate the relationship between the percentage of professional titleholders in TMT and firm 

performance 

 

3.4 Data and method 

The sample for this study includes publicly traded Chinese firms listed on the Shenzhen 

and Shanghai stock markets for the fiscal year of 2009. We picked the year of 2009 as the focal 

year because it currently represents the “mid-point” since China deepened its corporate 

governance reform process by publishing the Guidance Opinion on the Establishment of an 

Independent Director System in 2003. The practice of hiring professionals had just passed the 

trail-and-error process and been stabilized in this year, as shown in figure 1. Thus, the patterns of 

organizational practice and interfirm relationship that have emerged will offer potentially 

interesting insights into Chinese firms’ responses to corporate governance reform. Firms’ data 

are from multiple sources. Firms’ and their TMTs’ information were pulled from GTA, a Hong 

Kong based financial data provider. This information was then checked against firms’ annual 

reports. The selection of TMT used here follows the convenience sampling approach (Sunny 

2014) by including all executives listed and reported in the GTA filing.  
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There were 1,718 publicly listed firms on the two stock markets in China by the end of 

2009. 32 firms are excluded in the sample because they either reported losses for two 

consecutive years and were put under “special treat” (ST) (Jiang and Wang 2008) status or were 

suspended and facing delisting1. Another 148 firms were not included because of missing data. 

This yielded a total sample of 1,538 firms. 

 

3.4.1 Dependent variable 

The dependent variable is firms’ performance. We use firms’ Tobin’s Q value to reflect 

their market value. Tobin’s Q is a widely used market-based measurement for firm performance 

(Brainard and Tobin 1968; Wernerfelt and Montgomery 1988). The advantage of the Tobin’s Q 

measurement is that it incorporates current and future operations and growth opportunities 

(Anderson and Reeb 2004). Tobin’s Q is defined as the ratio between a company’s market value 

and the replacement value of its total assets. Because the initial measurement of Tobin’s Q 

requires information that is hard to obtain, we use the approximation of Tobin’s Q defined by 

Chung and Pruitt (1994), which requires basic information that can be found in financial 

statements. We follow the work of Bai et al. (2004) under the Chinese context and construct the 

Tobin’s Q measured as follows: 

 

!" = !"#$ + !"#$% + !"#$" + !"#$ − !"#$
!"#$  

                                                
1 There have been debates in China about delisting practice. Delisting criteria have been restricted and 

vague, which makes delisting almost impossible. The delisting rate in NASDAQ is about 8%. In China, 
only 49 firms have been delisted since the establishment of the stock market. As a consequence, those 
firms became “zombie companies” in the stock market. For a discussion of delisting, see Huang, Shaoda, 
Chen Wang, and Tingting Liao. 2012. "Why delisting is hard? 
���	��." Finance World��
�� (8):82-83. 
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In the above equation, MVCS is the market value of the firm’s common stock shares, 

BVLTD is the firm’s book value of long-term debt, BVINV is the book value of the firm’s 

inventories, BVCL is the book value of the firm’s current liabilities, BVCA is the book value of 

the firm’s current assets and BVTA is the book value of the firm’s total assets. 

We chose Tobin’s Q instead of commonly used financial performance measurements 

such as return on assets (ROA) and return of equity (ROE) for two reasons: firstly, though 

accounting rates like ROA and ROE are easy to calculate, there is a concern that they are more 

appropriate for measuring firms’ profitability than performance (Chen and Lee 1995). Secondly, 

ROA and ROE are not adjusted for risk and are susceptible to accounting practice changes 

(Bharadwaj, Bharadwaj and Konsynski 1999; Wernerfelt and Montgomery 1988).  

We assume that professional titleholders in TMT are unlikely to have a significant effect 

on firms’ performance of the same year. The effect would be present later in time. So we used 

the 2011 Tobin’s Q value to capture this lagging effect.  In general, human capital can be divided 

into two broad categories: articulable and tacit (Lane and Lubatkin 1998; Polanyi and Sen 1983). 

Articulable knowledge can be coded and written down so that it can be easily transferred, while 

tacit knowledge is embedded in the learning process as people do their jobs at a firm. Tacit 

knowledge is the kind of knowledge that firms expect to gain from having professionals as board 

members and managers, and it takes time to develop. Thus, it would have a lagging effect on 

firm performance that could show up later. Tobin’s Q allows us to avoid potential noises caused 

by accounting standard changes during the two years from 2009 to 2011. We took the natural log 

format of Tobin’s Q value to reduce skewness. 
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3.4.2 Independent variables 

 In this study, we follow Chan, Cheng and Leung (2011) and use people holding 

professional titles, such as certified accountants, lawyers and engineers, as indicators for human 

capital. China has a long tradition of valuing scholastic achievement  and celebrating possession 

of qualifications and titles recognized by the government (Yan 2010). Obtaining a professional 

title requires years of specialized education and strict evaluation; therefore it is a valid proxy for 

the general intellectual competence of TMT members (Cheng, Chan and Leung 2010).  

We took two steps to test the effect of human capital and the role of the interlocking 

directorate network on firm performance. Presence of professional title holders: we first 

compared firms with and without professional titleholders in their TMTs using a dichotomous 

variable, Presence of professional titleholders. This variable is coded 1 if a firm has at least one 

professional titleholder in its TMT and 0 otherwise. Percentage of professional titleholders: we 

then calculated the ratio of professional titleholders to the total number of TMT members for 

each firm. Network centrality: a board director forms a tie if he/she holds a position at another 

firm. Firms are embedded in networks connected by interlocking directors. We employ degree 

centrality for each firm to measure its network position. We focus on degree centrality, or the 

number of firms to which a firms is directly connected, for the reason that degree centrality is 

more appropriate, as our unit of analysis is a firm’s ego network, whereas the other two widely 

used measurements – closeness network centrality and betweenness network centrality – are 

more relevant when the unit of analysis is the entire network (Swaminathan and Moorman 2009). 

Degree centrality represents a firm’s position in the interlocking professional network and the 

actors at the core are “recognized by others as a major channel of relational information” 
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(Wasserman and Faust 1994). It reflects the breadth of information or “information volume” 

(Koka and Prescott 2002)  a firm can utilize in strategic decision making (Martin, Gözübüyük 

and Becerra 2015; Tsai 2001), and, in this case, identifying the most suitable professional(s). In 

order to avoid mismatches, we used a combination of name, age, gender, and education 

background to identify each unique individual director. 

 

3.4.3 Control variables 

Ownership: we determined a firm’s ownership by calculating its ultimate shareholder. 

We followed Delios, Wu and Zhou (2006) in identifying the owners that are ultimately 

controlled by local, provincial, or national-level governments in China. We summed up the total 

stake of equity owned by local governments, government ministries, government bureaus, 

industry companies, state asset investment bureaus, state asset management bureaus, state-owned 

research institutes, and state owned banks (Delios, Wu and Zhou 2006). If these owners hold 

more than 30% of equity stakes of a firm, the firm will be identified as state owned (Liang, Ren 

and Sun 2014) and coded as 1. SOEs may differ from private firms in their relationship with the 

government (Nee and Opper 2010) as well as internal managerial practices (Cull and Xu 2005) 

and this might influence their responses to this government-led human capital promotion activity 

and performance (Xia and Walker 2015).  Firm age: we calculated firm age by subtracting the 

year a firm was founded from 2009. The longer a firm has been in the market, the higher the 

chance that it has a denser network, and the higher the likelihood that it will pick up new 

practices and makes adjustments more quickly (Markóczy et al. 2013), because of familiarity 

with rules and norms, than firms that are new to the market. Firm size: firm size is measured by 

the log format of number of employees. The size of a firm is not only associated with its position 
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in the market, but also influences its possibility of attracting attention from the government (Nee 

and Opper 2010). Industry: we employed the 2-digit International Standard Industrial 

Classification (ISIC) code in controlling for industries. Region: geographic regions are controlled 

based on where a firm’s headquarters is located. Previous performance: previous performance is 

measured by the Tobin’s Q value of the previous year (2008). 

---------------------------------- 
Insert Table 3.1 about here 

---------------------------------- 
 

3.5 Results and findings 

 The observations in this study are hieratically nested in regions and industries. Firms in 

the same industry or located in the same geographic region may share some common, even if 

unobservable, traits, which may potentially violate the independent and identically distributed 

(i.i.d.) assumption (Snijders 2011) of traditional ordinary least square (OLS) models. We 

therefore employed the Hierarchical Linear Model (HLM) by using multilevel mixed-effect 

package in Stata to test the effect of human capital on performance and the moderating effect of 

network position. As Hofmann (Hofmann 1997) notes, HLM offers a more advanced way to 

examine data with hierarchically nested structures than the OLS approach. This model has been 

widely accepted and employed in investigating key business phenomena (e.g., Chan, Makino and 

Isobe 2006; Peterson, Arregle and Martin 2012).  

Model 1 is the baseline model with only control variables included. Model 2 tests the 

impact of the presence of professional titleholders and network centrality on firm performance. 

Model 3 adds the interaction term. Models 4 and 5 use the percentage of professional titleholders 

as an indicator for human capital. The deviance value (Deviance = −2 × log-likelihood of the full 
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maximum likelihood estimate) decreases from model 1 to model 5, suggesting an increased 

overall model fit. For observations nested in industries nested in regions, intra class correlation 

(ICC) values for the presence of professional titleholders (model 2) are 0.135 at the industry 

level and 0.009 at the region level, meaning that, on average, approximately 13.5% and 0.9% of 

the total variance of firm performance measured in the form of Tobin’s Q is accounted for by 

intra-industry and intra-region correlations, respectively. The ICC values for the percentage of 

professional titleholders (model 4) reveals a similar pattern: 0.131at the industry level and 0.011 

at the region level. The ICC values of 0.135 and 0.131 at the industry level indicate a medium 

effect (LeBreton and Senter 2007; Sun et al. 2015; Trichterborn, Knyphausen�Aufseß and 

Schweizer 2015) and confirms the appropriateness of using HLM. The correlation matrix (table 1) 

indicates that multicollinearity is not a concern since there are no correlations between 

independent variables that reach the threshold of 0.8 (Child and Tsai 2005). This is further 

confirmed by the Variance Inflation Factor (VIF), as the largest VIF is 1.23 and the average VIF 

is 1.10, well below the generally accepted multicollinearity threshold of 10 (Hair et al. 2006).  

---------------------------------- 
Insert Table 3.2 about here 

---------------------------------- 
 

Table 3.2 reports the regression results using HLM. Hypotheses 1a and 1b state that the 

presence and percentage of professional titleholders in a firm’s TMT should be positively 

associated with firm performance. Contrary to what we hypothesized, the sign for the presence of 

professional titleholders indicates that it is negatively associated with firm performance 

measured by the log transformed Tobin’s Q in model 2; this relationship becomes significant at 

the 95% level in model 3, when the interaction term of presence of professional titleholders and 
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network position is added. Similarly, the coefficients of the percentage of professional 

titleholders in model 4 and 5 also indicate a negative relationship between the human capital 

denoted by professional titleholders and firm performance, although the effect is not statistically 

significant. Thus, we do not find support for hypotheses 1a and 1b in our analysis.  

Hypothesis 2 predicts a direct negative effect of the network centrality of a firm on its 

performance. As expected, the coefficients for network centrality are negative and significant in 

model 2 (p<0.1). Thus, H2 is confirmed. The interaction term between presence of professional 

titleholders and network centrality in model 3 indicates a statistically significant positive 

moderating effect at the 95% level. H3a is, therefore, supported. A similar pattern applies to the 

moderating effect of a firm’s network centrality on the relationship between the percentage of 

professional titleholders and firm performance in model 5 (β=.040, p<.05). Using one standard 

deviation blow and above the mean as criteria for low and high network centrality, figure 2 

further depicts how the relationship between human capital and firm performance becomes 

positive when a firm has high centrality in an interfirm network formed through common board 

members.  

 Meaningful results also emerge in control variables. Firm age is marginally positively 

associated with firm performance. The effect of firm size is negative on performance. This is 

consistent with previous findings that SOEs tend to be larger in size and are relatively inefficient 

(Xu and Wang 1999). This is also confirmed by the ownership type control variable, which 

implies that state ownership is likely to have lower firm performance than those whose ultimate 

controllers are not the state.  
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----------------------------------- 
Insert Figure 3.2 about here 

----------------------------------- 
 

3.6 Robustness check 

We consider two robustness issues. First, we checked whether our regression results were 

driven by outliers or predictor variables with high leverage. We performed robustness tests using 

M-estimates and MM-estimates for all 5 models (Maronna, Martin and Yohai 2006). As shown 

in table 3, there is no evidence of serious concerns about influential points as the results using 

robust regression generally follow the pattern of those using HLM. This confirms that our 

findings hold and are not due to influence of outliers. findings hold and are not due to influence 

of outliers.  

---------------------------------- 
Insert Table 3.3 about here 

---------------------------------- 
 

Secondly, in the HLM analysis, regions and industries are not vertically nested, but are 

clustered along different dimensions. According to Cameron, Gelbach and Miller (2011), this 

type of data involves multi-way clustering. In our main models, we performed the main 

hierarchical model in the following order: firms (level 1), nested in regions (level 2), nested in 

industries (level 3). To verify that our findings were not results of clustering order, we switched 

the order of regions and industries to: firms (level 1), nested in industries (level 2), nested in 

regions (level 3), and re-ran our models. As shown in table 4, our findings generally hold even 

when the order of regions and industries is switched. Consistent with what we found in our main 

analysis, the ICC values in these robustness check models are .102 and .100 for the presence of 
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professional titleholders and percentage of professional titleholders at the industry level, 

respectively. And, the ICC values at the region level are close to zero. This further confirms that 

a medium-sized variation of firm performance is accounted for by intra-industry correlation, 

while the explaining power of intra-region correlation is marginal.  

---------------------------------- 
Insert Table 3.4 about here 

---------------------------------- 
 

 

3.7 Discussion and conclusion 

This study advances our understanding of how human capital and a firm’s network 

centrality relate to firm performance. We explain and empirically test the role of the interlocking 

directorate network as moderator of the relationship between human capital and firm 

performance. We find that human capital is positively related to performance only when firms 

have high centrality in the interlocking directorate network. The findings in favor of the 

moderating effect of network centrality in the human capital-firm performance relationship make 

several contributions to the Chinese corporate governance and networks literatures, which we 

discuss below. 

Firstly, our study unpacks the impact of human capital on firm performance by taking 

network centrality into consideration. We find that human capital, denoted in the form of 

professional titleholders in TMT, is not a good indicator for superior performance. It may be that, 

similar to the condition under which interlocking directors are present (Berrell et al. 2009), 

professional titleholders might be people who are hired when a firm is under financial difficulties. 

Firms benefit from professional titleholders only when those firms have high connectedness with 
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others in the interfirm network. Similar to the way in which an individual uses personal networks 

to obtain information and secure jobs (Batjargal 2007; Zheng, Morrison and O'Neill 2006), we 

find evidence that Chinese firms use their interlocked directors to allocate the most suitable 

professional titleholders for their firms.  

Secondly, the findings reveal how Chinese firms respond to the government-led stimulus 

in the corporate governance reform. Unlike the gradual development of the independent director 

system with firms’ spontaneous involvement in the West (Clarke 2006), the inclusion of 

independent directors in boards of directors in the Chinese context has been largely promoted by 

the government as part of its ongoing corporate governance reform process (Clarke 2003). The 

professionalization requirement of independent directors has encouraged firms to include people 

holding professional titles not only as independent directors, but as other TMT members. 

However, the negative sign of human capital on firm performance may suggest that the merits 

embodied in these professional credentials might involve not only human capital in the form of 

knowledge and skills, but also social status (Chan, Cheng and Leung 2011) and social capital 

(Cheng, Chan and Leung 2010; Peng, Sun and Markóczy 2015). Professional titles imply 

belonging to groups within the society, and more important groups, such as professional bodies, 

usually indicate more social capital than less important groups such as social clubs (Cheng, Chan 

and Leung 2010). Consistent with the finding that human capital is associated with superior 

performance when network centrality is high, the social attributes of human capital (Peng, Sun 

and Markóczy 2015) are more likely to be realized when a firm is well connected to others. This 

echoes the voluminous guanxi literature, which emphasizes managerial networking in nurturing 

business activities (Chen, Chen and Huang 2013; Luo, Huang and Wang 2012; Peng and Luo 

2000). 
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In addition, we confirm previous researchers’ findings that interlocking directorate 

network centrality is negatively associated with firm performance in the Chinese context (Ren, 

Au and Birtch 2009; Zhou, Wu and Luo 2007). More importantly, we go further and probe into 

the question of “when do interlocks matter?” (Mizruchi 1996). We find that the interfirm 

network plays a pivotal role in the process of recruitment and realization of human capital. Thus, 

we extend previous research on the structure of Chinese business networks in the process of 

economic transition (Ren, Au and Birtch 2009) by unpacking the mechanism of network 

centrality in facilitating the flow of information on human capital. 

This study is not without limitations, which may indicate avenues for future research. 

Firstly, researchers could offer a more holistic picture of how information flows through the 

interlocking directorate network by conducting in-depth case studies and interviews. Further 

research could also reveal what other underlying mechanisms affect human capital’s contribution 

to firm performance, and how this might vary across firms (such as different industries and 

ownership structures). In addition, extended research on other groups of people high in human 

capital other than professional titleholders would provide with us a more comprehensive 

understanding of the role of human capital in promoting firm performance. Lastly, our study only 

offers a snapshot of the human capital implementation process of Chinese listed firms. Further 

research could definitely offer more insightful information through using longitudinal data and 

drawing historical paths of the evolution of the effect of human capital on firm performance in 

the Chinese context.   
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Table 3. 1: descriptive data and correlation table 
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Table 3. 2: HLM regression results 
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Table 3. 3: Robustness test: M estimators and MM estimators 
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Table 3. 4: robustness test - HLM regression results with firms nested in industries nested in 
regions 
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Figure 3. 1: average number of professional titleholders 1999-2011 
 

 

 

 
 
Figure 3. 2: interaction effect of network centrality (H3b) 
 

 

0"
1"
2"
3"
4"
5"
6"
7"
8"
9"

1999"2000"2001"2002"2003"2004"2005"2006"2007"2008"2009"2010"2011"

Average"number"of"
independent"director"
professional"?tleholders"

Average"number"of"nonA
independent"director"
professional"?tleholders"


