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Abstract 

The aim of this thesis is to study the effect that institutional development and institutional 

distance have on firm performance in China. The former refers to formal rules and regulation, while 

the latter describes distance between firm’s home and host environment. Both have been found to 

have an effect on firm performance, but their effect together has not been investigated. Institutional 

factors have been found relevant for firm performance especially in emerging economies because 

they reduce uncertainty. Uncertainty from political decision-making affecting performance has also 

been referred to as political risk in financial literature.  

The two-phased analysis in this work was based on regional marketization index variables for 

institutional development and secondary enterprise data for foreign, private and state-owned firms, 

as well as total numbers were used to measure performance and institutional distance. Data was 

collected on subnational level from year 2000 to 2011. Regressions performed in this study were 

run first for the focal relationships between indices for institutional development and firm 

performance based on two financial ratios for efficiency and profit, and their regional deviation. In 

the second phase of this analysis, subgroup regressions were run based on institutional distance. The 

results suggest that institutional development has a significant effect on financial efficiency, and 

that institutional distance affects the focal relationship. The outcomes on effects on profit and 

performance variance are mostly inconclusive.  

The findings in this thesis indicate that institutional development can be seen as a way to 

increase financial efficiency in emerging economies. In addition, efficiency for private companies 

have higher correlations than for foreign companies, while the effect for state-owned companies is 

much more limited. This supports the general concepts behind the significance of institutional 

distance, although further research for the combined effect of firm specific advantages and 

institutional development on performance is suggested. This thesis helps to clarify the impact of 

institutional distance and development in emerging economies, and shows that improving 

institutions through policy-making could increase economic competitiveness.  
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“Be like water making its way through cracks. Do not be assertive, but adjust to the object, and you 

shall find a way around or through it. If nothing within you stays rigid, outward things will disclose 

themselves. 

 

Empty your mind, be formless. Shapeless, like water. If you put water into a cup, it becomes the 

cup. You put water into a bottle and it becomes the bottle. You put it in a teapot, it becomes the 

teapot. Now, water can flow or it can crash. Be water, my friend.” 

Bruce Lee 
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China has been one of the top destinations for foreign companies for many years, and has 

become known as an important location for manufacturing for companies around the world. 

However, the country might be heading into rockier waters as the economy shows signs of slowing 

down, and structural changes are diminishing the significance of the factors that have formed the 

base for the competitive advantages of the country. The country can be seen as a land of paradoxes 

where authoritarian political power is combined with expanding marketization, which brought 

scholars to see it as a whole new form of capitalism (McNally, 2007). The technologically 

sophisticated exports were found to be still quite reliant of foreign direct investments and imported 

inputs (Jarreau & Poncet, 2012, p. 3). Also,the government encouraged more research and 

technology intensive foreign direct investments with lucrative intensives including tax breaks in 

order to create knowledge spillover effects (Ding & Li, 2015, p. 58), but relatively weak 

institutional frameworks in terms of intellectual property protection and court system might present 

an obstacle. Moreover, the country has large regional disparities in terms of the levels of 

development creating a wide variety of conditions. This variety within a single country can make it 

difficult for foreign firms to assess the strategic challenges and opportunities at hand. 

On the other hand, the country can be seen as a land of promise for foreign companies not only 

based on low cost labor and its position in the global supply chains. The amount of disposable 

income has been increasing with the expanding Chinese middle class. The restrictions on capital 

outflows (Gu & Yap, 2016) combined with a volatile stock market and a possible housing bubble 

increase accessibility to investment capital for the domestic market as many Chinese investors lack 

opportunities to diversify their investments geographically (Reuters, 2016).  Therefore, China 

should not be considered solely as a major producer of manufactured goods, but as an end market 

offering high growth opportunities. 

This study focused on the effects that institutional development and institutional distance have 

on firm performance. More specifically, the study looked at the regional variation in institutional 

development and its implications on financial performance for firms in China. The institutional 

development ´was understood as the degree of development of economic, social, and political 

institutions and their position towards foreign firms (Chan, Isobe, & Makino, 2008, p. 1179). 

Institutional conditions were found to have a stronger effect on firm performance in emerging 

markets, and the marketization process in China can also be seen as institutional change that can 
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have a significant effect on the forces in the society shaping the market.  The firm performance was 

interpreted as the extent to which companies are able to manage their risks and maximize their 

returns in the region (Chan et al. 2008, p. 1180). In addition, the idea was to look at the effect that 

institutional distance has in this relationship. Kostova and Zaheer (1999) found that foreign 

companies tend to face additional costs from doing business abroad because they lack information 

about the host environment. These costs were caused by institutional distance, understood as the 

differences between institutional environments. This aspect was included by comparing the effect 

that institutional development has on firm performance for groups of firms with different levels of 

institutional distance. 

The main theoretical framework applied in the study was institutional theory, argued to provide 

good and broad base for analyzing issues on multiple levels in research for international 

management by Kostova, Roth, and Dacin (2008, p. 994). Drawing from the distinction between 

formal and informal institution and their role in institutional development through increased 

efficiency through institutional formalization by North (1990), the focal relationship between 

development and performance was conceptualized along the lines with similar studies (Chan et al. 

2008; Chan, Makino, & Isobe, 2010). According to them, institutions determine the conditions in 

the markets, and together with technology, they shape the costs for transactions and production, and 

the effect is especially important in emerging economies that typically have low levels of 

institutional development (Chan et al. 2008, para. 9). More developed institutions reduce 

uncertainty, and create a better environment for foreign firms because of more reliable market 

information, efficient bureaucracy and government actions are more predictable. This reduces costs 

and lowers risks that affect the performance of firms.  

The idea of increased institutional formalization lowering costs through reduced uncertainty was 

related to the concept of political risk, defined as negative effect on firm performance due to actions 

by the government (Stevens, Xie, & Peng, 2012, p. 1). More developed institutions lower additional 

transaction costs for business activities, thus underdeveloped institutions can be viewed as political 

risk factors as they are controlled by the government and indicate a reliance on more uncertain 

informal institutions. Focus on this kind of political risk can be argued to be relevant especially for 

countries that are in the process of institutional transition from a planned economy to a market 

economy. These kind of economies was referred to as transition economies, and China was a 

special case within the group because the combination of weak informal institutions and strong 
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economic growth (Peng, Wang, & Jiang, 2008). Institutional development was argued to be an 

important factor in reducing uncertainty and ensuring further economic development. 

The concept of institutional distance and its mediating effect was conceptualized in connection 

with related ideas of legitimacy and liability of foreignness (LOF). Kostova and Zaheer (1999) saw 

organizational legitimacy, defined as the environment’s acceptance of an organization, as crucial for 

survival and performance of companies. The legitimacy was described as being affected by three 

determinants: institutional characteristics of the environment, organizational traits, and the process 

through which the organization is legitimized by the environment. The characteristics of the 

environment was seen in relation to regulatory (formal rules), cognitive (tacitness) and normative 

(social values) domains (Kostova & Zaheer, 1999, p. 69). 

Institutional distance described the difference between the home and host country in relation to 

these domains (Kostova & Zaheer, 1999, p. 68). The implicit nature of normative and cognitive 

domains can make it hard for foreign firms to appear legitimate and the bigger the distance, the 

more difficult it can be for a firm to comprehend their environment and to act in a way that they fit 

in. It was argued that larger institutional distance also increases adaptation pressures to appear 

legitimate in the host environment.  

Eden and Miller (2015) saw institutional distance as the social costs of doing business abroad to 

be as being the main agent in LOF as opposed to economic costs. The LOF was referred to as 

consisting of discriminatory, relational, and unfamiliarity hazards. Kostova & Zaheer (1999) 

connected the liability of foreignness to the process of legitimation with what Eden and Miller 

(2015) saw as an “inside-outside approach” (p. 197) to discriminatory hazards that refer to 

unfavorable treatment. The opinion and outlook of the environment on the firm affects the 

legitimization through the normative and cognitive foundations. The acceptance by the environment 

was seen as being potentially challenged because the environment lacks information about the firm, 

different standards or stereotypes are used to assess it, or they can be used as targets by local 

interest groups. It could be argued that institutional distance affects the extent of liability of 

foreignness, as the environment would have a harder time accepting a firm that is more distant. 

Second, Eden & Miller (2015, p. 197) connected relation hazards to internal and external 

organization costs caused by external uncertainty of foreign environments and internal uncertainty 

of managing across geographical and cultural distances. This uncertainty could be reduced through 

institutional development, as institutions reduce uncertainty. Lastly, the unfamiliarity hazards were 



Institutionalism and Firm Performance in China  8 

 
 

related to information asymmetry as acquiring information about the market induces costs (Eden & 

Miller, 2015, p. 196). More developed institutions were theorized to reduce cost of information.  

Drawing on institutional theory, it is excepted that institutional development is associated with 

increased formalization of institutions. According to North (1990) this increased formalization, or 

expansion of regulatory domain, made transactions more efficient. Institutional development 

increased the regulatory domain, considered easier to handle by foreign firms, thus affecting 

performance through reduced costs. North (1990) also argued that formal constraints can alter, 

specify and replace informal rules connected to the culture. The formalization can also reduce the 

effect of liability of foreignness as it is considered to be mainly driven by normative and cognitive 

institutional distance (Eden & Miller, 2015).  

This study made one addition in the application of institutional theory. Following a suggestion 

by Denk, Kaufmann, and Roesch (2012), a more multidimensional comparison was implemented by 

including the aspect of comparing different local firms to foreign firms. Eden and Miller (2015, p. 

208) argued that social embeddedness, the extent to which business transactions are handled 

through social ties, can be an issue for foreign firms in relationship-driven markets. Foreign 

companies might face more discriminatory hazards from the increased cognitive institutional 

distance and unfamiliarity hazards from barriers preventing information-sharing if local firms are 

highly embedded in social networks. China is a country where social ties, especially connections to 

the government, are considered to be important for business. Therefore, the effect of institutional 

developments on state-owned companies, argued to be most embedded due to their connections to 

political decision-makers and based on their legitimacy, was included. 

Peng (2003) connected legitimacy based on institutional factors to cost-benefit relation for 

building market-supporting institutions in emerging economies. China is considered to belong to a 

subset of this group known as transition economies consisting of formerly socialist countries, that 

have recently moved away from central planning, thus undergoing expansive institutional 

transitions. 

There are many motivations for this study related to the focus country, methods, and theoretical 

considerations. China is becoming increasingly important economical actor in the global markets 

and presents itself as an outlier in terms of its institutional organization and its remarkable 

economic growth. The methods used can also be seen as an attempt to bring the divide between 
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quantitative and qualitative measurements closer to each other with the causal relationship between 

firm performance, institutional development and distance combining more conventional business 

measurements with indicators for essentially qualitative nature. Also, the idea is to draw attention to 

the subnational level of analysis that allows more fine grained information and highlights the 

existence of regional disparities. The interdisciplinary theoretical framework strives to accentuate 

the effects of political decision-making on business activities and vice versa.  

The research will be conducted as a quantitative analysis, primarily using publicly available 

regional data from National Bureau of Statistics of China. The data covers all of China’s 31 

provinces, excluding the special administrative regions of Macau and Hong Kong, and covers cases 

between years 2000-2011. The data was organized as panel data that covered 1488 cases with 4 data 

points for total of firms, state-owned, private, and foreign invested enterprises for each year in each 

region. The data for institutional development was organized with individual values for every year 

in each region.  

The subnational level of analysis of the study allows the study of several different stages of 

institutional development while controlling for the heterogeneity that typically affects the results in 

cross-country studies (Bruno, Bytchkova, & Estrin, p. 1740). In addition, the dimension of 

institutional distance can be used in strategic decision-making on the choice of ownership type 

based on particular level of institutional development in the country. The analysis was conducted in 

two phases using linear regressions. In the first step, the regressions were run for the independent 

variables for institutional development and dependent variables on firm performance. The second 

step of the analysis consisted of subgroup regressions run separately for groups based on 

institutional distance. 

For policy-makers, this paper can help to identify the areas of institutional development that 

creates the most results and provides information for policy-making. The results suggest that 

institutional development is most strongly connected to financial efficiency of private companies. In 

this sense, developing institutional quality through political decisions could be seen as a way to 

support competitiveness private companies in China. Business executives could gain more insight 

to institutional factors that can have an effect on firm performance. The results suggest that the 

effect of institutional quality is particularly strong on financial efficiency, which could be an 

important strategical insight. 
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From a theoretical perspective the purpose of this paper is to contribute to the existing literature 

by introducing a new dimension, institutional distance to the connection between institutional 

development and performance, bring a measurement to the sub-national level of analysis in 

institutional strategy research, and increase the proximity between political risk conceptualization 

and institutional theory. Institutional distance does seem bear significance in the focal relationship, 

subnational level of analysis does seem to be relevant in the research field as previous results 

obtained by Chan et al (2010) could be supplemented based on the more fine-grained data. The 

effects of political risk on performance measured as the relationship between institutional 

development and firm performance deviation were found to be small, but statistically significant, 

thus providing possibilities for future elaborations.   

The organization of the thesis follows a fairly conventional structure for quantitative studies. The 

first chapter of the thesis will provide some general information on the special context of China in 

relation to the social, economic, legal, and political institutions. The subsequent chapter, Literature 

Review, will discuss the theoretical foundations of this thesis. This chapter will first discuss the 

overall framework of institutional theory, followed by sections discussing theoretical foundations 

and operationalization of key variables for firm performance, institutional development and 

institutional distance. The last sections in this chapter will connect the special institutional 

conditions in China to the theoretical concepts and summarize the content of the chapter. The third 

chapter will focus on the methodological considerations, research design, hypotheses, data, and 

variable definitions. The fourth chapter will present descriptive statistics on the data, describe the 

process of the analysis, and present the results of the analysis in connection with the hypotheses. 

The final chapter will discuss the results of the analysis on a more general level, relate the results to 

the larger theoretical framework, and provides suggestions for further research. 
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The Middle Kingdom, 中国 

This part will discuss some of the special conditions in China, or Middle Kingdom in Chinese. 

This will include the results economic reform, its historical development and characteristics, and the 

connection to the institutional dimension in relation to the roles of formal and informal institutions, 

such as business culture concept of guanxi, network of favors considered essential for business in 

China. The purpose is to place the research into context and provide legitimacy for the choice of 

theoretical considerations and research focus.  

The past few decades have marked the remarkable rise of China as an economical power, which 

has been followed by its increasing influence in the world politics. The “China Model” (Tlvin, 

2011, p. 2) for economic development, was represented as an alternative to the Washington 

consensus, a reformation model originating from U.S.A. The model was characterized by poverty 

reduction, export-oriented industrialization, technological upgrading and innovation, rapid 

economic growth, and independent and autonomous political development in relation to the 

international political order.  

This made the model into a lucrative option for many countries discontented with the neo-

libertarian solutions, although it is pointed out that model unfolds itself to an “an exercise in 

ideological construction” (Tlvin, 2011, p. 4). As an example, the economic growth was tremendous, 

but the export-oriented rapid growth was criticized for lack of consideration towards the 

environment and development in the country side, and for dependency on U.S market. The country 

managed to lift enormous part of the population from absolute poverty, but the income inequality 

increased rapidly. Moreover, unlike many other transition economies, the Chinese Communist one-

party-state enjoyed broad support of the people (Tlvin, 2011, p. 5-6). 

In the early days, the strategy for economic reform was described as “crossing the river by 

feeling for the stones” (Aoki & Wu, 2012, p. 16): absent of models, targets, or implementation 

programs for the reform. A “socialist commodity economy with planning” (Aoki & Wu, 2012, p. 

18) replaced this strategy in the mid-1980s, which led to introduction market forces as the 

foundation for economic mechanisms. Increased knowledge on the special conditions in China and 
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economic knowledge led to formation of an objective to establish a “socialist market economy” 

(Aoki & Wu, 2012, p. 22) in 1992. The new plan produced a plan with reforms like: establishment 

of competitive market order, turning RMB to exchangeable currency, privatization, creation of new 

social security system, and changes to government functions and enforcing rule of law (Aoki & Wu, 

2012, p. 23). These reforms paved the opening of the economy. The development of the market 

system liberated productivity, which has fueled the rapid growth of the economy during the past 

three decades. 

The Chinese economic system was characterized as “a decentralized, developmental market-

socialist system” (Marangos, 2004, p. 205), and the Chinese model was seen to resemble “capitalist 

system with Chinese characteristics” (Marangos, 2004, p. 232) rather than a socialist one despite the 

prevailing rule of the communist party, and the success of the economic reforms was related to 

singular political structure. 

On the other hand, Peck and Zhang (2013) argued that comparative examinations where the 

Chinese model is fitted to “Western theoretical holes” (p. 385) were unproductive, and suggesed 

that China should be seen as “an independent vision of how a society can be put together, and must 

be understood in its own terms” (p. 385). They suggested that the model should be seen as a 

complex and heterogeneous kind, inspected based on its inherent contradictions and paradoxes 

rather than “some singular logic or form of institutionalized equilibrium” (Peck & Zhang, 2013, p. 

386). 

Hitt and Xu (2015) explained the economic transformation in China in relation to the 

institutional change of the government, which was central to maintaining the economic 

development. They argued that the change towards a more market-oriented economy called for 

transformations in the formal and informal institutions. The implementation of new rules, laws and 

policies concerned evolution of cognitive and normative foundations to support participation in a 

market economy. Policies to liberalize the economy and operation of the markets were implemented 

by the central government, which included decentralization of authority to provincial governments 

and major cities. This enabled local governments to affect the way businesses were managed 

through the authority to implement and to formulate policies required to achieve the required 

changes as the underdeveloped laws left room for selective enforcement and interpretation. 
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An enterprise survey conducted by the World Bank in 2012 on biggest business environment 

obstacles for private enterprises in China brought out some related institutionally factors. Access to 

finance was the most common response with 22.4 % of the respondents, followed by practices of 

the informal sector, tax rates, and inadequately educated workforce. 

The changes in China were done in a more gradual manner, seen as a key factor to the success of 

the institutional transition in comparison to other transition economies, such as Russia. Hitt and Xu 

(2015, p. 2) considered the market reform in 1992, starting to encourage Chinese companies to 

invest abroad in late 2000s, enactment of new property rights laws in the turn to 2000s to comply 

with requirements for World Trade Organization (WTO) membership, rules and policies concerning 

corporate governance, and official sanctioning and recognition of entrepreneurship as the most 

important changes made by the government. China has been a member of WTO since 2001 (World 

Trade Organization, 2017). 

It was pointed out that these market-oriented institutions were still under development, and 

informal institutions are still seen as critical for business in China, even to a greater degree than in 

many other developing economies. To make up for the lack in formal institutions, business people 

relied on relationships based on reciprocity where trust is built over time, a traditional practice in 

Chinese culture referred to as guanxi. Strong relations to government were seen crucial in ensuring 

access to scarce resources and reducing the effect of ambiguity and weakness of formal institutions 

through ties to political decisionmakers (Hitt & Xu, 2015, p. 3). 

Hitt and Xu (2015, p. 3) also identified some positive effects. First, the ambiguity meant that 

there were fewer formal constrains to business. Second, Chinese managers with skills to navigate 

through the ambiguity from weaker formal institutions - often with the help of their social networks 

- had an advantage over western firms in internalization ventures to other developing countries. The 

significance of guanxi has declined as increased financial resources decreased reliance on 

relationships, and privatization and marketization reduced importance of political ties, but they were 

still seen beneficial especially for smaller firms, and in regions with weak formal institutions. Hitt 

& Xu (2015, p. 4) predicted that development of stronger formal institutions and increase in 

marketization will further global competitiveness of Chinese companies. 

One could argue that due to the rapid development of the economy, China is facing new 

challenges that require fast reactions from the government to adapt their policies. Hitt and Xu 
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(2015) remarked China’s increasing interest to bring in foreign high-tech and environmental 

protection companies. More formalized institutions could help make it happen. The continuation of 

the success story mandates stronger institutional support to enable the growth of more knowledge 

intensive industries as rising wages are crumbling the labor cost advantage and increased 

marketization by getting rid of the crippling “zombie enterprises” (Wildau, 2016: para. 12) to 

increase effectiveness of resource allocation and encourage innovation.  

Moreover, Improved institutional development can also make an immense difference to 

environmental issues, which were one of the focus areas in the latest five-year plan for 2016-2020 

(PwC, 2015). With some optimism, it could be said that because of the centralized political power, 

the government has the potential to address their current challenges with similar results as with the 

economic reformation. 
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Literature Review 

This chapter of the study will discuss the theoretical foundations behind the research question on 

the ways in which institutional development and institutional distance affect firm performance. The 

different sections will provide information on the theoretical framework and create links between 

the different strands of knowledge that have guided the research to form a more overarching 

understanding of the interconnected and interdisciplinary nature of the subject matter.  

The part on Institutional theory and institution based view will describe the overall theoretical 

framework, and its more specific application to international business research in general terms. 

The section on firm performance and foreign direct investment will provide a brief description on 

research in foreign direct investment (FDI) and some of aspects affecting FDI in China. The more 

firm-based views on institutional theory will be compared with other theoretical perspectives to 

argue for the choice of theory, followed by a discussion on measurements on firm performance. The 

subsequent section will provide some insight to political risk on a general level, connects financial 

risk with institutional development, and explains the variables used to measure institutional 

development. Liability of foreignness section will describe the theoretical foundations for 

institutional distance, in connection to related literature and provides an account to the 

operationalization of the concept. The part on legitimacy will unfold the underlying theoretical 

ideas behind liability of foreignness and bring the topic back to institutional theory. Lastly, Firms in 

Transition economies will place the research into a specific context based on the special conditions 

happening in China and discuss the connections between legitimacy and political risk. 

Institutional Theory and Institution Based View 

This part of the literature review will discuss the overall theoretical framework. The field of 

institutional theory was rich in both variety and number of scholars and has evolved over time 

(Scott, 2008). This section will not try to provide a comprehensive overview to the different 

directions within the framework due to lack of space, but will focus on the concepts deemed most 

relevant for the application of the theory.  Central concepts related to the institutional theory will be 

defined, and the general theoretical framework described and connected to the focus country. The 

general theoretical view will be connected to the application of the framework to international 
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business research, and some central arguments for choosing China as the focus of this study and the 

sub-national level of analysis will be discussed connection to theoretical considerations. 

The term ‘institution’ can be defined as a collection of rules commanding and guiding activities, 

and can be differentiated from organizations, which are characterized by projects (Khalil, 1995, p. 

43). Similarly, North (1990, p. 4) uses an analogy of separation between players and rules of a 

game. Institutions and the way in which they change over time, was claimed to have an effect on 

economic performance (North 1990, p. 3). Changing the rules also changed the way in which the 

game is played and how to win.  

North (1990, p. 3-4) divided institutions based on formal or informal constrains on actions, and 

describes their function as reducing uncertainty by providing structure. The relationship between 

institutions and organizations was seen as an interactive movement, where the development and 

formation of organizations is dictated by the institutional structure. On the other hand, the 

institutional framework was considered to be shaped by organizations. In this sense, organizations 

were seen as the force for institutional change.  

Scott (2008) provided an overview of the development of the institutional theory framework 

covering more recent developments such as conceptualization of regulatory institutional elements 

stemming from DiMaggio and Powell’s concepts on normative, coercive, and mimetic processes. 

The development has also moved to focus on explaining responses to institutional pressures as 

rational economic action (Scott, 2008, p. 436). Institutionalists have also seen institutions as 

systems changing over time (Scott, 2008, p. 438), which can be investigated with longitudinal 

studies such as this one. 

This study acknowledges the interactive nature of institutionalization processes, but has focuses 

more on the environmental determinants on organizations. The view on institutional theory in this 

paper can also be seen in connection to the rationality arguments in that economic actions are seen 

as being shaped by institutional factors and agents. In addition, the focus on a state going through 

an institutional transformation towards a market economy emphasizes institutional change. 

North (1990, p. 5) explained that economic performance is affected by institutions because they 

dictate the transaction and production costs together with technology. This was said to come down 

to transaction costs on individual level as interactions are controlled by the informal constraints and 

formal rules set by the institutional complex (North, 1990, p. 66). The informal constraints were 
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traced back to culture and transmitted socially (North, 1990, p. 37). Culture affected information 

processing and application in the short run, and had a long term impact on societies through 

religions and ideas (North 1990, p. 42-44). North (1990) considered the separation between 

informal rules and formal written laws as a matter of degree in complexity of a society. Formal 

constrains - such as contracts and political rules - lower monitoring, enforcement, and information 

costs, and can be imposed to affect informal constraints. The causality between political and 

economic rules ran both ways, as economic interests had an effect on political decision-making, but 

North (1990, p. 48) regarded the effect of political decisions in shaping economic interactions to 

have a priority. In this context, institutional development was seen as increased efficiency that is 

created by more developed formal structures (North, 1990). 

On the other hand, Oliver (1991) contributed to the institutional theory literature with 

considerations to organizational strategic responses to institutional pressures by comparing resource 

dependency and institutional views, and provides a critical view to the assumed organizational 

passivity. In this view, the conformity to social pressures was connected to the particular nature of 

the environment and acted proactively to shape the conditions. The strategic choice of conforming 

to social pressures is contrasted to “resistant strategies” (Oliver, 1991, p. 174) in environments 

characterized by low uncertainty, interconnectedness, diffusion, and dependence and high 

multiplicity. The focus was more on the effects of the environment than the responsive strategies by 

organizations to conform or to resist the institutional pressures. 

China is interesting focus for research from the institutional perspective as the institutional 

environment underwent a considerable change over the past few decades and had a special set of 

formal and informal institutions. China was in the midst of transformation to a market economy, but 

not democratized (Hasan, Wachtel, & Zhou, 2009). This was quite unique, as North (1990, p. 51) 

explained that increased political efficiency is usually coupled with a shift to a democratic society. 

The political power had a strong influence in controlling the markets and government commissions 

that control the economy (Pearson, 2005). Moreover, the country had a strong tradition for central 

planning and many strategic firms were still under state ownership (Pearson, 2005). The National 

Commission for Development and Reform (NCDR) still makes Five-Year Plans based on the will 

of Communist Party Central Committee, and these plans were approved by the Congress (Chow, 

2011). Despite the gradual increase in formalized institutions, informal institutions controlling 
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business interactions, such as guanxi, substituting formal institutions continued to have a strong 

influence because of weak formal institutions (Hitt & Xu 2015).  

The institution-based view (IBV) on international business strategy emerged to compliment the 

resource- and industry-based views by suggesting that the operation and performance of foreign 

firms is shaped by the institutional environment of the host country (Peng et al. 2008, Peng, 2014; 

Wu 2013). According to Peng et al. (2008), IBV formed the third leg of the “strategy tripod” (p. 

920), and complimented two other views criticized for overlooking the informal and formal 

institutional framework that sets the competition field for firms and industries. The resource-based 

view focused on firm-specific advantages, while industry-based view concerned industry conditions 

determining performance and strategy of firms. One of the key assumptions behind the IBV was 

external legitimacy, achieved through strategic fit between institutional environments and firms 

(Denk et al. 2012, p. 328). Organizations were embedded in the larger institutional environment and 

their strategic fit affected their performance and survival in a host country (Denk et al. 2012, p. 328; 

Eden & Miller 2015, p. 199). 

IBV research can be seen as trying to explain how choice of strategy is connected to institutional 

context, and how the institutional conditions in the context affects performance. This can be related 

to uncertainty in the environment that affects strategic choices or coping mechanisms taken by 

firms, and their performance as a result of it. This can be seen as in line with the idea of 

organizational isomorphism on firms entering a field mimicing their environment under uncertainty 

to “overcome liability of newness” (DiMaggio & Powell, 1983, p. 156). However, performance as a 

result of responsive action to the institutional pressures to conform is out of the scope of this work.  

The two main reasons for choosing China as the focus of the study are related to the special 

characteristics of the institutional environment of the country. First, it is one of the largest 

economies in the world going through a significant transition from communism to capitalism, thus 

classified as a “transition economy” because of the fundamental, large-scale shifts to the 

institutional dimensions that also affect firms (Peng et al. 2008, p. 924). These “institutional 

transitions” (Peng et al. 2008, p. 924) were different from the changes in the West in three aspects: 

they were not industry-driven, and the scale and scope lacked comparison in recent history (Peng 

2003, p. 277). 
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Second, there’s a sizable sub-national variation in institutional development (Hasan, Song, & 

Wachtel. 2014; Du, Lu, & Tao 2012), which was a fairly ignored level of analysis (Shi, Sun, & 

Peng, 2012). Despite the regional variation, the country is still a unitary state that shares the same 

institutional framework, which allows a better precision to the variance within a singular system. 

Du, Lu, and Tao. (2008) described the benefit of cross-regional analysis in relation the study of 

Chinese legal institutions in terms of the opportunity to “conduct a natural experiment to focus on 

the de facto law enforcement after holding constant the de jure legal codes” (p. 413). Meyer and 

Nguyen (2005) argued for the importance of studying sub-national levels of institutions because of 

the within-country variation of institutions in terms of cognitive and normative elements was 

present even when the regulatory elements are centrally controlled. The centrally controlled 

regulatory framework directly affected local level of institutions, but informal forms of institutions 

were slower to change. In a similar manner, Hasan et al. (2014, p. 92) argued that focus on variation 

between provinces made it easier to identify effects of quality of institutions due to the absence of 

variety in country specific characteristics. The importance of the local level authorities was also 

considered important on the local institutional context (Chan et al. 2010; Meyer & Nguyen, 2005). 

Moreover, the regions differed in terms of production costs, industry agglomeration, infrastructure, 

and quality of human capital (Du et al., 2012, p. 211). 

This section discussed the theoretical foundations of the institutional theory and defined some 

key concepts related to the theoretical framework. This section also provided some arguments for 

the theoretical fit in relation to the specific context of the study and presented a more specialized 

theoretical framework, IBV, that has been used in similar studies. The IBV perspective with a focus 

on organizations embedded in the local institutional context was argued to provide a useful 

approach to examining the connections between institutional development and performance.  

Firm Performance and Foreign Direct Investment 

This part will provide a brief overview on the FDI research and theories, explain some 

characteristics in China’s FDI, and argue for the choice of theoretical framework in comparison to 

other theories such as network-based view and resource-based view. The comparisons of 

institutional theory with other theoretical frameworks will be specified according to characteristics 

of institutional theory to differentiate the theoretical view from others. Operationalization for firm 

performance concept will be discussed and measurements used as indicators are presented. 
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FDI took place when a firm from one country owns and controls activities of an investment 

based on the lack of control in the activities in the latter (Moosa, 2002, p. 1-2; Buckley & Ghauri, 

2015, p. 4). FDI was divided into different types based on perspective. The investors distinguished 

vertical, horizontal and conglomerate types, where the purpose of the investment was either to 

exploit raw materials or increase proximity to consumers, oligopolistic or monopolistic advantages, 

or both (Moosa, 2002, p. 4). Host countries separated import substitution to produce products in a 

host country instead of importing them, export increase of intermediate products or raw materials or 

government initiations offered to foreign investors (Moosa, 2002, p. 5). In addition, FDI was 

divided into defensive and expansionary types based on motives. Defensive FDI aimed at lowering 

production costs, whereas the opportunity to take advantage of firm-specific assets drove 

expansionary types (Moose, 2002, p. 5). Another classification system based on motives 

distinguished between asset, market, efficiency, and resource seeking FDI (Buckley & Ghauri, 

2015, p. 5). 

The theories on FDI were divided into explaining either inward or outward FDI, where the 

former looked at the reasons for investing abroad and the latter was more concerned with the 

capabilities of a country to bring in foreign investments (Moosa, 2002, p. 23). In 2015, China was 

the third largest recipient of inward FDI after Hong Kong, a special administration district of China 

(UNCTAD, 2016). Gaulier, Lemoine, F, and Ünal-Kesenci. (2007) assessed the role that China 

came to have in the global economy. A significant part of traditional industries was placed in the 

country and much of the FDI came from manufacturing industries. The export oriented investment 

accounted for the steep increase in China’s foreign trade, and the country had a central role in the 

reorganization of international production sharing in East Asia. Exports to United States and Europe 

were processed by China or other more underdeveloped countries in the region, which, in turn, 

imported intermediate goods and capital goods for this processing from Japan and regional newly 

industrialized countries, such as Singapore and South Korea. Vertical FDI can be seen as a 

prominent type, since proximity to suppliers and market access were most important explanatory 

factors for the inward FDI. Asian companies were more engaged in defensive FDI motivated by 

cost reductions, while Western investments were more expansionary. Based on “almost unlimited 

supply” (Gaulier et al., 2007, p. 34) of cheap labor force the country specialized in production that 

created little value in the value chain. 
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In accordance with the idea by North (1990) on political rules shaping the economic field, 

Gaulier et al. (2007, p. 34) presented China as an excellent example on a common East Asian trade 

policy, which offered tariff exemptions for inputs used for export production while maintained high 

customs tariffs to guard domestic industries. In this sense, the dominant FDI forms were export-

increasing and based on government initiations. Based on the policies, it is not surprising that most 

of the country’s trade surplus came from processing trade (Gaulier et al., 2007, p. 38). It was 

pointed out that foreign affiliates had a significant role in China’s foreign trade, as they accounted 

for a large part the country’s exports in the form of processing activities. Much of the high tech 

export was reliant on FDI, but the country emerged as an important end market for foreign 

companies instead of a step in the production chain (Gaulier et al., 2007, p. 58).  This was supported 

by the expansion of the middle class with increasing amounts of disposable income (Kuo, 2016), 

and implies a rise in market seeking FDI. 

On the other side, labor costs - a major attraction for FDI - were on the rise, and recent economic 

policies shifted the emphasis from exports to development of the domestic market (Davies, 2013). 

The domestic companies gained enough strength to compete with foreign firms and China’s focus 

changed to promote outward investment over inward investment. According to Davies (2013) these 

reasons drove the interest of the political bodies to concentrate on quality instead of quantity in FDI 

and to move more value-adding activities instead of low technology investments requiring large 

amounts of labor. 

As FDI was in relation to motives of the firm and conditions of the country, the subject matter 

was also analyzed from perspectives focus the firm instead of country (Forsgren, 2013, p. 10). 

Forsgren (2013) explained that in institutional theory on firm, the effect of the environment gains 

more focus, and the role that firms have as political actors is more pronounced. The distinctions to 

other theories included the focus on organizations as entities instead of characteristics such as 

embeddedness in relationships in business network theory, market position in Hymer’s perspective 

on FDI1, key assets in organizational capacity view, hierarchy in internationalization theory, or 

formal organization in contingency theory. Second, the process of institutionalization entailed firms 

adapting to their environment and internal pressures, thus firm action was not seen as a responsive, 

                                                           
 

1 This perspective is discussed more in connection to liability of foreigness 
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adaptive, and value-laden process. Third, the theory was described to place emphasis on the 

interaction between the environment and the firm. The firm was seen as a whole, and the same kind 

of broad view was adopted to the environment, moving away from a tighter focus on business 

environment. In this sense, the environment also consists of institutions with expectations and 

values and firms needed to adapt to these to gain legitimacy. On the other hand, the adaptation was 

seen as going in both ways as society could also adapt to “large and powerful firms” (Forsgren, 

2013, p. 126). The focus in this study was on the process of environmental pressures on firms, but 

the existence of the reverse direction of influence is noted. 

Forsgren (2013) drew some similarities between business network theory and institutionalization 

theory in terms of the need to invest resources and time to build business relationships abroad, the 

importance of environment on firms’ behavior, and the future of the firm being affected by its 

history and past investments. However, business network theory used the concept of business 

network instead of country, thus focusing on building a network abroad regardless of its relation to 

geographic scope. When country was viewed as an institution, the differences between countries 

became more important as they also included differences in institutions such as legal systems, 

financial markets, and political context, not just as business opportunities and markets.  

The second difference was that institutionalization theory saw foreign investments in a broader 

sense than a matter of position in business networks. There was a need to gain a certain level of 

legitimacy in the institutional context, as success was related to credibility in political context, in 

the population and media (Forsgren, 2013, p. 128). This legitimacy was related to the perception of 

the society on the firm. Internationalization was seen as a process that included an increasing 

understanding of the explicit and implicit rules of the society related to institutions such as media, 

government, and financial markets, not just as growing knowledge on business opportunities as a 

result of investments made over time like in internationalization theory. Political credibility has a 

considerable impact in China, and this can, according to Forsgren (2013) either accelerate or hinder 

the investment processes.  

The ability to gain legitimacy was therefore seen as having an impact in multiple ways. These 

included adaptations to the regulatory institutions that manifest in laws and rules, proof of 

compatible social values with the environment to fit the normative framework, and adapting 

behavior to implicit norms for cognitive legitimacy (Forsgren 2013, p. 130). How the institutional 

environment affects the success of firms when the effect of legitimacy is taken into account was a 
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part of this study. This was also seen as affecting domestic firms as all companies act in a pluralistic 

context where different institutions impose a variety of pressures on firm behavior although 

considered to be more important for multinational companies (Forsgren, 2013, p. 131). The three 

main issues for application of institutional theory were listed as “cross-national transfer of policy 

within the multinational firm” (Forsgren, 2013, p. 131), multinationals using political power to 

affect institutions, and foreign subsidiaries experiencing conflicting pressures embedded in a local 

context but also as a part of a multinational firm.  

The focus in this study was on the first kind of issues where institutional distance was seen as a 

key variable (Forsgren, 2013, p. 132). The issues and barriers related to tacit knowledge and 

challenges in separating the context where knowledge is created from the knowledge were 

considered to be located in the institutional environment outside the firm, as opposed to 

organizational capacity theory where these were internal to the firm. In this sense, the differences in 

institutional environments are portrayed to have a central role. The transfer of practice or policy to a 

subsidiary sometimes entailed formal conformity to a policy without internalizing values it is based 

on. Other times the practice can become transformed, which entailed the possibility of losing the 

functionality of this practice it had in original context. In comparison to contingency theory, the 

firm became less rational and more loosely coupled due to processes becoming politicized in the 

institutional environment, instead of the processes and structure in the firm as being affected by the 

environment (Forsgren, 2013, p. 133). 

In summary, the institutional conditions were seen as having an effect on firm performance, and 

less formalized institutions where tacit knowledge has a bigger role are seen as having the potential 

to affect firm performance. This paper followed Chan et al. 2007 and Chan et al. 2010 in measuring 

firm performance and its regional variation indicating risk, will be measured as deviation from the 

mean for total industry in the region. Chan et al 2008 and Chan et al. 2010 measured these with 

return on sales, also referred to as operating profit margin, defined as net profit over sales (Chan et 

al., 2010, p. 1232). Instead of net profits, this study will use net operating profit after tax (NOPAT) 

as a share of sales (NOPAT/sales), or NOPAT margin (Young & Cohen, 2013, p. 86).  

Performance is measured in a financial sense because managing financial risks and increasing 

returns in institutional contexts is important from a strategic perspective. Moreover, North (1990) 

argued that the effects of institutions materialize in transaction costs that, in turn, have an influence 

on financial performance making financial measurements useful indicators for this effect. Luo 
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(2001) saw that firms can benefit operationally from government support in forms such as access to 

resources, infrastructure, or reduced localization demands, and in terms of “institutional privileges” 

(p. 408) like lower financing costs or tax rates. Both kinds of benefits could have an effect on firm 

performance, and were seen in relation to the legitimacy of the firm. The dual focus on risk and 

return on investment is also related to the importance of risk-return relations in strategic decision-

making in firms as the outcomes in performance tends to be a result of strategic choices (Chan et al. 

2008, p. 1186).  

While Chan et al. 2007 and Chan et al. 2010 argued for the superiority of ROS in measuring 

return on investment over ROA based on centrality of current business activities, Luo (2001) used 

average return on investment “(net profit/total investment)” (p. 412) to measure financial return. 

The latter will function as an alternative measurement due to lack of direct measurement for net 

profit. Using both measurements is also related to DuPont analysis that disseminates broader 

measures like return on invested capital (NOPAT/Average invested capital) measuring operating 

and investment profitability. This study will use invested capital turnover ratio (sales/average 

invested capital) to measure operating efficiency and NOPAT margin for abilities to generate 

profits. The efficiency is seen as capabilities to manage operating assets, as their accumulative 

contribution to profit should be bigger than opportunity cost of capital. Therefore, invested capital 

turnover ratio measures how well the company can convert its resources to sales (Young & Cohen, 

2013, p. 87). The DuPont analysis breakdown allows more fine-grained information on 

performance that enables a more specific identification of value-creation and profit sources. The 

analysis also helps to understand the relationships between ratios, which was considered as 

important in financial analysis (Young & Cohen, 2013, p. 84-7). 

Political Risk as Financial Risk 

This part will provide a brief account on political risk and how it has been studied in connection 

to a wider concept of country risk. Political risk is connected to institutional development, but it has 

been considered to be a challenging subject to evaluate. There is a plethora of measurements 

included in calculating political risks, and the choice between different indicators has been 

described as being somewhat subjective. It could be argued that the ways in which political risk is 

measured, or defined, is also partially dependent of the context to which it is applied. For example, 

relevant political risks for extractive industries (such as regulation on environmental protection or 

legal rights of indigenous people) can look different from those that could be seen as most 
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important for companies offering financial services (financial policies such as capital controls or the 

recent devaluation of RBM in China). With this in mind, the discussion below strives provide a 

more general understanding on the subject. Lastly, the transformation of mostly country level 

variables to sub-national level is discussed and variables used to measure institutional development 

are presented. 

Moosa (2002, p. 131) explained that foreign investments entail risks that are different and more 

numerous than domestic investments, and lack of information about the host country was usually 

associated with added costs. The concept of country risk was related to events that were at least to 

some degree controlled by the government, not firms, resulting in “exposure to a loss in cross-

country transactions” (Moosa, 2002, p. 132). Timurlenk and Kaptan (2012) argued that this type of 

a risk is becoming increasingly important due to expansion of FDI and international lending. Based 

on factual information of a particular country, country specific risks were described to explain 

volatility of returns on international business transactions, which was further divided into currency, 

financial, economic, and political risks. Introduced as a sub category of country risks by Moosa 

(2002), political risks include factors such as bureaucracy and changes in FDI regulations, defined 

as negative effect on firm performance because of government actions by Stevens et al. 2012 ( p. 1).  

Timurlenk and Kaptan (2012, p. 1092) described that unlike the other measurable and market-

based risk types, political risk can be viewed in context with the wide array of concepts in finance 

and economics. Much in line with North (1990), it was further emphasized that political decision-

making has direct effects on economic actors, thus making it a highly relevant factor, although often 

not easily predictable and can be biased.  

Country risk was broken down to into four types based on methods of analysis: fully qualitative, 

structured qualitative, checklist, or other quantitative, all of which account for political risks in a 

different manner (Timurlenk & Kaptan, 2012, p. 1092). According to Timurlenk and Kaptan 

(2012), country risk analysis included political risks as a part of components affecting the specific 

risk profile of a country, but did not isolate the effect of political risk on financial performance, as it 

was a part of factors contributing to the total perceived risk, although the criteria used for the risk 

analysis was seen to have the purpose of measuring political stability. 

In a sense, the institutional perspective on firm performance can be seen as an attempt to isolate 

the effect of certain type of political risk. Institutional development reduced uncertainty through 
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increased formalization of institutions, which in turn decreased the information asymmetry 

associated with additional costs in international transactions. Interestingly, lower political risks 

were associated with higher stock returns, phenomena known as “political risk sign paradox” 

(Dimic, Orlov, & Piljak, 2015, p. 239), which violated the typical relationship between risk and 

return. Bremmer and Keat (2010) argued that political risks as “the probability that a particular 

political action will produce changes in economic outcomes” (p. 5) is fundamentally comparable to 

any other type of risk.  

Moreover, even the perceived political uncertainty in government actions affected capital 

markets. Pastor and Veronesi (2013) established a model on how stock prices respond to political 

news. In this study, the focus lies on the ways in which political uncertainty, interpreted as 

“uncertainty about the government’s future actions” (Pastor & Veronesi 2013, p. 521) affects risk 

premium, volatility and correlation. Based on the results, political uncertainty was considered to 

have measurable effects in capital markets, although the effect is found to be weaker in strong 

economic conditions. These results can also be seen as supporting the idea of using institutional 

indicators for firm performance.  

In the same line with the connections between political risk and economic conditions made by 

Pastor and Veronesi (2013), Moosa (2002) connected political risks to economic factors in weaker 

economic conditions. In this point of view, political risks were argued to be more important for FDI 

as restrictive practices, tariffs or regulations, unstable currencies, foreign government subsidies, 

shaky governments, and national debt have been found to be factors that have the highest 

probability to affect large MNEs profitability (Moosa, 2002, p. 135). Transactions in society, law, 

and politics were governed by institutions, and institutional conditions were more significant for 

firm performance in emerging economies when compared to firm-specific advantages (Peng, 2008, 

p. 922-3). Another study by Chen et al. (2008) suggested that the variance in foreign affiliate 

performance is connected to institutional development.  

The studies on political and country risk have been most commonly conducted either on macro 

or micro level (Moosa, 2002). However, the sub-national level can be considered to be a great 

opportunity to study how firm performance is affected by the institutional framework. Chan et al. 

(2010) argued in favor of the sub-national level of analysis on foreign affiliate performance in 

China and United States from the institutional perspective based on the regional variation in 
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institutional contexts and the special conditions affecting firm performance shaped by the regional 

institutions.  

The first argument relied on the importance of local government in infrastructure, such as 

transportation and education, and institutional structures like property rights protection and 

legislative processes. In addition, the local governments were seen to have a major role in regional 

economic development and maintaining the informal institutions by nurturing local culture. The 

second argument was supported by previous research on the productivity, performance and strategic 

choice implications of regional institutions and ability to create location-specific advantages for 

firms.  

The findings in the study by Chan et al. (2010) found that sub-national regions can be used to 

explain firm performance, and that the effect was stronger in the emerging economy, China. 

However, using regions as explaining the effect that quality of institutions has on performance 

leaves quite a bit of room for specification in terms of the relative influence of different forms of 

institutions and their relative level of development. Therefore, this study will account for regional 

variation in institutional development based on scores in indexes. 

Unlike in the level of country risk analysis that has several standardized measurement systems, 

the research on sub-national institutional indicators is still seeking its form, partly due to the novelty 

of the level of analysis in the context. Some scholars choose to focus on a specific subfield of 

institutional development such as economic institutions (Du et al. 2008), legal and political 

institutions (Hasan et al. 2009; Hasan et al., 2014), or based on real estate availability and influence 

of state owned enterprises (Meyers & Nguyen 2005). 

Another more comprehensive account on the institutional development on subnational level is 

the China Marketization index developed by Gang Fan (2000) measuring the relative level of 

marketization on provincial level used in this study. The total index consists of five partial indices 

each measuring different aspect: government and market, ownership structure, goods market 

development, factors market development, and the legal framework. The content of these indexes 

will be discussed more in detail in the methodology chapter of this study. 

As the index is designed particularly for measuring the institutional change that China is 

currently going through in its transformation, it is considered as one of the main components in 

defining the independent variable of institutional development. In this sense, the index covers 
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aspects such as economic and legal institution. However, institutional development also concerns 

factors such as education (Chan et al. 2008), which will be included in the study as an indicator for 

development of social institutions. Also, this measurement can be argued to have importance for 

firms as it can also be understood as development of human capital (Chan et al. 2008; Meyer & 

Nguyen, 2005). Following Meyer and Nguyen (2005), this will be measured as a ratio higher 

education teachers to population. 

Liability of Foreignness 

This part will present the recent developments in research of the liability of foreignness and the 

concepts used in this paper. The concept of liability of foreignness is connected to the wider 

theoretical framework of institution based view in international business research. Central focus 

areas within the research of liability of foreignness are described and connected to the study. The 

more specialized term of institutional distance is explained in relation to liability of foreignness. 

Operationalization of the concept to measure for institutional distance is discussed.  

Within the IBV school on business strategy, the uncertainty can be linked to the concept of 

Liability of Foreigness (LOF) defined broadly as additional costs for foreign companies from doing 

business abroad (Denk et al., 2012). The concept of LOF was introduced by Stephen Hymer in a 

doctoral thesis submitted in 1960 as “cost of doing business abroad” (Forsgren, 2008, 15) described 

to derive from lack of embeddedness in the national environment, market information, and 

exchange risk (Denk et al., 2012 p. 322). Zaheer (1995) introduced the term of “liability of 

foreignness” (341), defined as costs that coordination across geographic distance, political, cultural 

and economic differences, and unfamiliarity of the environment together with other factors bring to 

multinational enterprises (MNEs) (Denk et al., 2012, p. 322).  

In 2002, a special issue of Journal of International Management was released with a focus on 

LOF research, while Denk et al. (2012) have provided an account on the later developments of the 

concept. Lou and Mendez (2002, 218) called for need for a wider theoretical scope to study of LOF 

as it had been limited to internalization and institutional theories. Despite this encouragement to 

embrace alternatives, the institutional view is seen as most appropriate for this study. The later 

synchronization of existing research separated LOF “drivers and outcomes” (Denk et al. 322), and 

little empirical research has been dedicated on the effect that LOF has on performance implications 

of institutional development. 
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LOF can be divided into unfamiliarity, relational, and discrimination hazard categories (Denk et 

al, 2012, 323). Denk et al. (2012) related unfamiliarity hazards to “incorrect market assessment; 

insufficient and erroneous information; and inadequate knowledge of the host country's culture, 

norms, values, and business practices” (p. 323), while relational hazards are incurred through 

“higher organizational costs for internal and external transactions” (p. 323) as geographical and 

cultural distances increase challenges in internal interactions and “lack of embeddedness in local 

networks” (p. 323) along with absence of trust complicate interfirm activities. Lastly, discrimination 

hazards were connected to situations where costs arise from unfavorable treatment by local 

government or stakeholders, consumer preferences towards domestic products, or political hazards 

(Denk et al. 2012, 323). 

Denk et al. (2012) pointed out that despite the emphasis on theoretical foundations of LOF, the 

determinants of the magnitude of LOF has also been analyzed together with how it affects MNEs. 

Cultural and spatial distances have been found to affect the magnitude of LOF, whereas lack of 

international experience or local embeddedness, and lack knowledge of the host market have also 

been suggested to affect LOF. Usual indicators used to measure effect for LOF were said to include 

survival and exit rates of MNEs, performance measures, and probability of lawsuits.  

In their analysis Denk et al. (2012) explain the more contemporary developments of LOF in 

comparison with earlier key contributions. It was found that relative perspective with a focus on the 

degree of LOF between foreign companies was the most common approach. In addition, majority of 

the articles were found to rely on quantitative methods. This study will also use a relative 

perspective and quantitative methods, but instead of comparing foreign companies with each other, 

they are compared to two domestic varieties. 

New drivers of LOF have been disclosed, and majority of these were found to have an effect on 

more than one LOF hazard. Similarly, the list of outcome variables of LOF has expanded. Denk et 

al. (2012) divided them into three categories: (1) business impact focusing on survival and 

performance measurement, (2) “operational internationalization issues” (p. 326) that investigates 

the internal business processes, and (3) “inter-relational issues” (p. 326) describing how LOF affect 

the interactions between the environment and the foreign enterprise. The focus in this paper will be 

on business impact measured as firm performance. In accordance to North (1990), the costs 

resulting from LOF are seen as being realized in the firm performance. 
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Denk et al. (2012) identified promising new research areas in the application of organizational 

learning, socioeconomic theories, perspectives outside international business, combining theories, 

and inclusion of emerging topics from international business. Moreover, LOF literature was still 

found to be lacking in areas such as individual effects of the hazards, time dimension, clarity in 

reference points, and the research was found lagging behind the general development in 

international business literature (Denk et al., 2012, p. 329). The theoretical contributions in relation 

to existing LOF literature of this study relate to the comparisons between firm groups and time 

dynamics of LOF. 

Denk et al. (2012) pointed out that investors still have preference towards their home market due 

to information asymmetries despite positive developments such as reduction of costs from spatial 

distances through technological developments, more supportive larger societal structures in 

internationalization activities, and economic integration. This was seen as supporting the need for 

further research on foreign investments. Furthermore, it was emphasized that the institutional 

perspectives to LOF are relevant despite the increased economic integration as ignorance 

institutional differences has been identified as a source of cost through conflicts and 

misunderstandings. This can be related to the focus on institutional development and institutional 

distance affecting firm performance in this study as foreign companies have been argued to be more 

sensitive toward LOF hazards. 

Previous research on firm performance and differences between countries, summarized by Chan 

et al (2008, p. 1180), has found that in addition to factors such as production inputs influence MNE 

performance, it is also affected by institutional conditions as foreign companies are inherently 

embedded in the institutional framework of their host country. They identify a need for examining 

the influence the level of institutional development, defined as “the extent to which the economic, 

political, and social institutions in host country are developed and are favorable to business” has on 

foreign affiliates in the host country based on the strategic importance of managing local 

institutional context in internalization in order to increase returns on investment and reduce risk 

(Chan et al., 2008, p. 1180). It is maintained that he informal (such as norms) and formal (e.g. laws 

and regulations) rules of the society are created by institutions, and that transaction costs and 

transformation costs affecting profitability in a host country are determined by social, economic and 

political institutions. The study suggests that the effect host country institutions have on cost of 
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business engagement causes the performance of foreign affiliates to be affected by institutional 

context in their host country (Chan et al. 2008, p. 1192-3). 

The scaling of reference points for measuring LOF utilized in this study is based on institutional 

distance as understood by Eden and Miller (2015). They perceive LOF to emphasize the social costs 

arising from the discriminatory, relational and unfamiliarity hazards, and consider institutional 

distance as the key driver behind it. As explained earlier in this chapter, these costs are not just for 

foreign companies. The costs from LOF were contrasted with economic costs in value-adding 

activities related to geographic distance, which can be expected and calculated. These were 

included in a wider concept of cost of doing business abroad (CDBA). The social costs are 

essentially claimed as being caused by uncertainty, exclusively faced by foreign companies.  

In this study, the institutional distance is understood as differences between non-domestic 

companies, private companies in China, and state-owned companies. Arguably, the state owned-

companies are seen as enjoying the highest amount of external legitimacy, whereas the foreign 

companies are seen as representing the other end of the spectrum. The performance of the groups is 

compared to the total industry. Although the LOF research and institutional distance has usually 

been done as comparisons between different foreign companies or foreign companies in relation to 

local companies (Denk et al. 2012), the approach used in this study is argued to be meaningful for 

several reasons.  

First, strategies of domestic companies have been found to be influenced by institutions (Meyer 

& Nguyen, 2005, p. 66). Second, state-owned enterprises have an important role in China, and they 

can be argued to receive special treatment as some industrial sectors are protected from foreign 

competition based on national security arguments. Also, they can be argued to have closest ties to 

the government due to the ownership relation. Foreign companies experiencing LOF due to bad 

relations to the government can be exemplified cases such as Viva Macau (Roscini & Donovan, 

2015 and Uber’s struggles in China (Salomon, 2016). Lastly, Jiang, Liu and Stening (2014) suggest 

that the LOF experienced by foreign companies in China is insignificant compared to their relative 

firm-specific advantages. This could be seen as contradicting the other literature, and supports the 

inclusion of the different types firms based on institutional distance. 
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Legitimacy 

This part will explain the concept of legitimacy based on institutional theory with a focus on 

external legitimacy. Legitimacy in the local institutions is crucial for the success of firms, and the 

concepts of liability of foreignness and institutional distance, as well as much of institutional theory 

of the firm, tend to rely on the idea of legitimacy in their argumentation. For this reason, it is 

necessary to provide a brief explanation of how companies can achieve legitimacy and what kind of 

underlying assumptions it includes.   

Eden and Miller (2015, p. 200) described the degree of institutional distance between countries is 

as depending on three institutional pillars: regulative, normative and cognitive. The regulative pillar 

defines what organizations and individuals have permission to do as it handles how rules are set, 

monitored and enforced. This pillar was considered to be least challenging for MNEs because 

regulatory institutions are “codified and formalized in rules and procedures” (Eden & Miller, 2015, 

p. 200). The regulatory institutions in the host country were explained to create pressures that can 

harm global integration as the MNE subunit needs to become more locally responsive to gain 

external legitimacy.  

The second, normative pillar was characterized by “social norms, values, beliefs, and 

assumptions… that are socially shared” (Eden &Miller, 2015, p. 200). In accordance to societal 

norms and values, this pillar defines how things “should or should not be done” (Eden & Miller, 

2015, 201) based on tacit, culturally related ideas that are difficult to grasp for foreigners. These 

types of institutions were considered to create compliance pressures to the local practices and seen 

as connected to LOF. Lastly, cognitive institutions “reflect the cognitive structures and social 

knowledge shared by people in a given country” (Eded & Miller, 2015, p. 201) and have an effect 

how stimulation from the environment is observed and identified, in connection to things like 

stereotypes and national symbols. 

These pillars form the “related but distinguishable” (Peng 2003, 276) fundaments for legitimacy, 

and organizations conform to the different types of institutional pressures through strategic choices, 

such as defiance, cooptation and compliance. Peng (2003) described “deinstitutionalization” (p. 

277) as significant and comprehensive institutional transition, where “institutionalized 

organizational practice” (p. 277) becomes eroded or discontinued, and was presented as a neglected 

explanation to behavior of and changes in organizations. 
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As China has been identified as a transition economy where the communist system is gradually 

being replaced to a market economy, but the political power is still kept under the same hands, it is 

an interesting focus for a study with an institutional perspective. In this sense, the society is going 

through a partial “deinstitutionalization” (Peng, 2003, p. 277), which can have an impact on the 

institutional pressures for legitimacy faced by companies, which in turn need this legitimacy to be 

successful in their environment 

Kostova and Zaheer (1999, p. 70) explained how these pillars vary in degree of their effect on 

firms, and noted that all three can be interrelated as regulations can have an influenced on, and be 

influenced by, “cognitive categorization”, which can sequentially be influenced by values. The two 

last pillars, cognitive and normative, were connected to socialization and education, and could be 

seen as related to what North (1990) referred to as informal institutions. They were considered 

causing more challenges for foreign companies because of the tacitness of the knowledge and level 

of formalization. The regulatory pillar was considered to be easier, especially for outsiders, as in 

comparison to the other two, it consists more of codified knowledge, and is, in turn, more affected 

by governments.  

It could be argued that especially the development of the regulatory pillar, and increased 

formalization, would have a positive effect on business performance especially for foreign 

companies. The institutional development as understood in this study could be seen as more focused 

on the formalization of institutions for two reasons. First, it is formalization has been identified as 

having a significant impact on performance due to lower transaction costs. Second, the 

formalization and expansion of the regulatory pillar are aspects of institutions that could be argued 

to be more easily measured in a quantitative study as the degree of tacitness is lower. Despite this 

limitation, this study considers that the other aspects are included through institutional distance. 

This is because of the inclusion of different types of firms that have been argued to experience a 

varying degree of institutional distance relating to the different pillars. The state-owned enterprises 

could be said to have the closest proximity in relation to all three pillars, while private companies 

are one degree further in relation to the regulatory pillar, but closer in terms of normative and 

cognitive pillars than foreign companies. 

Stevens et al. 2015 build on the connection made by Kostova and Zaheer (1999) on legitimacy of 

the firm and political risk by expanding international business and strategic management research 

with what they refer to as the legitimacy based view (LBV). Political risk was viewed as 



Institutionalism and Firm Performance in China  34 

 
 

“government actions that have a negative effect on business” (Stevens et al., 2015, p. 1) instead of 

conceptualizing of political risk as government intervention, and called for a more general approach 

to political risk.  

The LBV view was seen as a complementary approach to views on political risk emphasizing 

bargaining power based on resources or country-specific political institutions as these are seen as 

being limited to certain types of industries or more fitted to explain variation between countries 

rather than on a regional level. Instead, governments are seen as evaluating foreign companies 

based on how well their activities and attributes fit with long-term social, economic and political 

goals. When the characteristics of a firm and the goals of a government are aligned, the firm is seen 

as being more legitimate by the government (Stevens et al. 2015, p. 3). Stevens et al. (2015, p. 4) 

divided the legitimacy into moral, pragmatic and cognitive forms of legitimacy, which share 

characteristics of normative and cognitive the institutional pillars behind IBV. 

The lack of perceived legitimacy is seen as increasing the motivations of governments to 

intervene. This could be seen in relation to the Chinese context as the government is using a heavy 

hand in regulating and promoting the access to certain industries for foreign enterprises (Catalogue 

for the Guidance of Foreign Investment Industries, 2015), and creating tax incentives for companies 

to conduct research and development activities (Ernst & Young China, 2015), while the state-

owned enterprises dominate industries within protected sectors due to political reasons despite their 

operational and financial shortcomings (Leutert, 2016). 

In relation to the theories presented above, changes in the social, economic and political realms 

could be argued to have an effect on what is considered to be legitimate. Moreover, state-owned 

enterprises could be seen could be seen as having more legitimacy as they are directly linked to the 

goals of the government and should suffer less from negative shocks in terms of sudden policy 

changes.  

Firms in Transition Economies 

This part of the paper will provide an account on how different strategic choices might be more 

beneficial under different phases on institutional development and how companies mediate their 

political risks.  

Lower levels of institutional development are associated with uncertainty as this is usually 

connected to higher levels of tacit knowledge and informal institutions. There was a greater 
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variation in firm performance in institutionally underdeveloped countries because foreign firms 

have different institutional abilities to manage “institutional idiosyncrasies” (Chan et al., 2008, p. 

1193) and lack of information on legitimate business practices encourages broader range of 

strategic action with performance uncertainty. This kind of characteristics can be classified as social 

costs for business (Eden & Miller 2015). Peng (2003) connected the three pillars of legitimacy to 

institutional pressures affecting companies, and argued that the cost benefit relation for 

formalization in transactions depends on the complexity of the transactions. Formalization of 

institutions was argued to facilitate development of market-based economy (Peng, 2003, p. 280). 

Peng (2003) related the role of institutions in reducing uncertainty through establishment of 

structures for interactions and their effect on economic performance through reduction of exchange 

and production costs with strategic choices and organizational forms of companies in emerging 

markets under institutional transition. The strategic choice for foreign companies between local 

adaptation and keeping their familiar way to operate depend on the institutional context, which can 

be seen in line with the arguments made by Oliver (1991) on strategies in institutional theory. 

Strategic fit with institutional environment was considered important for performance, but with a 

changing environment both relational, relationship-based assets and competitive, market-based 

assets (e.g. marketing or quality) are needed to thrive and survive. Companies with different 

structures were expected to perform different on different levels of institutional development (Peng, 

2003).  

Peng et al. (2008, p. 921) explained that institutions in emerging economies are different form 

the ones in developed economies and notes that a view that emphasizes the role of formal and 

informal institutions in shaping the performance of foreign and domestic enterprises in emerging 

markets. Institutional factors are treated as independent variables in the IBV of strategy as this 

allows the focus on the dynamics between the institutions and organizations, and emerging markets 

make an interesting focus for studies on this dynamic relationship because of the tendency to 

involve “fundamental and comprehensive changes introduced to the formal and informal rules of 

the game” (Peng, 2008, p. 924). These changes were referred to as institutional transitions and have 

been considered to be so substantial in a group of countries going through a transition from 

communism to capitalism, such as Russia, China and Hungary, that they have been identified as a 

separate subgroup.  
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China was represented as a special case in the group of transition economies as the country has 

managed to maintain impressive levels of economic growth despite having comparably weak formal 

institutions.  The research on the subject has found that informal institutions, such as networks, 

have a more significant role in economies with underdeveloped formal institutions, which has been 

observed in a number of countries with relatively weak formal institutions and should not be 

considered uniquely related to the Chinese culture (Peng, 2008). China is also an interesting focus 

because different types of firms were expected to thrive in different stages of institutional 

development according to Peng (2003). The country is going through a substantial institutional 

change, but the change is not happening in the same pace due to the considerable regional variation. 

This provides the opportunity to observe the effect of different stages of development on the firm 

performance and their connection to the importance of informal institutions within a short time. 

In this sense it should be interesting to see how institutional distance affects performance in a 

country that is known for the importance of informal institutions and if the effect of institutional 

distance is expected to decline with the development of formal institutions. Informal institutions are 

more based on normative and cognitive legitimacy claims, thus local companies could be theorized 

to have an advantage over foreign companies in China.  On the other hand, institutional transitions 

were seen as discontinuous processes by Peng, 2003, and the informal institutions were expected 

prevail much longer after formal rules of the game have changed.  

Summary  

This chapter has discussed the theoretical foundations applied to this study and presented the 

variables that are going to be operationalized in the statistical analysis. The choice institutional 

theory as the overall theoretical framework was explained and justified based on the context of the 

study. Institutional theory has been argued to be fitting for international business studies focusing 

on emerging markets as the institutional factors have been found to have more influence than firm-

specific factors. In addition, the approach was justified in relation to the special case of China that 

can be characterized as a country going through an economic liberalization while maintaining an 

authoritarian political system. 

The concepts of firm performance were related to institutional development and the theoretical 

framework was defined in comparison to other approaches in business studies. The concept of 

political risk was connected to institutional development through a mutual focus on uncertainty. The 

concept of institutional distance was linked to concepts of LOF and legitimacy. The three pillars 
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forming the base for institutions was linked with LOF and role of legitimacy in political risk. 

Finally, the discussion on transition economies brought the topic back to a more general level of 

institutional theory. 

The next chapter of this study will discuss the methodological considerations underlying the 

research process and present the hypotheses used to specify inquiries in relation to the statistical 

analysis. The data collected for the statistical analysis will be described and challenges related to the 

data will be discussed. The chapter will also include specifications on the operationalization of the 

indicators for the variables in the model. 
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Methodology 

This part will explain the methodological viewpoint utilized for the application of the research 

methods and provide an account of the research strategy and design. First, the epistemological 

position, i.e. post positivism, is presented in context with ontological considerations. This is 

followed by an explanation of the research design and hypotheses. 

Philosophy of Science 

This part will discuss some of the main characteristics of positivism in terms of epistemological 

and ontological considerations, and address some philosophical issues related to applying the 

perspective in social science. The particular subfield of post-positivism applied in this study is 

presented and the choice of perspective is defended.  

Bryman and Bell (2015) explained that epistemological considerations evolve around what 

deemed as valid knowledge in a discipline. Positivism advocated the use of methods known from 

natural sciences to social science studies where theory and research are strictly separated. The role 

of the theory is to create hypotheses that can be tested, knowledge is constructed by feeding the 

facts back to the theory, and scientific conduct should be value-free. In addition, sharp distinction 

was drawn between normative and scientific statements (Bryman & Bell, 2015, p. 26-28). 

In accordance, objectivism was the natural ontological position for positivism. Ontological 

considerations evolved around the existence of external reality from social actors to objective social 

entities, where objectivism maintains that social phenomena and their meanings exist independently 

of social actors (Bryman & Bell, 2015, p. 32). However, traditional positivism was disrupted by the 

revival of relativism as especially in social sciences challenging beliefs based on intellectual or 

epistemic argumentation had a significant role, breaking down the positivist idea of equally valid 

views (Groff, 2004, p. 1). Social sciences are often blurry in terms of normative and scientific 

statements, and the theoretical standpoint taken in this study, institutional theory considers 

institutions and organizations in an interactive relationship, making clear distinction between social 

actors and social reality challenging. This is acknowledged, but the focus of this research is on a 

causal relationship. 

Groff (2004) summarized Jane Flax’s view on truth as connected to discourse because every 

discourse has their own special rules on what makes a “meaningful statement” (p.4) and in what 
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way claims are deemed to be true. The post-positivism is presented as having rejected the idea of 

universal norm for truth with “deep suspicion on ontological reality” (Groff, 2004, p. 5), a position 

that questions the purpose of the discussions on reality and truth exemplified with view, which 

considers that the “very questions of whether or not our accepted beliefs are “really” true and of 

whether or not the things that we encounter “really” exist are entirely meaningless” (Groff, 2004, p. 

5). 

Ryan (2006) listed key issues for post-positivist research approach to be discourse, reflexivity, 

narrative, and power. Discourse was defined as “web of statements, categories and beliefs, habits 

and practices” (Ryan, 2006, p. 22) in which knowledge is actively constructed through discursive 

practice where actors produce social realities. Reflexivity concerns the acceptance of plurality of 

contesting discourses, resilience towards tensions and contradictions, and critical approach to 

empowerment. Post-positivism was also described as a view with appreciation to narrative in 

research and as a position aware of the responsibility that discourses have in creating realities. This 

research should also not be seen as value-free as it could be argued that by connecting marketization 

to performance, this research took a stance for market-orientation as institutional development.  

This study used a quantitative approach, which permits the theory testing of relations between 

variables (Creswell 2014, p. 4), and adopted the post-positivist stance to research, which entails “the 

need to identify and asses the causes that influence outcomes” (Creswell, 2014, p. 7). Unlike the 

positivist view that insists on the absolute truth of knowledge, post-positivism acknowledges 

uncertainty in the knowledge claims within social studies (Creswell, 2014, p. 7). Post-positivists 

view knowledge as a product of empirical observation and measurement, which fitted with theory 

verification and quantitative research methods. 

According to Creswell (2014, p. 7), some of the key assumptions include speculative approach to 

knowledge and imperfect findings. Some parts of the research in this study were based on rather 

new concepts and theoretical ideas that have yet to be subjected to extensive empirical testing. Still, 

research was a process of rejecting and modifying claims from the post-positivist position, thus it’s 

argued to fit well with quantitative research methods that focus on theory testing. Evidence and data 

had a key position in structuring knowledge. The focus of this paper was to describe and analyze an 

anticipated causal relationship, which can be seen in relation to the positivist assumption of aiming 

to make true statements. The development of relationships between variables shaped into 

hypotheses is emphasized in quantitative studies. This practice can be seen to be in line with the 
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positivist assumptions. Finally, positivist consider objectivity to be central for research, thus 

potential bias should be addressed in methods and conclusions. For this reason, validity and 

reliability of the research in this paper will be discussed in the next section (Creswell, 2014, p. 8). 

Conceptualization and validity in Research Design 

This part presents the research design and argues for the choice of research methods, such as 

sub-national level of analysis. The overall framework for conceptualization of theory is presented 

and connected to the theoretical framework. Attention is given to discussion on threats of internal 

and external validity that can affect the quality of the findings, and causal relationships between the 

variables are explained. 

This study utilized a quantitative research strategy with a deductive view on the relationship 

between research and theory, where the emphasis is on theory testing (Bryman & Bell, 2015, p.37). 

Here, theory is used to deduce hypotheses. The concepts that need to be transformed into 

researchable entities are embedded within the hypotheses. The following step, data collection is 

driven by theory and hypotheses and the process is culminated in an inductive process where the 

findings are reflected back to the theory (Bryman & Bell, 2015, p.23, 37). 

The sub-national level of analysis used in this study was seen as having several benefits in 

comparison to cross-country studies. According to Bruno et al. (2013), the subnational level of 

analysis does not suffer from the same degree of “unobserved heterogeneity” (p.1740) as cross-

country studies. Hasan et al. (2014) and Du et al. (2012) pointed out that sub-national level of 

analysis in China offers wide regional variation and the evaluation of the effect of institutional 

quality is not affected by country specific characteristics. 

Gerring (2012, p. 116) specified an empirical concept according to four interrelated 

characteristics: the term, attributes, indicator, and phenomena. Their interconnectedness makes it 

necessary to have mutual adjustment to the characteristics in the concept formation process. The 

term for a concept, such as institutional development, was defined according to attributes that, in 

turn, affected the indicators that were used to study the phenomena. Gerring (2012, p. 117-131) 

related empirical concept formation to seven points: resonance, domain, consistency, fecundity, 

differentiation, causal utility, and operationalization. Concepts like ‘institution’ were defined based 

on established use to fulfill the criteria for resonance. This study strived to use well-established 

terms with standard meanings when defining key concepts. Because social science includes some 
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terminological differences, and to ensure the right scope, or domain, the concepts and their 

definitions were usually taken from institutional theories, while trying to avoid unnecessary 

specialized terms (Mälkki, 2016).  

The aim was also to avoid violations of consistency by using same the meanings of terms in 

different contexts. The core definition for concepts like ‘institution’ remained the same throughout 

the study. Definitions for concepts with broader scopes were utilized, and their scope was adjusted 

through addition or removal of defining attributes. For example, ‘institutional development’ was 

defined broadly, but the concepts were restricted by adding attributes to narrow the empirical 

borders through an “empirical fit between intension and extension” (Gerring, 2012, p. 122; Mälkki 

2016). Fecundity concerned logical or cultural coherence of the attributes defining the concept, or 

similarity between a group of phenomena, while according to differentiation criterion, a concept 

should have clearly defined limits in comparison to the attributes defining the concept itself and the 

ones close to it (Gerring, p. 126-7). In this line, concepts like ‘political risk’ were separated from a 

broader concept of ‘country risk’ and ‘institution’ was contrasted with ‘organization’.  

The causal utility described the causal functionality of concepts. They need to fit into the bigger 

picture of the causal argument to determine outcomes or causal factors. The concepts used in this 

study were chosen based on their fit to the larger frame of institutional theory and the effect 

institutional development has on firm performance. There needed to be a connection between the 

variable and the concept (Gerring, 2012, p. 131). Dependent variables (outcomes) usually gathered 

many attributes, compared to independent variables that tend to be have less. However, the 

broadness of the concept of institutional development necessitated the utilization of several 

variables, although some aspects were boiled down to indexes to avoid the inclusion of an 

overwhelming amount of variables. However, reducing the complexity of institutional development 

could have an effect on the results and provide less informative results. The operationalization 

concerned the measurement of the concept, and will be discussed individually for each key concept 

in the end of each relevant section, i.e. measurements of firm performance are presented together 

with the theoretical conceptualization while institutional distance was discussed together with the 

slightly more abstract concept of liability of foreignness.  

Hypotheses and the research question were identified deductively from the literature, and 

according to standards in quantitative studies, the findings will be compared to the literature 

(Creswell, 2014, p. 30-1). Following Creswell (214, p. 59), the research process was seen as being 
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guided by the theory framework. The researcher’s role was described to form hypotheses and the 

variables contained in them, the hypotheses and research question were formulated based on the 

theory, and, in turn, the research question and hypotheses tested the theory.  

This study was an experimental design, which “test the impact of a treatment (or an intervention) 

on an outcome” (Creswell, 2014, p. 156). The analysis consisted of two phases. First, the overall 

effect of institutional development on firm performance was tested the significance, and divided to 

subgroup regressions. Most of the data used in this study was from public sources. The research 

could be defined as a quasi-experimental process as the use of public data prevents random 

assignment of participating companies (Creswell 2012, p. 168). 

An experiment requires the specification of the variables to gain clarity on groups receiving 

treatment and measurement of outcomes. In this study, the indicators for institutional development 

were independent, or external, factors, while the firm performance indicators were dependent, or 

endogenous (Gerring, 2012, p. 201). For “minimal definition of causality” (Gerring, 2012, p. 199), a 

change in the independent factors was seen as generating a change in the dependent factors, which 

would not happen otherwise. The existence of a causal mechanism was a presumption for 

recognizing institutional development as a cause for firm performance. It was also presumed that 

background conditions of institutional development have a constant indirect effect on firm 

performance. Institutional distance was seen as a mechanism that affects the focal relationship 

between independent factors and dependent factors. Institutional distance was considered to be 

determined by the endogenous institutional development, but has an effect on the exogenous firm 

performance (Gerring 2012, p. 201, 297). This mechanism was studied through comparing the size 

of the regression coefficients between the different groups in the second phase of the analysis. 

The direction of the relationships between variables can be described to be either positive or 

negative (de Vaus, 2001, p. 246). In a positive relationship, a higher value in the independent 

variable shows a likelihood of a higher value in the dependent variable, while in a negative 

relationship a higher value in one variable causes a lower value in the other. The relationships 

between the independent variables in institutional development are expected to have a positive 

relationship with ICTR and NOPAT ratio, while the relationship with the ICTR and NOPAT ratio 

deviations is expected to be negative. 
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Using statistical protocols to overcome design faults could be a concern as this was an 

econometric study (Gerring, 2012, p. 79). For this reason, the research design was based on 

principles of accuracy, sampling, cumulation, and theoretical fit established by Gerring (2012, p. 

81). First, accuracy of a design should be understood in relation to both internal and external 

validity and precision. Validity issues can be described as systemic errors or bias, while precision 

refers to “consistency of findings across repeated tests” (Gerring, 2012, p. 83).  

The level of significance of 0.05 measured by p-value, which indicates a percentage of random 

occurrences affecting the data, was adopted in this study (de Vaus, 2001, p. 229). The precision of a 

design is addressed in this study by the broadest and fine-grained data possible considering the 

limitations placed by sources of data and level of analysis. The limited observation period because 

of changes in the statistical methodology of the data sources or lack of observations could be 

problematized as longer periods are preferable for studying changes over time. Institutional 

development was measured largely with secondary data for marketization index, which was only 

available for years 1999-2011. In addition, there was no data available for operating profit before 

year 2000, thus year 1999 was excluded from the sample.  

Internal validity is described to concern the validness of findings for the sample. It is necessary 

to specify that the data in this study only covered companies that have revenue from principal 

business above a certain threshold. Additionally, the cut-off point was redefined from including 

enterprises with over 5 million RMB in revenue from principal business to 20 million RMB during 

the observed time (National Bureau of Statistics of China, 2016), which might affect the results and 

limit possibilities for generalization. Moreover, some concerns have been raised in relation to the 

validity of the data originating from Chinese public sources (S.R., 2015) This study used ratios as 

measurement, not absolute numbers, but there’s a possibility that the data might be contaminated.  

On the other hand, external validity is understood as the degree of generalizability of the results 

to the larger population of the sample. It is possible to challenge the external validity of this study 

based on the special conditions in China, which can affect the generalizability of results to other 

cases, such as emerging economies in general. For these reasons, the results were interpreted with a 

focus on subnational variation in a transition economy concerning industrial enterprises above 

designated size, which can be claimed to allow higher levels of confidence on the results (Gerring, 

2012, p. 85). 
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The criterion for sampling have been specified to include aspects of representativeness, size, and 

level of analysis. There are no reasons to believe that the effect of institutional conditions would not 

influence enterprises excluded in the sample, thus the sample is deemed representative. As this 

study relied on secondary data, it was not possible to conduct an experiment with a random sample. 

Observations were maximized on a regional level by covering all possible subgroups for the 

different types of firms to ensure the largest possible sample size as larger samples are preferable 

(Gerring, 2012, p. 88). The level of analysis was problematic due to “ecological inference”, an 

estimating issue related to the aims to explain behavior of enterprises on a regional level without 

firm level data (Gerring, 2012, p. 91). However, the sub-national level of analysis was already an 

improvement to the past research mainly done on national or cross-national levels, and should be 

seen as a step closer to more accurate analysis. 

The cumulation criterion is described to be facilitated by “standardization of procedures across 

studies; the replication of results; and the transparency of procedures” (Gerring, 2012, p. 91). To 

fulfill this criterion, the choice of measurements for the variables was based on standardized 

approaches within the possibilities of the available data. This study also aimed to replicate some 

central findings, added accounts for variation that “may be – and ought to be – introduced to the 

original study”, and maintained closely kept records of the research to ensure transparency 

(Gerring, 2012, p. 93). The focal relationship in this study was heavily influenced by past research 

from Chan et al. 2008 and Chan et al. 2010. Therefore, the measurements for institutional 

development included education as an indicator for social development, and the firm performance is 

measured as NOPAT profit margin, which was the closest attainable equivalent to their use of 

return on sales (ROS) ratio. The performance was measured both as average and as variation to 

replicate the previous work from Chan et al. 2008 and Chan et al. 2010 despite the limitations. 

The marketization index used to measure institutional development in the aspects excluding 

social institutions was seen as a standardized approach for measuring development of legal, political 

and economic institutions on provincial level in China. Institutional distance was added to provide a 

new dimension that has not been included in similar research to the extent of the knowledge of the 

researcher. Another addition to the previous study by Chan et al. (2010) was measuring subnational 

institutional development with indicators, not categories for different provinces. 

Finally, Gerring (2012) considered validity, severity and partition to form the base for the 

theoretical fit. This last criterion was described to concern the process through which the in 
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concepts are operationalized with indicators and the proximity of the research design to the theory 

to ensure validity, while severity was connected to the precision of the theory. The third attribute, 

partition related to the separation of empirical analysis and theoretical arguments. All three have 

been taken into account in the research design through close resemblance of the operationalization 

to published research papers with comparable theoretical frameworks on firm performance and 

institutional development. Institutional distance and its operationalization were based on gaps in the 

research field identified in other studies, limitations of analytical tools due to the categorical nature 

of the variable, and similar approaches to operationalization within the LOF research.  

This part of the chapter aimed to provide an overview of the general methodological 

considerations and processes that were taken into account based on literature on methods and 

methodology within social sciences and described the process of conceptualization of the theoretical 

framework. The purpose was to bring attention to the process in the use of theories that adds 

legitimacy to the theoretical claims made and to clarify the use of theory in the study. In addition, 

this section discussed the criteria that influenced the formation of the research design based on 

validity and precision. The following part will present the null hypotheses and hypotheses used to 

support the separation of empirical analysis and argumentation. 

Hypotheses 

This section will connect the theoretical framework and operationalizes it through testable 

hypotheses that were used to structure the direction of the analysis. After a brief general discussion 

on the subject, the hypotheses are presented individually, together with explanations on their 

connectivity to the theoretical concepts. 

De Vaus (2014) defined hypothesis as “a statement, logically derived from a theory” (p. 356) 

explaining what is expected to be found in reality according to the theory, and null-hypothesis as a 

hypothesis where “no relationship between two variables in the population from which the sample 

is drawn” (de Vaus, 2014, p. 359) exists. Bryman and Bell (2007) considered hypotheses as exact 

types of research questions, and described them as “informed speculation” (p. 88) that is tested and 

concerns the likely relationships between variables. This study will use the hypothesis-testing 

approach to provide more clarity and direction. In addition, the inclusion of hypotheses could be 

argued to fit a study testing theories.  

Null hypothesis 1: There is no difference in performance based on institutional development  
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Null hypothesis 2: The regression coefficients do not differ across the firm types 

The null hypothesis 1 for this study stated that there is no relationship between institutional 

development and firm performance. The null hypothesis 1 was tested for all four focal relations. 

This null hypothesis 1 meant that there is no relationship between institutional development and 

ICTR, NOPAT ratio, or the deviations of ICTR and NOPAT ratio respectively. The null hypothesis 

2 stated that the independent variables affect firm performance and firm performance deviation in 

the same way regardless of the firm types representing institutional distance. 

Hypothesis 1: Institutional development has a positive effect on firm performance 

Based on the theoretical framework, it was expected that the institutional development will have 

a positive relationship with both ICTR and NOPAT ratio. Institutional development should have a 

positive effect on both measurements by reducing uncertainty, which in turn, reduces transaction 

costs. These transaction costs were seen to affect the firm performance measured here both in 

relation to operational efficiency with ICTR and return on investment with NOPAT ratio.  

Hypothesis 2: The deviation in firm performance decreases with institutional development  

The relationship between institutional development and deviation in firm performance was 

expected to be negative. Much in line with the reasoning for the hypothesis 1, the reduction of 

uncertainty had a central position in this hypothesis. Chan et al. (2008) suggested that the lack of 

information in institutionally underdeveloped countries encourages variety in strategies when 

outcomes for performance are uncertain and that there are differences in the institutional ability of 

individual firms to handle peculiarities in the institutional system. Both of these factors were seen as 

explanations to the large varieties in firm performance. The effect of institutional development was 

tested for both ICTR deviation and NOPAT ratio deviation.   

Hypothesis 3: The relationship between institutional development and performance varies based 

on institutional distance  

This hypothesis described the expectations for findings on the effect of institutional distance on 

the relationship between institutional development and firm performance. Because of the higher 

levels of importance of informal institutions in less formalized institutional environments and the 

challenges for companies to gain legitimacy in an institutional environment in relation to lack of 
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knowledge in terms of the informal rules, it was expected that the coefficients vary based on firm 

type.  

Hypothesis 4: The relationship between institutional development and performance deviation 

varies based on institutional distance 

It was expected that the effect of institutional development has on firm performance deviation 

varied based on the firm type. Lower institutional distance was associated with increased 

legitimacy, thus there should be less strategical variation and they could be seen as being better at 

dealing with institutional voids in their own environment because of they have more knowledge on 

the informal institutions.  

This section of the chapter has presented the hypotheses used to guide the statistical analysis and 

argued for the inclusion for the hypotheses in addition to a research question. The next section will 

move to describe the collected data and discusses the issues encountered during the data collection 

phase.  

Data 

The majority of the data, excluding the marketization index and its components, was collected 

through National Bureau of Statistics of China’s online data bank. The data used in the study was 

collected from the Main Indicators for Industrial Enterprises above designated size available 

annually by province for all 31 provinces in China. The data in the Main Indicators was collected 

for all state-owned and non-state-owned industrial enterprises above designated size for regional 

total numbers, and for three types of firms: state-owned and state-holding enterprises, private 

enterprises, and for industrial enterprises with Hong Kong, Macau, Taiwan, and Foreign funds for 

2000-2011. The Marketization index is produced by China’s National Economic Research Institute 

(NERI), and based on a combination of survey data and public data (Fan, Wang, & Chang, 2001). 

The data for the marketization index and the subcomponents was received as secondary data 

collected by other researchers. 

The use of secondary data was based on lack of resources for collecting data that would fit the 

research design and lack of access to relevant sources of data, which will be discussed more in the 

section addressing issues with data. The advantages of a secondary analysis listed by Bryman 

(2007, p. 328-334) include lower requirements for resources and high-quality data in terms of 

sampling, regional coverage, quality control, possibilities for longitudinal study and subgroup 
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analysis with representative samples, and possibility to study different countries that could 

otherwise be prevented due to lack of resources or language skills. Bryman (2007) added that 

secondary analysis allows more time to be allocated to the data analysis and presents opportunities 

for reanalysis like in this study. However, Bryman (2007, p. 334-6) noted that using secondary data 

also imposes some limitations including a familiarization period needed to understand the data, data 

complexity, lack of control over the quality of the data, and possible absence of key variables. The 

use of secondary data was considered justified in this study as it would not have been feasible to 

conduct a study on the level of the analysis to a comparable extent without it. 

The data collected consisted of 1488 observations, with one observation for each year, firm type, 

and province, thus the number of observations for each firm type in the region is 12. The data was 

organized as balanced panel data, and included measurements for the same groups (firm type) over 

time with every unit for every time period (Baum, 2006, p. 46). The data for firm performance was 

balanced with firm type, that is the observations for firm performance variables used for the 

indicators are specified for each year, province and firm type. The reason for this was to allow the 

examination of the effect of the institutional distance on performance. In other words, for each firm 

type i, there is a time dimension t, province p, and performance measures x, z, and y. The measures 

for institutional development were observed for each year and province, thus the institutional 

conditions for the firm types was the same for each province and year. 

Issues with data. 

This part of the paper addresses some of the issues with the data encountered during project such 

as availability of relevant data, missing values, challenges in obtaining statistical definitions for 

variables and the consistency of the definitions in relation to the available data. These issues are 

addressed as they can be argued to have an impact on the quality and validity of the results. 

The difficulties in obtaining the data through public sources due to missing data within the time 

scope of the sample for indicators and on the provincial level, lack of access to survey data used for 

indicators in the index, and inadequate language skills to access and reliably translate the reports on 

the Marketization index published in Chinese led to reliance on secondary data, which was kindly 

provided by Dr. Iftekhar Hasan from Fordham University who has published several peer-reviewed 

papers related to institutional development in China (see Hasan et al. 2014;Hasan et al. 2009). 
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Holz (2013) addressed data issues in the Chinese official statistics in relation to changes to the 

scope of the industry sector, together with classification system for ownership and sectors that have 

been altered over time. Much in accordance to Holz (2013), the “varying labels, apparently 

inconsistent data, and discontinued time series” (p.1) presented challenges. The term “revenue from 

principal business” was introduced to replace the term “sales revenue” in 2005, and the size 

criterion for industrial enterprises above designated size was revised in 2011. Holz (2013) also 

found that the definition for an enterprise changed in 2004. Moreover, many statistical yearbooks 

were often published only in Chinese (Holz, 2013, p. 30). Holz (2013) concluded that work with 

industrial data in China can affect representativeness for the whole population, but with awareness 

of the issues, there is much more data available compared to what could be expected from a 

developing country. 

In line with the findings of Holz (2013), several inconsistencies in terms of data availability were 

identified during the data collection. In comparison to the online data base, the data available 

through a regional statistical bureau for Beijing had separate categories for Hong Kong, Macau, and 

Taiwan funded enterprises and foreign funded enterprises, with additional subcategories for the 

different ownership types. Within the NBS data bank for annual data by province, the general 

survey gave the number of legal entities based on holdings to seven types, and 11 based on status of 

registration, but the data for Main Indicators on Economic Benefit groups enterprises only to three 

subcategories. The data used for indicators in the Marketization Index was made available only on 

the national level (statistics for lawyers), not available at all (statistics for accountants), or available 

for some of the years (patent applications) in the online data bank. Regional data available through 

China Statistical Yearbook Database was inconsistent. 

Moreover, it was found that there was a difference between the sum of firms in the subcategories 

based on ownership types and the reported totals for all industrial enterprises above designated size 

(see Figure A1). The terms for the indicators were confusing at times, e.g. sales were labeled as 

“revenue from principal business”. The reported numbers of total investments did not add up to the 

same number based on the definition of the indicator and was referred to as “actual receipt capital” 

(see Figure A2).  The numbers for total assets were off based on a standard equation (see Figure 

A3). The indicator reported as operating profit was actually found to be NOPAT based on the 

definition (see Figure A4). This study will use the terms for NOPAT and operating profit 

interchangeably as a consequence. It was not possible to trace the numbers back to the total profits 
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based on standard accounting procedures, and the amount of total profits was suspiciously close to 

the operating profits, indicating differences in accounting standards or definitions. Based on these 

inconsistencies and to avoid unnecessary confusion, the variables were based on most direct number 

attainable.  

Coming to a meta-level on the effect of institutions, statistics in China was affected by political 

incentives (Hvistendahl, 2013) in addition to the inconsistencies with the reported data described by 

Holz (2013). Hvistendahl (2013) connected the variance in terms of the availability and accuracy of 

data to reasons such as over-or under-reported cases, not releasing data that was obtained, and 

changing methodologies and definitions. These issues were partially a systemic problem of central 

administration where government officials are evaluated based on indicators. This encouraged 

manipulation in the “grey area” of statistics in terms of changing definitions to avoid comparability 

of the data. Hvistendahl (2013, p. 1038) exemplified this with the exclusion of migrant workers in 

population, which in turn affects statistical indicators such as unemployment rate or per capita gross 

domestic product. 

In continuation, the National Bureau of Statistics (NBS) was criticized for lack of transparency. 

Hvistendahl (2013) claimed that Chinese officials saw statistics as a dangerous tool, and argued that 

these inaccurate reporting affected research with a wider geographic scope as the figures end up in 

global measurements for organizations such as United Nations. In China, the NBS has been targeted 

by users of social media, where it has been referred to as “the Bureau of Dicking Around” 

(Hvistendahl, 2013, p. 1039) spelled and pronounced in Chinese like the official name. This type of 

criticisms on the transparency issues were said to be changing and improving data quality slowly, 

but the issues were still relevant (Hvistendahl, 2013, p. 1039).  

The issues mentioned above could affect both the quality of the data and the findings. This could 

be seen especially true for the marketization index as it was designed by a member of a government 

institution. However, China does provide extensive data for a developing country and possibilities 

to obtain regional level data on China from other sources were limited. Also, the use of direct 

numbers should diminish the issue of self-contamination of the data, and the inconsistencies with 

standard accounting principles are not as important as the numbers between the regions are based 

on the same definitions. The issue with the different definitions is considered avoided as this is not a 

cross-country study.  
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Although there might be some underlying traces political agenda imprinted in the marketization 

index, it was developed by reputable economic scientists, tailor-made for the specific context of 

measuring institutional change. Moreover, as this study considered to be more of a study on the 

dynamics than regional comparisons, the possible manipulation could be said to have less effect on 

the results. In addition, the data was organized based on regions and it would be reasonable to 

assume that the hypothetical data manipulation would be at least somewhat consistent within the 

regions. 

Description of Variables 

This section describes the operationalization of the theoretical concepts through measurable 

attributes. The descriptions for dependent variables for firm performance, independent variables for 

institutional development are followed by the measurement for institutional distance. 

Firm Performance. 

The variables for firm performance were calculated based on the directly available data on 

economic indicators for operating profit, sales and total investment. These numbers were then 

calculated to averages based on the number of firms in the same subgroup, province and year. The 

NOPAT margin and ICTR were both calculated based on these average numbers as to avoid the 

effect of population size, i.e. the amount of sales etc. was assumed to be bigger in a province with 

more companies. The NOPAT ratio was calculated based on operating profit as a share of revenue 

from principal business (or NOPAT/sales). The ICTR was calculated as revenue from principal 

business as a share of actual receipt capital (or sales/average capital).  

The calculation of the deviations of NOPAT margin and ICTR was based on the definition 

presented by Chan et al. (2008; 2010) with slight alterations. Following (Chan et al. 2008), risk is 

defined as the absolute deviation value of NOPAT margin and ICTR in year tth year for firm type i 

in the province p and the country level mean of NOPAT margin or ICTR for firm type i in tth year, 

as this allows the comparisons between the different firm types.  

 

𝑁𝑂𝑃𝐴𝑇 𝑚𝑎𝑟𝑔𝑖𝑛𝑖,𝑡,𝑝  =
𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑃𝑟𝑜𝑓𝑖𝑡𝑖,𝑡,𝑝

𝑅𝑒𝑣𝑒𝑛𝑢𝑒 𝑓𝑟𝑜𝑚 𝑃𝑟𝑖𝑛𝑐𝑖𝑝𝑎𝑙 𝐵𝑢𝑠𝑖𝑛𝑒𝑠𝑠𝑖,𝑡,𝑝

 

 

𝑁𝑂𝑃𝐴𝑇 𝐷𝑒𝑣𝑖𝑎𝑡𝑖𝑜𝑛𝑖,𝑡,𝑝 =  √(𝑁𝑂𝑃𝐴𝑇 𝑚𝑎𝑟𝑔𝑖𝑛𝑖,𝑡,𝑝 − 𝑁𝑂𝑃𝐴𝑇 𝑚𝑎𝑟𝑔𝑖𝑛𝑖,𝑡,𝑐 ) 
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 𝐼𝐶𝑇𝑅𝑖,𝑡,𝑝  =
𝑅𝑒𝑣𝑒𝑛𝑢𝑒 𝑓𝑟𝑜𝑚 𝑃𝑟𝑖𝑛𝑐𝑖𝑝𝑎𝑙 𝐵𝑢𝑠𝑖𝑛𝑒𝑠𝑠𝑖,𝑡,𝑝

𝐴𝑐𝑡𝑢𝑎𝑙 𝑅𝑒𝑐𝑒𝑖𝑝𝑡 𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑖,𝑡,𝑝

 

 

𝐼𝐶𝑇𝑅 𝐷𝑒𝑣𝑖𝑎𝑡𝑖𝑜𝑛𝑖,𝑡,𝑝 =  √( 𝐼𝐶𝑇𝑅𝑖,𝑡,𝑝 − 𝐼𝐶𝑇𝑅𝑖,𝑡,𝑐 ) 

 

 

Institutional Development. 

The variables used for measuring institutional development were based on the marketization 

index and an indicator for education to measure the development of social institutions. The variable 

for education is defined as “number of full-time teachers of regular institutions of higher education” 

(National Bureau of Statistics of China, 2016) for every 10000 people.  

The composition of the marketization index developed by Fan et al. (2001) was more complex. 

The total index consisted of 19 indicators that can divided into 5 components. The first component 

measures the “size of the government in the regional economy” (Fan et al. 2001, p. 2) consisting of 

indicators for taxation and government control (Fan et al. 2001, p. 2-3). The second component 

focused on ownership structure to measure the marketization progress as decrease in share of state 

actors with indicators for share of non-state actors in urban employment, investment, and industrial 

value-added. The third component measured “goods market development” (Fan et al., 2001, p. 3) in 

relation to government control over prices with indicators for price controls on agricultural good, 

production materials and retail goods together with survey data. 

The last two components for “factor markets development” and “the legal framework”, were 

included as separate variables in this study. The first one is referred to as financial index, and it 

consisted of indicators for “Competition in banking sector” as a share of non-state bank assets of 

total bank assets, amount of credits allocated to non-state sector as an indicator for 

commercialization of the banks, share of FDI from the total investment of regions indicating 

improvement in certain aspects of investment policies and institutions, and an indicator for mobility 

of labor, and “immigrated laborers over provincial GDP” (Fan et al., 2001, p. 4). The legal index 

included numbers of trade-mark violation cases, patent applications, patent registration, 
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intermediate institutions such as accounting and law firms adjusted based on the provincial GDP 

size to indicate property rights protection. 

The variables in the components were standardized to 0-10 scale depending on decrease or 

increase of economic freedom (Fan et al., 2001). These scaled components were assigned weights 

based on a principal component analysis. The index signified the relative marketization position of 

the provinces without imposing an idea of development towards some ideal type, but rather 

functioned as a comparative development measure between the provinces (Fan et al. 2001, p. 1-2).  

Institutional Distance.  

Institutional distance measurement was based on the different ownership types. The different firm 

types include total, state-owned, private, and foreign enterprises (see Table A1 for definitions). The 

ownership variables were coded into binary variables for each firm type, so-called dummy 

variables, resulting in four different variables representing each firm type for subgroup regression, 

but also used as a categorical variable depending on type of regression. 
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Analysis 

This part of the paper will present the results of the analysis. First, the descriptive statistics are 

presented the variables used in the analysis. The second part of this chapter describes the steps 

taken in the execution of the analysis and explains the type analysis. Finally, the results of the 

analysis are presented together with the hypotheses to assess the effects institutional development 

and institutional distance have on firm performance. 

Descriptive Statistics 

The descriptive statistics are based on raw data, before any transformations, and tend to include 

the removal of one data dimension in summary statistics (Baum, 2006, p. 47). The variables used to 

measure firm performance are described first without computations, and then as calculated means 

over time and across regions, respectively. In continuation, the ratios used to indicate firm 

performance (ICTR and NOPAT margin) are discussed based on summary statistics and means over 

region and firm type. This is followed by description of the variables for institutional development. 

Performance Ratios. 

This section will discuss the performance ratios used as dependent variables in the analysis.  

Invested Capital Turnover Ratio and Net Operating Profit After Tax Margin. 

Based on the summary statistics (see Table A2), there was a large variation in both variables. 

The distance between the minimal and maximal values were large, and the standard deviations, 

which measures the dispersion (de Vaus, 2016: 362) for ICTR and NOPAT margin, were close to 

medians, SD = 2.09, 0.05, Mdn = 3.34, 0.06. Median can provide a better understanding of general 

tendencies of the data. It is measured as the value at mid-point of the distribution, and less sensitive 

to outliers, extreme values, than mean (Bryman & Bell, 2007:359). Kurtosis describes how peaked 

or flat the variable is in comparison to normal distribution, while skewness expresses the degree to 

which the values are concentrated to the either end of the distribution (de Vaus, 2016: 357,362).  

The skewness was still reasonable, but kurtosis levels were high, especially for NOPAT ratio, SK 

= 1.32, 2.22, Rku = 5.36, 17.18. The effect of the kurtosis showed as high peaks compared to 

normal distributions, and the skewness appeared as the lack of smaller values compared to the 

longer tails on the right in histograms (Figure A5). This could indicate that there might be a high 

regional variation in the values. 
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Based on the table presenting the values for means of ICTR and NOPAT ratios by province and 

firm type (Table A3), ICTR for private companies had a general tendency to be higher than for the 

other firm types in the regions, while differences to the same degree could not be found in the 

values for NOPAT ratio. The performance of private companies in relation to ICTR ratio was 

interesting, as their performance could have been expected to be lower compared to foreign 

enterprises and state-owned enterprises that were found to have higher averages of sales, operating 

profits, and total investments. The lack of considerable differences in NOPAT ratios between firm 

types should also be noted, as means of average sales and operating profits were usually higher for 

state-owned enterprises.  

A graphical bar chart of means of ICTR ratios by region and firm type showed the private 

companies are found to outperform the other two firm types in almost every province, the 

differences between the performance in relation to ICTR ratio for foreign and state-owned 

companies far smaller than when compared to performance of private enterprises (Figure A6). In 

Jilin (JL) and Beijing (BJ), the performance of private and foreign companies is at almost equal 

level and higher than for state-owned companies. Tibet (XZG) has the lowest ratios for ICTR in all 

firm types. Medians for firm types in Appendix 15b also show that private companies tend to 

perform better, foreign Mdn = 2.95, private Mnd = 5,00, state-owned Mnd = 2,81. The levels of 

kurtosis and skewness were more moderate when the different firm types were considered.  

Based on the charts for ICTR ratios for each firm type, the highest ICTR ratios were found in 

Jilin (JL) for foreign enterprises, in Shandong (SD) for private enterprises and, and Zhejiang (ZJ) 

for state-owned enterprises. Shandong had the highest or the second highest ICTR ratios for all firm 

types, while Guangdong (GD) had second highest ICTR ratio for private companies and was third 

on the list for highest ICTR ratio for foreign companies. Shandong is located by the coast between 

cities of Beijing and Shanghai. It has economic and technological development zones and open 

coastal cities, which can be seen as having a favorable impact on the regional business environment 

(Du et al. 2008). Based on the comparison between the mean of total investments in state-owned 

enterprises in Beijing and their second-to-last place in ICTR ratio, it would seem that the assets are 

not used efficiently, although it was considered to be normal for the increases in revenue to follow 

investments with a delay (Young & Cohen, 2013, p. 159).  

The medians for firm types were similar based on summary statistics (Table A4). The kurtosis 

levels were high especially for foreign and private firms. Although the performance was more 
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proportioned between different types and the top performing firm types vary regionally, there were 

some interesting peaks in the data. Tibet, that had the lowest mean ratios for ICTR, is has the 

highest means of NOPAT ratios both for private and foreign enterprises, while having second 

lowest mean of NOPAT ratio for state-owned enterprises. Heilongjiang had the highest mean of 

NOPAT margin for state-owned enterprises.  

Deviations for Invested Capital Turnover Ratio and Net Operating Profit After Tax Ratios. 

The medians for the deviations were 0.92 for ICTR and 0.02 for NOPAT ratio, and the standard 

deviations were even higher (SD = 1.18, 0.04 respectively). The skewness and kurtosis levels were 

still slightly high for ICTR, SK = 1.64, Rku = 6.49. For NOPAT ratio deviation both skewness and 

kurtosis were high, SK = 4.50, Rku = 33.44. Both variables differ from the normal distribution, 

although the difference is much more pronounced for the NOPAT ratio deviation, which can be 

observed in the clustering of the data in the left of the frequency histogram and the high peak (Table 

A5).  

The medians for deviations for ICTR were concentrated to private enterprises, while the medians 

of deviations for NOPAT ratio were more even in variations for provinces and firm types (Table 

A6). The medians (with standard deviations in parentheses) for ICTR deviation was 1.95 (1.51) for 

private, 0.88 (0.92) for total, 0,79 (0.88) for foreign enterprises, and 0,54 (0.72) for state-owned 

enterprises with slightly high levels of kurtosis and skewness for all types. This indicated that the 

variation in operating efficiency within the firm type, measured by ICTR deviation, was four times 

bigger for private enterprises than for state owned enterprises. The median for deviation NOPAT 

ratio was highest based on firm type for state-owned enterprises at 0.02 (0.04), followed by private, 

foreign, and total, which all had medians of 0.01 (SD = 0.04, 0.04, 0.03). The skewness was on a 

moderate level for ICTR deviation by firm type, but kurtosis was slightly elevated. Kurtosis for 

NOPAT rate varied considerably based on firm type, although high for all types, and skewness was 

slightly higher than for ICTR deviation (Table A7). 

Both means deviations for private and foreign enterprises were highest in Tibet (XZG). The 

median and mean deviations for ICTR and NOPAT ratio were also highest for Tibet for private and 

foreign enterprises. Tibet also had the highest median and mean for ICTR deviation for state-owned 

companies and total, while the NOPAT ratio deviation for state-owned enterprises had the highest 

mean and median in Heilongjiang (HL). Lowest median for ICTR deviation was in Jiangsu, while 

Fujian (FJ) had the lowest mean for this measurement by a small margin to Jiangsu. The smallest 
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median ICTR deviation for private companies was in Henan (HEN), while Guangxi (GX) had the 

smallest mean for deviation. Yunnan (YN) had the lowest median for ICTR deviation for state-

owned companies, while Shanxi (SAX) had the smallest NOPAT ratio deviation for the same firm 

type. Liaoning (LN) had the lowest level of ICTR deviation for state-owned companies, closely 

followed by Fujian (FJ), Sichuan (SC), Chongqing (CQ), and Tianjin (TJ). In relation to mean of 

NOPAT ratio deviation for this firm type, the lowest levels were found in Shanxi (SAX), Sichuan 

(SC), Guangdong (GD) and Shandong (SD). 

Based on comparisons between different groups and regions over the two different types of 

measurements, it is interesting to find some recurrent provinces in the extreme ends of the values. 

Tibet was found to have the lowest ICTR ratios for all firm types. Also, for NOPAT ratio the region 

had the highest means for both private and foreign enterprises, together with second lowest mean 

for state-owned enterprises. In addition to the lowest ICTR ratios, the both the means and medians 

for ICTR deviation were highest for all firm types in this province. Moreover, the median deviation 

for NOPAT ratio was highest for the same firm types that were found to have the highest values in 

the actual NOPAT ratio. This could indicate that extreme values in performance could be associated 

with extreme variance. 

Institutional Development. 

This section will discuss the descriptive statistics for the independent variables measuring 

institutional development. First, the total marketization index will be discussed together with the 

indicator for education the subcomponents for law and finance indexes based on summary statistics 

and frequency histograms. The discussion on education variable measuring the development of 

social institutions is followed by a comparative analysis of the marketization index and its 

subcomponents. 

The standard deviations for all variables for institutional development are at a much more 

moderate level compared to the dependent variables. The differences between the means and 

medians are also smaller: 3.4 and 2.8 respectively for education (SD = 2.19), 6.3 and 6.1 for total 

marketization index (SD = 2.29), 7.4 and 7.6 for financial index (SD = 2.87), and 5.7 and 4.8 for 

law index (SD = 3.65). Skewness was low for education, total marketization index, and financial 

index, and slightly high for law index (Table A8). Kurtosis was high for education, total 

marketization index, and especially for law index, although the levels were still quite far from those 

seen in the dependent variables. Based on the histograms, there were higher peaks in frequencies for 
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education and law. The frequencies were somewhat clustered to the left for education and law, 

while the small negative skewness for financial index can be observed in the distribution that is 

slightly more packed on the right. The total marketization index had close to normal distribution for 

values, despite being slightly more peaked than normal. 

The education variable showed a fast increase during the studied timespan (Figure A7). 

However, a scatterplot of the data points reveals growing disparities between regions as the spread 

of distribution grows to considerable magnitudes towards the end of the sample. The development 

of education seems to have been highly accelerated for some regions, while it has stood almost still 

in other regions. The four highest means were found in Jiangsu (JS), Shandong (SD), Hubei (HUB), 

and Guangdong (GD), while the lowest four provinces were Tibet (XZG), Qinghai (QH), Ningxia 

(NX), and Hainan (HA). The highest mean at 7.2 in Jiangsu was almost 48 times as high the mean 

for the lowest mean in the indicator found in Tibet at 0.2. The median values for education had a 

tendency to be higher than mean values, which seems to be consistent with the general growth 

pattern with faster increase until 2005 followed by a more moderate development. 

Based on the development of the marketization index and its subcomponents included in this 

study, the development of marketization stagnated for the last three years of the studied timespan 

(Figure A8). The financial index grew most rapidly, and the development of law institutions 

measured with the law index surpassed the total index in the last three years of the sample. As the 

political focus was on the financial marketization, it is not surprising that this is the index that 

increased the fastest. The total marketization index decreased slightly from the peak in 2007. This 

could indicate that while some aspects in the marketization process have been increasing, some of 

the other dimensions included in the total index might not be developing in the same phase or that 

there are outliers in the data. 

The scatter plots for the indexes revealed outliers in the lower end of the distribution for total 

marketization index that are further away from the clusters of values towards the end of the 

timespan. The scatterplot for law index has outliers in the both ends of the distribution, but the 

spread is larger in the higher part of the distribution both in terms of number of data points and their 

relative position to the clustering in the middle of the distribution. The distribution of the data 

points seems to be broader towards the end of the sample, which indicates increasing disparities 

between regions. The trend seems to be the opposite for the financial index, as the clustering seems 

to be more concentrated towards the end of the time period in this study. This could indicate that the 
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level of development in terms of financial institutions is becoming more even in the whole country 

with less developed regions catching up with the more developed ones as the highest values have 

been increasing slower than the lowest values. In contrary, the broader distribution in the law index 

indicates that the development of legal institutions has been very fast in some regions, but much 

slower for others. It should be noted that the distributions do not change during the last three years 

for any of the indexes, that is, the outliers and the clusters of the distribution remain on the same 

level. This could be seen as increased evidence to the stagnation of the institutional development.  

The highest peaks based on regional means of the indexes were in Shanghai (SHG) for the law 

index, and in Zhejiang (ZJ) for both the financial index and the total marketization index. Tibet had 

the lowest means for all of the marketization indexes. The five high outliers in the law index could 

be identified as the regions with the highest means for the index: Beijing (BJ), Guangdong (GD), 

Jiangsu (JS), Shanghai, and Zhejiang. It is quite expected for the capital to have a high score in the 

index measuring development of legal institutions. As could be expected, these provinces also 

accounted for the five largest regions in terms of value of exports and imports. 

Execution of Analysis 

This section of will discuss the execution of the analysis, variable transformations, and provide 

insight to model specifications. argue for the choice of statistical test.  

Transformation of Variables. 

Based on the descriptive statistics, many of the dependent variables had have high levels of 

kurtosis or skewedness. However, there are several ways in which variables can be transformed to 

ensure more accurate results in the statistical analysis and the assumptions for a linear regression 

model discussed more in detail later in this chapter for normality are related to the error terms rather 

than the values of the variables. The transformation methods were chosen after computing graphical 

and numerical comparisons of the effects of possible transformations with a statistical software. 

The marketing index and its two subcomponents used in this study had four values at 0, which 

were interpreted as missing values and recoded accordingly. The possible outliers were inspected 

individually in the data set as the box graph suggests existence of outliers (Figure A9), but their 

removal from the data was not deemed justifiable. The possible effect of the extreme values was 

addressed with statistical measures. 
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ICTR and ICTR deviation variables were transformed with a cube root transformation as it is 

considered to be good for normalizing “gamma or gamma-like distributions” (Cox, 2011, p. 152). 

NOPAT margin variable and NOPAT margin deviation variable proved to be more challenging due 

to the extreme kurtosis. After more conventional transformations proved inadequate, the first was 

transformed with a zero-skewness Box –Cox power transformation after adding a constant of 0.5 to 

all values in the variable because the transformation requires strictly positive numbers. The latter 

was transformed with a zero-skewness log transform (StataCorp, 2013). 

Statistical Analysis. 

The analysis was done in two steps. The relationships between independent and dependent 

variables were tested for significance in the first phase. The firm types were included in the second 

phase of the analysis with subgroup regression. This allowed comparisons between the effect of the 

institutional development on firm performance in different firm types that represent the different 

levels of institutional distance. In other words, “The focal relationship is a conditional relationship, 

which means that the effect of the focal independent variable on the dependent variable varies over 

the values of the “third variable” known as an effect modifier” Aneshensel, 2002, p. 191). It was 

further explained that with “multiple subgroups, conditional means that the focal relationship within 

one or more of the subgroups differs from the overall relationship estimated across all subgroups” 

(Aneshensel, 2002, p. 200). Analysis of conditional relationships permitted the acknowledgement 

and addressing of complexity of reality than what is implied by linear models (Aneshensel, 2002, p. 

200). 

The second phase of the regression analysis for assessing conditionality was conducted subgroup 

analysis as the firm types to form “distinct subgroups of the population” (Aneshensel, 2002, p. 201). 

The options for performing an analysis with several continuous independent variables for 

institutional development and the categorical variable for institutional distance were fairly limited 

as many statistical mediation analysis techniques require either continuous variables for mediation 

or only one independent variable. In addition, the intended reference category for the alternative 

strategy of utilizing interaction term analysis with total regional numbers was rejected due to 

disparities in the data as discussed in the section Issues with Data earlier in this work.  

Model specification and assumptions. 

This study used a multiple robust regression analysis to test the focal relationship. In comparison 

to a simple linear regression, a multiple linear regression has “one outcome (xi1, xi2, . . . , xi,p−1, yi) 
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for i = 1, 2, . . . , n units of observation” (Eberly, 2007, p. 167) and several independent variables. 

The model used here was referred to as multivariate multiple regression as the model includes more 

than one independent variable (Multivariate Regression Analysis, n.d., para 1). Eberly (2007, p. 

167) formulated the general form of the statistical relationship between the continuous outcome y 

and independent variables Xk ( k = 1, 2, …, p-1 ) as follows: 

𝑦𝑖 =  𝛽0 + 𝛽1𝑥𝑖1 + 𝛽2𝑥𝑖2 + ⋯ +  𝛽𝑝−1𝑥𝑖,𝑝−1 +  ε𝑖 

𝜀
𝑖

𝑖𝑛𝑑𝑒𝑝
~ 𝑁(0, 𝜎2 ) 

The β0 is explained to represent the intercept (also referred to as constant), and each βk a slope in 

relation to Xk, i.e. how big is the change in mean of Y when Xk changes with one unit ceteris 

paribus. The εi represents the error terms.  with the assumptions that εi error terms should be 

independent, have a mean of 0, and normal distribution, if the sample size is small (Multiple Linear 

Regression, n.d.). Focardi (2014, p. 43) explained that the concise summarization of the 

assumptions on the error terms above together with the general form of the model include normal 

distribution of error terms with a mean of zero, σε
2 (variance of error terms) to be constant, and 

independence of error terms in different points in time. Also, it is pointed out that residuals should 

be uncorrelated with the predictor variables. Focardi (2014) clarified that “the error term, or the 

residual, measures the error that is due to the variation in the dependent variable” (p. 38) not 

accounted for by the independent variable. It should be noted that the assumption for normal 

distribution refers to error terms, not the actual values of the variables. 

Focardi (2014) listed a number of assumptions behind multiple linear regression model. These 

included the independence of the predictor variables often referred to as problem of 

multicollinearity, which can be tested with variance inflator factor (VIF), the actual linearity of the 

model, and “the statistical properties of the error term for the general multiple linear regression 

model” (p. 88) specified above, and the assumption that residuals are uncorrelated (see Appendix B 

for tests on assumptions).  

A robust regression restricts the effect of outliers, which can have an unproportioned influence 

compared to other observations (Li, 1985, p. 281). This way the robust regression is less sensitive 

for outliers than another popular regression form, ordinary least squares (OLS) regression, which is 

sensitive to both high-leverage points in the explanatory variables and outliers in the dependent 

variable (Li, 1985, p. 288). This was considered to be necessary for the analysis as the descriptive 
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statistics revealed a considerable number of possible outliers that could affect the results, but 

allowed their inclusion in the analysis. Therefore, no outliers were removed from the data, but their 

influence was reduced or removed. Robust regression is still a linear regression analysis method, i.e. 

it studies how a response variable is “linearly related to a set regressors” (Verardi & Croux, 2008, p. 

2). 

This method includes an initial OLS regression, followed by a computation of a variable 

containing Cook’s distance values, which indicate the influence of the observations in a linear 

model (Kim & Storer, 1996). Values larger than 1 are considered outliers and excluded from the 

robust regression. Another variable was generated with absolute values for standardized residuals 

from the regression. A final variable that contains weights for residuals relative to the Cook’s D 

values was generated when running the robust regression analysis. The weight was negatively 

correlated with the Cook’s D value, which means that the weight gets smaller as the Cook’s D value 

increases (Robust Regression, n.d.). The robust regression model was used to help fulfill the 

assumptions concerning the statistical properties of the error terms and diminish the effect of 

outliers. 

In addition to robust regressions, both phases of the analysis were also conducted with additional 

regression types that address different potential violations in the assumptions. These included 

seemingly unrelated regression (sureg), which can be used when there is reason to believe that the 

error terms in the different equations are correlated because the variables were collected from the 

same set of observations, a regression with a cluster option, which indicated that residuals are 

clustered into provinces, and that they can be correlated within provinces, but independent between 

provinces. The regressions were also run with a type of regression with robust standard errors 

(Williams, 2015, p. 5). 

The second phase of the analysis to test the effect of groups consisted of subgroup regressions 

based on firm type. This was repeated for the different groups and followed by a subgroup 

multivariate regression to attain the coefficients. The subgroup regressions were run separately for 

each group as explained by Aneshensel (2002). 

Results 

This part of the chapter provides detailed information on the results obtained during the analysis. 

The results from the first phase of the analysis obtained through the regressions were run for each of 
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the dependent variables with both transformed and untransformed values. The results from the 

second phase of the analysis were run with commands that allowed simultaneous analysis of 

multiple equations by group, which divided the data to subsets with equal amount of observations. 

A variety of approaches for conducting the regressions in the analysis was employed. Different 

types of regressions accounted for different types of violations to assumptions in linear regressions. 

Second, technical limitations prevented performing certain tests to ensure validity of results 

together with certain commands. Multiple approaches were included to allow a closer scrutiny on 

the linear assumptions. 

Phase one. 

 

The initial OLS regression conducted with the untransformed ICTR variable and the independent 

allowed the rejection of the null hypothesis that there is no correlation between the variables as a 

significant regression equation was found, R2 = 0.45, F(4, 1479) = 296.64 , p = 0.00. Tests on the 

regression assumptions indicated heteroscedasticity, violations to assumptions on residuals, and 

need for model specification.  

The regression equation with transformed ICTR was also highly significant, R2 = 0.52, F(4, 1479) 

= 402.81, p = 0.00. Diagnostics showed heteroscedasticity, violations to assumptions on residuals, 

but Ramsey Regression Equation Specification Error Test (RESET) test did not indicate need for 

specification. The scatter plot for leverage and residuals showed quite a few values that could 

influence the regression, thus the computation for scaling the weights of the residuals should help to 

create more accurate predictions. The robust regression was also found highly significant, R2 = 

0.42, F(4, 1479) = 396.9, p = 0.00 (see Table C1 for R2 values of all regression types). The 

variables marketindex_totalindex, financialindex, and education had significant positive 

correlations, while lawindex had a significant negative correlation with transformed ICTR in the 

robust equation. However, the significance of financial index disappeared in the cluster regression 

(see Table C2). 

The initial regression on the relationship between untransformed ICTR deviation and 

independent variables was found significant, but not very efficient in explaining variation, R2 = 0.14, 

F(4, 1479) = 59,51, p = 0.00, which allowed the rejection of null hypothesis that there is no 

correlation between the dependent and independent variables. However, the assumptions for 
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homoscedasticity and residuals were violated. The symmetry plot revealed that this could be related 

to the dependent variable, thus the regression was run with transformed ICTR. The initial regression 

with transformed ICTR was found highly significant, R2 = 0.11, F(4, 1479) = 44,25, p = 0.00. The 

diagnostics indicated that this equation fitted the assumptions for the regression better, but the 

scatter plot for residuals and leverage showed influential outliers that could have an effect on the 

results, thus a robust regression was computed (see Appendix B). This robust regression equation 

was significant, R2 = 0.10, F(4, 1479) = 42.61, p = 0.00. The results for individual independent 

variables for this robust regression (and all other the regressions with transformed and 

untransformed ICTR deviation) showed a significant negative correlation with 

marketindex_totalindex and a significant positive correlation with financialindex. Lawindex and 

education were insignificant based on most regressions (see Table C2) . 

The initial regression with untransformed NOPAT margin variable was significant but only 

explained 6% of the variation, R2 = 0.06, F(4, 1479) = 24,14, p = 0.00. The model did not fit 

assumptions, so the regression was run again after transformation. This regression model was also 

significant, but weak in terms of explanatory power, R2 = 0.05, F(4, 1479) = 20.35, p = 0.00. The 

scatter plot of leverage and residuals showed some influential data points, including several from 

Tibet (XZG), while a more detailed listing after the computation of the Cook’s D revealed more 

(see Appendix B). The robust regression run to see if the equation would change when the effect of 

outliers diminished was slightly better at explaining the variation, R2 = 0.11, F(4, 1479) = 79.45, p = 

0.00, but the residuals did not fill the assumptions for linear regression. Only financialindex was 

consistently significant in predicting change in NOPAT margin in the performed regressions, but 

assumptions to linear regressions continued to be violated (see Appendix B).  

The variables for institutional development statistically predicted NOPAT margin deviation in 

regression before transformation of the variable, R2 = 0.16, F(4, 1479) = 69,57, p = 0.00. Diagnostics 

showed heteroscedasticity, so the model was run again with transformed dependent variable 

resulting in some changes in the inferential statistics, R2 = 0.13, F(4, 1479) = 57,22, p = 0.00. The 

diagnostic plots for this models indicated a better distribution of residuals although the equation 

failed the test for homoscedasticity. Diagnostics plot for leverage of residuals showed some 

potentially influential outliers, and symmetry plot for the transformed dependent variable showed 

some nonsymmetrical points (see Appendix B). The robust regression equation had a slightly lower 

explanatory power, R2 = 0.11, F(4, 1479) = 55.88, p = 0.00. Marketindex_totalindex had a 
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significant negative correlation, financialindex had a significant positive correlation, and education 

was found insignificant consistently across the regression types (see Table C2).  

Phase two. 

The second phase of the analysis was conducted separately for each firm type, and the total 

values category was initiated with a seemingly unrelated regression to test if the residuals of the 

dependent variables are correlated (StataCorp, 2013).  Based on the results of the Breusch-Pagan 

test, the residuals were independent in all of the equations, also when the regressions were run for 

the different firm types. The regressions run based on groups allowed the rejection of the null 

hypothesis that the regression coefficients do not differ across the different groups.  

Foreign firms. 

All equations were statistically significant with transformed and untransformed variables for 

foreign enterprises (see Appendix B). 

The initial regression model for untransformed ICTR was found significant, R2 = 0.53, F(4, 366) 

= 103.68, p = 0.00. However, the tests showed that there was some possible need for specification, 

potentially influential observations, and the residuals violated the assumptions for linear regression 

(see Appendix B). The initial regression model with transformed dependent variable was 

statistically significant, but heteroscedastic, R2 = 0.58, F(4, 366) = 124.76, p = 0.00. Both equations 

had some potentially influential outliers. Marketindex_totalindex and education had consistently 

significant positive correlations in all regression types. Lawindex had a negative correlation that 

was significant in all other equations except clustered regression with untransformed ICTR, while 

the significance of financial index showed more variation (see Table C4). 

The model with untransformed ICTR deviation violated some of the assumptions for linear 

regression. The statistically significant model with transformed dependent variable was not 

heteroscedastic and did not need specifications, R2 = 0.29, F(4, 366) = 38.28, p = 0.00. Consistently 

significant predictors across types of regressions for the transformed ICTR deviation were 

marketindex_totalindex with a negative, and financial index with a positive correlation (see Table 

4C). 

The initial regression model with untransformed NOPAT margin variable was heteroscedastic, 

had some potentially influential outliers, and failed to pass the specification tests. The one with 

transformed dependent variable fitted the assumptions better although the residual were not ideal, 
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and the model was statistically significant after robust regression, R2 = 0.12, F(4, 366) = 19.46, p = 

0.00. Only financial index with a positive correlation was found to significantly predict NOPAT 

margin after transformation consistently across the regression types. The regression model with 

untransformed NOPAT deviation failed to fulfill the assumptions. The regression model with 

transformed NOPAT deviation was heteroscedastic, but passed the specification test. Some 

observations were excluded from this model with transformed dependent variable in the robust 

regression, which had slightly lower explanatory power compared to the initial regression, R2 = 0.23, 

F(4, 366) = 30.69, p = 0.00 (see Table C3). With the transformed variable, education was 

consistently insignificant, while the negative correlation for marketindex_totalindex and positive 

correlation for financial index were significant in all regression types. 

Private firms. 

Based on the initial regressions, all models were statistically significant (see Appendix B). The 

equation for transformed ICTR fitted the assumptions for regression better than the untransformed, 

and was statistically significant after robust regression run because of some influential outliers 

detected, R2 = 0.62, F(4, 366) = 204.55, p = 0.00. The correlations were positive for all predictors 

except lawindex, but consistently significant with all regression types ( see Table C5). Both the 

untransformed and transformed dependent variable equations for ICTR deviation, NOPAT margin 

and NOPAT deviation failed the specification tests.  

State-Owned firms. 

The initial regressions showed that the models for state-owned enterprises were statistically 

significant, except for NOPAT margin, p = 0.61 for transformed and p = 0.71 for untransformed 

(see Appendix B). The equations with untransformed and transformed ICTR were heteroscedastic 

with residuals that violated the assumptions. The equation model for ICTR deviation was found 

heteroscedastic, and the relation with marketindex_totalindex was nonlinear (see Appendix B). The 

equation with transformed ICTR deviation met the assumptions after robust regression, R2 = 0.06, 

F(4, 366) = 7.01, p = 0.00. In this equation, education was insignificant, while the rest of the 

correlations had statistical significance. However, only financial index was consistently significant 

in all regression types for all regressions (see Table C6). Equation the robust regression for 

transformed NOPAT deviation was statistically significant, and seemed to satisfy the assumptions 

based on diagnostics, but predictors were not significant, R2 = 0.07, F(4, 366) = 7.66, p = 0.00 (See 

Appendix B).  
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Total firms. 

The regression equations were found statistically significant based on initial regressions (see 

Appendix B). The equation for transformed ICTR seemed to fulfill assumptions, and the robust 

regression run after some potentially influential outliers were identified was statistically significant, 

R2 = 0.62, F(4, 366) = 320.33, p = 0.00. This regression has significant positive correlations for all 

predictors except lawindex, which had a negative relationship with the dependent variable in all 

regression types. Neither equations for ICTR deviation seemed to meet the assumptions for a linear 

regression. The robust regression with untransformed NOPAT margin seemed to satisfy the 

conditions, R2 = 0.15, F(4, 366) = 37.23, p = 0.00. It had significant correlations for independent 

variables except lawindex, but postestimation diagnostics showed that residuals were not normally 

distributed (See Appendix B). The robust regression with transformed NOPAT deviation significant 

and seemed to meet the assumptions, R2 = 0.17, F(4, 366) = 20.90, p = 0.00. Predictors except 

financial index were significant in this regression, although the statistics varied slightly depending 

on regression type. 

The next section of this chapter will discuss the results in relation to the hypotheses presented in 

the Methods chapter. This section of the analysis connects the results of the statistical analysis back 

to the theoretical framework. This discussion will be carried out according to the of presentation 

order of the hypotheses in the previous chapter. 

Summary 

Hypothesis 1: Institutional development has a positive effect on firm performance 

The results of the analyses seem to support rejection of the null hypothesis based on significance. 

The predictors for ICTR were able to explain relatively high proportion of the variation, and were 

found consistently significant. The institutional predictors for NOPAT ratio were only able to 

explain a small part of the variation and did not satisfy assumptions for a linear regression model, 

which provided much less support for the hypothesis. Therefore, it could be said that institutional 

development has an effect on efficiency of firms, while the relationship between profitability and 

institutional development remains unclear. Lawindex was found to be slightly negatively correlated 

with ICTR against expectations.  

Hypothesis 2: The deviation in firm performance decreases with institutional development 
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Overall, the analyses could be said to support the hypothesis based on the significant equations. 

However, it should be noted that the explanatory powers of the models for deviations were low. The 

model with ICTR deviation seemed to satisfy assumptions for linear regression, although the results 

concerning lawindex and education were not consistent. The total marketization index had the 

expected negative effect, financialindex was found to increase deviation for ICTR deviation. The 

results on NOPAT deviation were mostly inconclusive due to violations to linear regression 

assumptions for model specification. 

Hypothesis 3: The relationship between institutional development and performance varies based 

on institutional distance 

This hypothesis can be confirmed based on the statistically significant results that showed 

variation in the correlation coefficients in subgroup regressions. However, many of the subgroup 

regressions did not satisfy the assumptions for linear regression. The results also seemed to suggest 

that institutional conditions can predict performance in terms of financial efficiency for total 

numbers, and for foreign and private enterprises, while the results for state-owned firms were 

inconclusive for both performance indicators. The results showed significant positive correlations 

with ICTR for total marketization index and education in total numbers, and for foreign and private 

enterprises. Financeindex also had a significant positive correlation for private firms and total 

numbers. Lawindex was a significant predictor with a negative effect for for foreign and private 

firms, as well as for total numbers. 

Hypothesis 4: The relationship between different measurements for institutional development 

and performance deviation varies based on institutional distance 

This hypothesis was confirmed as the magnitude of the different coefficients varied across the 

different firm types for significant regression equations that satisfied the assumptions for linear 

regression. Marketization index had a significant negative correlation with ICTR deviation for 

foreign firms, while financeindex had significant positive correlations for foreign and state-owned 

firms with ICTR deviation. For NOPAT deviation, total marketization index had a significant 

negative correlation in subgroup regressions for foreign firms and total numbers. Foreign firms had 

a significantly positive coefficient for financialindex for this dependent variable, while total 

numbers showed a significant positive correlation for lawindex and education.  
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This chapter has presented descriptive statistics for the variables and discussed transformation of 

the variables. The linear regression model and the underlying assumptions were discussed in the 

model specification section. Conduction of analyses section described the analysis process and 

provided some key findings regarding the significance of the results. Lastly, the section for results 

connected the findings in the analysis to the theoretical concepts through the hypotheses. The last 

chapter of this thesis will focus on discussion of the results on a broader level, tries to assess the 

applicability of the results to a variety of stakeholders, discusses possible pitfalls of this thesis and 

suggests areas of further research. 
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Discussion 

This final chapter of this thesis will provide a brief summary of the work, highlight the key 

findings, and discuss the results in connection to the theoretical framework on a more general level. 

The potential insights for policy makers and actors in the private sector are suggested to bring 

forward the more practical implications of the findings. The possible weaknesses of the research are 

assessed and suggestions for further research are made. 

This research was guided by the question on the ways in which institutional development and 

institutional distance affect firm performance in China. The country has gone through a rapid 

economic and institutional transformation, but there are still vast regional differences, which makes 

the country an interesting focus. Institutional theory was used as an overall framework for the 

theoretical considerations. It has been applied to similar research and institutional conditions have 

been found to have a stronger effect on firm performance than competitive advantages in 

developing countries. Also, the broad tradition of institutional theory makes it possible to bring 

together different strands of knowledge that were utilized in building the theoretical model used in 

this study.  

In brief, formalization of institutions is theorized to increase efficiency as it reduces uncertainty 

in transactions by North (1990). This reduction of uncertainty has been considered to have a 

positive effect on firm performance. On the other hand, the more formalized institutions were 

assumed to have a positive effect on firm performance as Kostova and Zaheer (1999) argued that 

the regulatory pillar in institutions would be less challenging for firms with larger institutional 

distance.  

The theoretical model was tested with statistical methods using data mostly retrieved from the 

National Bureau of Statistics of China. The data was collected for all of the provinces in China for 

years 2000-2011. Based on the theoretical framework and previous research, institutional 

development was measured with indexes obtained as secondary data developed to measure 

institutional development and marketization mainly concerning the legal and financial institutions 

and a ratio measuring development of social institutions. The firm performance was measured with 

two financial ratios, NOPAT ratio and ICTR, and their regional deviations. These two ratios were 
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chosen as they measure performance in different ways. The first one is a more straightforward ratio 

measuring performance as profits, while ICTR was used to determine financial efficiency. The 

deviations from country level averages were used to indicate risk from following Chan et al. (2010). 

Three different firm types, foreign, private, and state-owned enterprises were chosen to indicate 

different levels of institutional distance together with total numbers for reference.  

The results of the analysis seem to provide at least partial support to the theoretical model on a 

general level. The results suggest that institutional development increases financial efficiency, 

although the results were inconclusive for profitability. The economy in China has been growing 

quite rapidly during the examined time period, which could help to explain why the institutional 

factors did not have the expected effect on profitability. There also might be other strategic factors 

that could explain firm performance better in relation to this ratio. From another perspective, the 

results could suggest that profitability is not very connected to institutional development, at least 

when taking the special conditions in the focus country into account. The results on institutional 

development improving efficiency seem to support the overall theoretical idea by North (1990) on 

the increasing effect of formalization on efficiency. 

Institutional development was expected to have a negative effect on the deviation in firm 

performance indicating level of risk. These expectations were based on the general idea that less 

formalized institutions should have larger deviations in firm performance because of uncertainty 

and that government decision-making that supports informal institutional forms poses a political 

risk poses a political risk for business following Stevens et al. (2015) 

The results do not seem to provide strong support for these claims. This implies that there could 

be other factors that are more related to the deviation in performance. However, institutional 

development that was theorized to reduce political risk represented by the deviations of the financial 

ratios was found to have a small, significant effect measured with the total marketization index, 

which could indicate that the increase in available market information reduces variation in strategic 

decisions.  

The results also suggest that companies with larger institutional distance benefit more from 

institutional development as it was found significant for deviation in profitability performance for 

foreign firms, but insignificant for state-owned enterprises. Interestingly, deviation in financial 

efficiency was found to increase the variation for both of these groups, but it the relationship was 
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much stronger for foreign firms. This could be explained by increase in number of foreign firms in 

the country for the latter group, and by increased competition for the former. 

The findings also indicate that firms are affected by different types of institutional development. 

Financial efficiency in foreign firms increased with increasing marketization and development of 

social institutions, while efficiency in private firms was positively affected also by development of 

financial institutions. This could be interpreted in relation to private companies being more reliant 

on domestic financial institutions. In addition, institutional development seemed to be less 

determinant for foreign companies. On the other hand, only the profitability of foreign companies 

seemed to increase with development of financial institutions. Development of legal institutions 

was found to decrease financial efficiency for foreign and private enterprises against expectations. 

Based cost-benefit relations for Institutional transition by Peng (2003), it might be possible that 

costs increased rules have not been completely exceeded by their benefits, which would indicate 

that relationship-based exchanges are still beneficial. This was expected to change with increasingly 

complicated transactions. 

In summary, the results seem to suggest that institutional development has a stronger effect on 

efficiency rather than profitability in financial performance. The findings indicate that institutional 

distance affects performance and risk experienced by enterprises in different ways. Institutional 

development had the strongest effect on performance of private companies in China, which seems 

logical as this group is most dependent on the development of institutions in their home 

environment. In addition, private companies lack the legitimacy and close ties to institutions 

benefitting state-owned companies. It could also be suggested that foreign companies might have 

firm-specific advantages that help them to overcome challenges related to liability of foreignness. 

These results could be seen as providing support for the ongoing marketization efforts and 

improvements to the quality of institutions made by the Chinese policymakers. Developing 

institutions could be seen as a way for emerging economies to increase the competitiveness of 

domestic companies and improve their favorability as a destination for foreign direct investment. As 

the country is currently facing issues related to the decreasing competitiveness due to the problems 

such as increasing labor costs and industrial concentration on parts of the value chain that provide 

limited possibilities to increase the added value, the performance implications of institutional 

development can help private Chinese enterprises to stay competitive in the increasingly globalized 

markets. In this sense, the study provides economic motivation to support political decision making.  
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These results could also be seen as providing important insight for both local and foreign 

business executives. First of all, foreign and local enterprises should take institutional quality into 

consideration when examining their options for location choices in China. Second, the results 

suggest that increased formalization could benefit performance rather than harm it. 

The contributions of this study to research in international business can be related both to the 

theoretical framework and research methods. In terms of the use of theory, this study has strived to 

bring closer several different branches within institutional theory by creating connections between 

theories on international strategy, political risk, and foreign direct investment in the context of 

emerging markets. As a study conducted on the sub-national level, the aim has also been to draw 

attention to this relatively new level of analysis within the field, which is very relevant especially 

when doing research on countries with vast regional disparities like China.  

The shortcomings and results found in this study can also be seen as providing some space for 

suggestions for further research. First, the method of analysis assumed a linear relationship between 

the variables under study. It could be that another type of an analysis could provide more insights to 

the relationships, although measures were taken in this study to ensure the validity of the results.  

Second, the effect of institutional distance could be analyzed in a way that would provide more 

information, for instance with a research design that would focus on the distance as an independent 

variable. Different results could be achieved by using another set of indicators for institutional 

development, as the ones used in this study might have an inherent bias due to their origin and their 

fit to the overarching theoretical concepts can be challenged based on the focus on marketization. 

Moreover, research on the combined effect of institutional quality and firm specific capabilities 

could provide more insight to the subject matter. The observed time was also relatively short due to 

limitations of data for the indexes.  

 Further research could be made with an alternative set of indicators, which could also include a 

more comprehensive assessment of relevant measurements for social institutions. This could also 

help to overcome the inherent bias from using secondary data of indicators developed by an 

organization that could be seen as having political incentives for selectiveness in choosing the 

indicators for the index. Another possible expansion would be to change the country in the focus of 

the study either to another sizable emerging market like India with a very different political history, 

or to a developing country.  
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This thesis has clarified the effects that institutional development and institutional distance can have 

on firm performance focusing on one emerging economy. The quality of institutions and difference 

between home and host environment of a firm can have a significant effect on its performance in 

emerging economies, although this might dependent on level of complexity of transactions and firm 

specific advantages.  
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